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Credit Rating Consideration
■ Credit Neutral -  debt obligation is already recognized and POBs are 
not considered new debt.

■ "Moody's believes the issuance of POBs is one effective way of 
addressing an unfunded liability."

• "Standard & Poor's has viewed POBs as a strategy for savings on 
carrying charges as long as the transaction are structured 
conservatively and the assumptions were reasonable and 
attainable."

Prudently Structured, POBs are Ratings 
Neutral

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

• Consistent underfunding is considered a credit
negative. a w . * » u h

n.nr»r.J.<

• Funding ratios below UQ% are a potential negative ,
Actuarially Required Contribution needed to "catch »o»,
up" may "crowd out" other priorities, reducing the 
state's financial flexibility. 1 u'°' '

I Kill

• Rating agcnckJ generally view POBs as an acceptable ci#jiri..ui 
tool for reducing the cost of an already existing 
liability.

Significant term extensions and/or payment holidays 
ore f]Ql viewed positively.

S.» Ir 'iT U  i  IV '- : f* * l
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Risks Overview
■ Investment Risk -  POB financing is successful as long as the return 
of investment of proceeds exceed POB cost.

■ Political Risk -  Overfunded pension system can lead to political 
pressure to increase pension benefits, which can cause further 
increased pension liability in the future.

■ Market Risk -  Prudent investment of POB proceeds in early years is 
important.
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Investment Risk Analysis

As long as those bond-funded assets earn more than 5.25%, we are 
better off for having borrowed.

■ Witli the current low interest rate environment, POB issuance with 
cost around 5.25% is achievable.

« Historical investment returns of PERS and TRS indicate that we can 
outperform 5.25% most of the time.

■ Simulations of future investment returns show that there are high 
possibility that we are going to outperform 5.25%.
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Accm.

Returns Annualized

Estimated as of Returns as

P E R S Cost of EO Y of EO Y

FY ROR Borrowing FY07 FY07

2007 18.88% 5.75% 13.13% 13.13%

2006 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%

E s t im a t e d  C u m u la t iv e  N e t  R e tu r n  to  2 0 0 7  ( P E R S )

120.00%

100.00%

80.00%

60.00%

40.00%

20.00%

0.00%

-20.00%

Investment Risk (PERS)

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

« For 14 out of 16 years the issuance of POBs would have resulted in a gain to the pension 
system.
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Investment Risk (TRS)

FY TRS ROR

Estim ated 
C ost of 

Borrowing

Accm. 
Returns 

a s  of 
EOY 

FY07

Annualized 
Returns as 

of EOY 
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%
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%
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%

■ Based on TRS actual investment history, we c
might have been if POBs had been issued in any given year. 

Foi 14 out of 16 years the issuance of POBs would have resulted in a gain to the pension 
system.
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UAAL vs. POB Financial Success
■ POB financing:

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

b POB financing is undesirable if assets earn < 5.25%.
■ All other things equal, when PERS and TRS assets earn < 8.25%, 

the UAAL goes up.
■ Further, even if those assets earn > 8.25%, the UAAL can increase 

due to actuarial and /  or accounting changes.

Asset
Investm ent 
Yield (% )

UAAL may still go up 

---------------  8.25%
POBs are desirable

5 .25%

UAAL goes up
POBs are undesirable

H B  1 3  -  P O B  P r e s e n t a t i o n  -  2 / 8 / 2 0 0 8
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Investment Return Forecast
Monte Carlo simulation with 10,000 iterations for each scenario. 

Conservative -  70/30 Moderate -  80/20

Probability of 
outperforming 5.25%

94.2%

Aggressive -  90/10

Annualized Average 
Return

9.00% Annualized Average 
Return

9.07% Annualized Average 
Return

9.16%

Stand Deviation of 
Returns

2.37% Stand Deviation of 
Returns

2.71% Stand Deviation of 
Returns

3.03%

Probability of 
outperforming 5.25%

92.2% Probability of 
outperforming 5.25%

89.87%

S&P500 
Index, 90%

LB Govt/Cred, 
10%
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P o l i t i c a l  R i s k  -  K e y  D r i v e r  o f  U A A L

Between 1992 and 2003, increasing liabilities -  not poor investment 
performance -  caused the most damage to the PERS/TRS system.

■ Presented by State Actuary to ARM Board in 2005

Changes in U o M fe  Include:
• Health benefits cost 

experience
• Health assumption changes 
■ Plan changes

• Demographic expcnence 
- Non-health changes

■ Drivers of PERS/TRS'Fundlng Ratio Changes (1991-2003).. •

PERS
Change in Funded Statu*

TRS
Change tn Funded Statu*

Change Due lo Asset*

Plunge Due lo Liabilities
Total Change In Kuntlctl 

Statu* •22.3% -29.3*/.

± P o l i t i c a l  R i s k

High amount o f POBs proceeds may cause the pension system to be 
over-funded, which could lead to political pressure calling fo r benefit 
increases tha t incur new liabilities in the future.

Risk Control:
• POBs are not issued fo r the full UAAL; a funded ratio o f 70-80% is 

an industry standard.
■ Manage pension benefits and UAAL w ith discipline.

HB 13 - POB Presentation - 2/8/2008



M a r k e t  R i s k

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

Risk Control:
* Thorough market assessment before POB issuance;
* Considering whether to have a special investment allocation strategy 

for the proceeds, or stick with the traditional allocations.
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S e c u r i t y

■ 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."

Potential Savings
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P O B s  a n d  C a s h  I n f u s i o n

Pay partial UAAL off with cash and borrow partial at 5.25% by issuance 
of Pension Obligation Bonds (POBs).

Implications
■ Immediate reduction of the UAAL;
■ Increase in the Funded Ratio;
« Reduction of employer past service contribution rate.
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Case Study (PERS)
Employer Contribution Rates

POBs (in billions)

■
1.0
2.0
3.0
4.0
5.0
5.0 
5.5

$ - J

35.22%
29.51%
23.80%
18.03%
12.37%
6.66%
6.66%
3.80%

10 } 2.0 5 3.0
13% 3G% 55%

34.07% 32.91% 31.76%
28.36% 27.20% 26.05%
22.64% 21.49% 20.34%
16.93% 15.78% 14.63%
11.22% 10.07%
5.51%
5 51%

J 4.0 $ 5.0 } 5.5
73% 91% 100%

30.61% 23.46% 23.88%
24.90% 23.74%
19.19%

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

t♦ ■ $
V  - r~rjym r»; ■ 

1.0 $ 2.0 $ 3 0 $ 4.0 $ 5.0 J 5.5

U) 0% 18% 36% 55% 73% 91% 100%
c

.2 $ . $0.00 $19.31 $38.62 $57.93 $77.24 $96.55 $105.20

15 $ 1.0 $95.69 $115.00 $13431 $153.61 $172.92 $192.23
c

$ 2.0 $191.37 $210.68 $229.99 $249.30 $263.61

JZ(J) $ 3.0 $287.05 $206 37 $325.63 $344.99
CD

U $ 4.0 $332.75 $402.06 $421.37

$ 5.0 $478.44 $497.75

$ 5.5 $525.28

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

100%
$1,496.78

P O B s  ( i n  b i l l i o n s ) P O B s  ( i n  b i l l i o n s )

$ - $ 1.0 $ 2.0 $ 3.0 $ 4.0 $ 5.0 $ 5.5 $ $ 1.0 $ 2.0 $ 3,0 $ 4.0 $ 5.0

0% 18% 36% 55% 73% 91% 100% 0% 18% 3G% 55% 73% 91%

0 0 0 % 1.15% 2.31% 3.46% 4.61%  5.76% 6.34%
(J)C 5 - $0.00 $272.14 $544.28 $316.43 $1,088.57 $1,360.71

1.0 5.71% 6.85% 8.02% 9.17% 10.32% 11.48%
o

$ 1.0 $1,348.61 $1,620.75 $1,692.90 $2,165.04 $2,437.18 $2,709.32

2.0 11.42% 12.58% 13.73% 14.83% 16.03%
15
c $ 2.0 $2,697.22 $2,969.37 $3,241.51 $3,513.65 $3,785.79

3.0 17.14% 18.29% 19.44% 20.59% r— $ 3.0 $4,045.84 $4,317.93 $4,590.12 $4,652.26

4.0 22.65% 24.00% 2 5 15%
-CDfD $ 4.0 $5,394.45 $5,666.59 $5,938.73

5.0 28.55% 23.71%
u

$ 5.0 $6,743.06 $7,015.20

5.5 31.42% $ 5.5 $7,41737

$2.0 billion POBs issued in 2008 

Assumed $5.5 billicn PERS UAAL in 2007

Annual employer contribution amount for Tiers I, II, and III would be $590 million without POBs starting in 2007
H B  1 3 - P O B  P r e s e n t a t i o n - 2 / 8 / 2 0 0 8 ,  „  „

Funding ratio will be improved from 65.12% to 77.81% (based on preliminary $10.27 billion PERS asset as of Dec 31, 2006)
27
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Case Study (TRS)
Employer Contribution Rates Savings on Annual Contribution Amount (in millions)

P O B s  ( i n  b i l l i o n s )  P O B s  ( i n  b i l l i o n s )

$ - $ 1.0 $ 1.5 $ 2.0 $

C*sJ 3.0 $ 3.1 $ - $ 1.0 $ 1.5 $ 2.0 $ 2.5 $ 3.0 $ 3
0% 32% 48% 65% 81% 97% 100% (/) 0% 32% 48% 65% 81% 97% 101

- 44.17% 40.36% 33.45% 36.55% 34.64% 32.74% 32.35% Co $ $0.00 $22.95 I 534.42 $45.89 $57.37 $68.84 $71/
0.5 36.23% 32.42% 30.51% 23.60% 26.70% 24.79% 5 $ 0.5 $47.84 $70.79 $82.26 $93.74 $105.21 $116.68
1.0 23.28% 24.47% 22.57% 20.66% 18.75% c

$ 1.0 $95.69 $118.63 $130.11 $141.58 $153.05
1.5 20.34% 16.53% 14.62% 12.72% J Z

in } 1.5 $143.53 $166.48 $177.95 $189.42
2,0 12.39% 8.58% 6.68% C J $ 2.0 $191.37 $214.32 $225.79
2.5 4.45% 0.64% $ 2.5 $239.22 $262.16

$ 0.5
$ 1.0

$ 1.5
J 2.0

$ 2.5

Savings on Employer Contribution Rates
P O B s  ( i n  b i l l i o n s )

- $ 1.0 $ 1.5 5 2.0 * 2.5 $ 3.0 $
81% 97%

9.53% 11.43%
17.47%
25.42%

0% 32% 48% 65%
0 00% 3.31% 5.72% 7.62%
7.94% 11.75% 13.66% 15.57%
1589% 19.70% 21.60% 23.51%
23.83% 27.64% 29.55% 31.45%
3178% 35.59% 37.49%
39.72% 43.53%

3.1

11.81%
COco
Q I-O
c

JZin
roO

NPV of Savings on 25-year Contribution Amount (in millions)
P O B s  ( i n  b i l l i o n s )

J - J 1.0 $ 1.5 $ 2.0 $ 2.5 5 3.0 $ 3.1
0% 32% 48% 65% 81% 97% 100%

50.00 $323.41 $465.11 ' $545.82 $808.52 $970.23 $1,002.57
0.5 $674.31 $997.72 $1,159.42 $1,321.12 $1,482.83 $1,644.53
1.0 $1,348.61 $1,672.02 $1,833.73 $1,995.43 $2,157.13
1.5 $2,022.92 $2,346.33 $2,503.03 $2,669.74
2.0 $2,697.22 53,020.63 $3,182.34
2.5 $3,371.53 $3,694.94

1. $ 0 . 5  b i l l i o n  c a s h  i n f u s io n  a n d  n o  P O B s  is s u e d  in  2 0 0 8

2. A s s u m e d  $ 3 . 1  b i l l i o n  T R S  U A A L  in  2 0 0 7

3. A n n u a l  e m p lo y e r  c o n t r i b u t i o n  a m o u n t  f o r  T i e r s  I ,  I I ,  a n d  I I I  w o u l d  b e  $ 2 6 6  m i l l i o n  w i t h o u t  c a s h  i n f u s io n  a n d  P O B s  s t a r t i n g  in  2 0 0 7
H B  1 3  -  P O B  P r e s e n t a t i o n  -  2 / 8 / 2 0 0 8

•i F u n d in g  r a t i o  w i l l  b e  im p r o v e d  f r o m  5 9 . 9 %  t o  6 6 . 3 6 %  ( b a s e d  o n  p r e l i m i n a r y  $ 4 . 6 3  b i l l i o n  T R S  a s s e t  a s  o f  D e c  3 1 ,  2 0 0 6 )
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j j rc T a x a b l e  B o n d s  v s .  T a x  E x e m p t  B o n d s

■ T a x a b l e  B o n d s

■ C a n  b e  is s u e d  f o r  a n y  p u r p o s e

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

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

■ T a x  E x e m p t  B o n d s

« C a n  o n ly  b e  is s u e d  f o r  p u b l ic  c a p it a l  p r o je c t s

> E a rn in g s  o n  p r o c e e d s  a r e  r e s t r ic t e d  to  y ie ld  p a id  o n  b o n d s

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

HB 13 - POB Presentation - 2/8/2008



T h e  D i f f i c u l t y  w i t h  T a x  E x e m p t

■ Very difficult to identify appropriate GF funded capital projects to 
issue bonds for.

■ Certificates of Participation issuance is the most viable option.
• However the existing, yet unexpended GF funded capital projects are 
small, for private purposes, short lived acquisitions, operational grants, 
or federal match.

« Fiscal Year 2008 capital budget is only $100 million, all of which could 
not be funded with tax exempt bonds.

■ Any use of tax exempt bonds to fund capital projects would have to 
h a coincidental, rather than integrated, to any use of on hand cash 
to fund PERS/TRS contributions.

Take-aways

HB 13 - POB Presentation - 2/8/2008



T a k e - a w a y s

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

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

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

•i. Doing nothing is not a viable option.

31

Q & A
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ALASKA'S FUNDING LEVEL FOR its pension system— at 74% in 2006— is be low the national average, bu t that is a 

major jum p fiom the state's 64% funding level in 2005. Alaska is one o f just a few states to have funded retiree health 

and othe r non-pension benefits as part o f its pension system. Its long-term liab ility o f $3.4 billion for retiree health 

benefits was 65% funded as o f 2005. Alaska started pre-funding its retiree health costs in the 1970s and was one o f only 

three states in 2006 to have set aside enough to cover more than 50% o f its liability. Alaska is one o f seven states in 

which ne ither teachers nor state employees partic ipa te in the U.S. Social Security system.

m  1 — 1
TOTAL DILL COMING DUE $ 1 3  b i l l i o n ’ TOTAL DILL COMING DUE: $ 3 . 4  b i l l i o n

FUNDS SET ASIDE $ 9 . 7  b i l l i o n f u n d s  s e t  a '-’ id e : $ 2 . 2  b i l l i o n

PORTION UNFUNDED $ 3 . 3  b i l l i o n PORTION UNFUNDED: $ 1 . 2  b i l l i o n  1

HFRCFNr FUNDED. 7 4  a s  o f  2 0 0 6 2 PERCENT FUNDELT 6 5  a S  o f  2 0 0 5  2

TEN YEAR FUNDING HIGH 1 0 4 %  in  1 9 9 9  

TEN YEAR FUNDING I.OW 6 4 %  in  2 0 0 5

HOW IS IHE S IA IF  DOING IN 
HAYING ItS ANNUA! ll!Ltv

HOW IS IHE STATE DOING IN 
MANAGING THIS (111 I ■
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CALIFORNIA HAS A LONG-TERM RECORD o f solidly funding its pension system, so its concerns abou t retirement 

benefit costs fo r pub lic sector employees are largely focused on health care and other non-pension benefits— and 

w ith good reason. California faces a long-term liability o f $48 billion for retiree health care for its pub lic workers— an 

amount second only to New York's in s i/e— bu t it is one o f the five largest states in the country tha t has not pu t aside 

any money for this bill. The state legislative analyst's office has been active in fo llow ing this issue in California and 

nationally; see www.lao.ca .gov/re tireehea lth .

iP E .N S J .O N S

TO i nt. BILL COMING DUE. S 3 5 5 . 5  b i l l i o n ’

FUNDS SI: I ASIDE: $ 3 0 9  b i l l i o n  

PORTION UNFUNDED $ 4 6 . 5  b i l l i o n

I’ERCEN! FUNDED: 8 7  a s  o f  2 0 0 5 2

TEN YEAR FUNDING HIGH 1 1 8 %  in  1 9 9 9

Tl N YFAR FUNDING IOW: 8 4 %  in  2 0 0 3

HOW IS THE STATE DOING IN 
PAYING IIS  ANNUAL till I 7
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xorAL dill Co m in g  d u e .- $ 4 8  b i l l i o n

FUNDS SET ASIDE: SO

PORTION UNFUNDED $ 4 8  b i l l i o n

PERCENT FUNDED: 0  a s  o f  2 0 0 6

I IOW IS I HI- STATl DOING IN 
MANAGING 11 IIS P ill?
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REFORMS: I In? loo sl.ituro hrt r.iU-n several stops in rccont 
yr.ifs to close pension system loopholi Iho California Public 
I tnployees' Rolirorncnt System also has .ot up a trust fund so that 
lor al employe1! that contract with tin -.t .to i ,111 pro funi) oblujatiotls 
ii> a qualified trust. Governor Schwar/u’u qqor has convened a special 
1 ■0it1tnist.ir.11 tu ox.unini? publit employee | nm .inn and retire.. health 
benefits Ihe ronimisvon luv. In in .used to ri.'CoitiiT'i.jid .1 plan to 
tho loqisl.ittiic by J.vuiaiy I. 200SI
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CONNECTICUT HAS DOUBLE THE TROUBLE o f most states: a severely underfunded pension system and some o f 
the steepest bills in the country com ing due for re tirem ent health and other non-pension benefits. The state funded its 
pension bill at 100% in 2006, bu t has often fallen short o f funding its whole annual con tribu tion . The state's actuaries 
have calculated the non-pension bill at $21.7 billion— a figure that does not include benefits for teachers. No money 
has been set aside yet fo r this liability, which amounts to about $6,136 per capita, based on the popu la tion o f the 
state. That figure is larger than that faced by any o the r state and far higher than the $774 median for the country. Non­
pension benefits for state employees are based on labor negotia tions that occurred in the late 1990s— an agreement 
that is in place until 2017, accord ing to the Connecticut comptro lle r's office. To move toward full funding o f this 
ob liga tion , the state's annual con tribu tion would be $1.6 b illion— fou r times more than the $393 m illion in non-pension 
benefits that it paid for current retirees in 2006.
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TOTAL DILL COWING DUE: $ 3 4  b i l l i o n

EUNDS SET ASIDE: $ 1 9  b i l l i o n

PORTION UNFUNDED: $ 1 5  b i l l i o n

PERCENT FUNDED:D: 5 6  a s  o f  2 0 0 6

TEAR FUNDING HIGH 7 2 %  in  2 0 0 111 N VI

U N YEAR FUNDING LOW: 5 6 %  in  2 0 0 6

HOW IS THE ST All: DOING IN -  -I 
PAYING ITS ANNUAL DILL?
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TOTAL BILL COMING DUE: $ 2 1 . 7  b i l l i o n

FUNDS SET ASIDE: $ 0

PORTION UNFUNDED. $ 2 1 . 7  b i l l i o n 1

PERCENT FUNDED:

HOW IS THE STAIfc DOING IN 
MANAGING THIS BILL?

0  a s  o f  2 0 0 6
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REFORMS: Connecticut is working on improving tho funding 

f-itu.it L.fi of its very underfunded teachers' pension pbn, I In* General 

Assembly uulhorirod $2 billion in pension obligation bonds in ."00/. 

and appropriated .tti additional S'jOO million for tho fund for fiscal 

yours 2001' and 200'/. It also committed tho -.tate to making its 

annual required contribution to the teachers' fund while tho bonds 

am outstanding.
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ILLINOIS HAS DOUBLE THE TROUBLE o f most states: a severely underfunded pension system and some o f the 
steepest bills in the country for retiree health care benefits. On the pension side, Illinois has one o f the poorest-funded 
systems in the country. While the state has made a number o f reforms, it still is underfunding its annual contributions. 
On an aggregate basis, the state contribu ted only about 44% o f wha t its own actuaries deemed necessary in 2005, and 
only 33% in 2006. Illinois' precarious finances will be further aggravated by wnat is likely to be a significant liab ility for 
non-pensian benefits. Illinois offers substantial retiree health benefits to pub lic sector employees, and while the state 
has no t ye t determ ined the long-te rm cost o f do ing so (officials say an actuarial valuation is now in progress), the Civic 
Comm ittee o f the Commercial C lub o f Chicago has estimated the price tag fo r state employees at S48 billion.

TOTAL DILL COMING DUE: $ 1 0 3  b i l l i o n  

FUNDS SRI ASIDE: $ 6 2  b i l l i o n  

PORTION UNFUNDED: $ 4 1  b i l l i o n

PERCENT FUNDED: 6 0  a s  o f  2 0 0 6 2

TEN YEAR FUNDING HIGH 7 5 %  in  2 0 0 0

TEN YEAR FUNDING LOW: 4 9 %  in  2 0 0 3

I iOVV IS THE STATE DOING IN 
PAYING ITS ANNUAL DILL?
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TOIAL 13ILI COMING DUE: $ 4 8  b i l l i o n

FUNDS SET ASIDE $0

PORTION UNFUNDED: $ 4 8  b i l l i o n 2

PERCENT FUNDED:

HOW IS IHE S IA IE  DOING (N 
MANAGING I HIS BILL?

0  a s  o f  2 0 0 6
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REFORMS: Illinois established ,i pension stabilization lurtd in 7006; 
it also has onactod a series of offers to oncourago employees to opt 
out ol tho retirement system in exchange for .1 lump sum payment.
11 rj,station in the- last several years has targeted salary "spiking," 

changing tho woy that employees ‘ -ill utato tho fmal salary on whir h 

their pension is based. In addition, llio state has required that school 
L trirts and universities provide partial funding to the pension 

system fill any salary lnV.es foi their employees that exceed 6% and 
vronliJ affect the fmal salary calr illation on which pension benefits are 
based In FOOT, the legislature authorised the use of S10 billion in 

pension obtiijalion !x>nds, which helped move the state from about 1 
■19% funding level .11 7003 to a 64% funding level in 700-1
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KANSAS IS LAGGING BEHIND many o the r states when it comes to managing its long-te rm bill com ing due for 
pensions. The state has fallen short o f meeting its annual payments toward its long-te rm pension ob liga tion fo r each 
o f the last 10 years. In the last several years, Kansas' payments have dropped to a little less than 70% of what the 
state 's own actuaries say is needed to keep up, h itting a low o f 63% o f the required contribu tion in 2006. Kansas has 
undertaken significant pension reform in the last year, however. On the non-pensions side, Kansas is one o f seven states 
that had no t com p le ted its actuarial valuation o f the long-term costs o f retiree health benefits at the time o f Pew's 
report. But the liab ility likely will be small relative to that o f o the r states. Kansas does no t offe r a cash subsidy, but only 
the " im p lic it subsidy" that comes from including retirees and typically healthier active employees in the same health 
plan.
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TOTAL BILL COMING DUE: $ 1 7 . 6  b i l l i o n ’ TOTAL BILL COMING DUE: N o t  a v a i l a b l e
1

FUNDS SET ASIDE: $ 1 2 . 2  b i l l i o n FUNDS SET ASIDE: $ 0

PORTION UNFUNDED: $ 5 . 4  b i l l i o n PORTION UNFUNDED: N o t  a v a i l a b l e

PERCENT FUNDED: 6 9  a s  o f  2 0 0 6 p PERCENT FUNDED: 0  a s  o f  2 0 0 6

TEN YEAR FUNDING HIGH: 8 8 %  in  2 0 0 0 HOW IS IHE STATE DOING IN 
MANAGING THIS B i ll7
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REFORMS: Kansas enacted significant pension reforms in 2007. 
i mating it m w defined benefit plan lor state, school and local 
employees hire.-d after July I, 2009. Tho now plan will have stricter 
ago am I server) requirements for reieiving benefits't also will 
i range the method of calculating the fmal ijlary that's used m 
determining pension benefits so that five years are included in 

tho calculation instead of throe- -a  way that states try to control 

salary "spiking." According to the National Conference ©f State 
I eqislatnros, an unusual feature of the reform is that fuiuie cost; of 

tho new pim ,iie to be equally shat* I by employees and employee. 

Tho new plan • 11 'ulatis that gov rninent contributions will be at 
.irin.iii.il li'isi i< ii ,1 will nit I.e Ii , than tl» employee contrilmtion.
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NEW JERSEY HAS DONE AN ABYSMAL JOB o f keeping up with annual fund ing requirements for its pension system. 

And when it comes to retiree health benefits, the slate faces bills com ing due o f nearly $22 billion just for stale 

employees, and another $36.5 billion for teachers. (Only some statos have calculated the latter; in many, the liab ility 

for teachers will appear at the local school district level.) A lthough New Jersey's pensions, in the aggregate, are 

only slightly less well funded than the 50-state mean, the system has suffered from a number o f problems. The state 

recently passed several reforms designed to improve its performance and provide be tte r and clearer pub lic disclosure 

o f the inner workings o f the pension systems. On the non-pension side, retiree health benefit costs are substantial and 

grow ing far faster than the rest o f the state budget.

TOTAL BILL COMING DUE: $ 1 0 9 . 6  b i l l i o n  

FUNDS St: I ASIDE: $ 8 6 . 5  b i l l i o n

PORTION UNI UNDED: $ 2 3 . 1  b i l l i o n

PERCENT FUNDED: 7 9  a s  o f  2 0 0 6

TEN YEAR FUNDING HIGH 1 1 1 %  in  2 0 0 0

TEN YEAR FUNDING I OW: 7 9 %  in  2 0 0 6

HOW IS IHE STATE DOING IN 
RAYING ITS ANNUAL BILL?
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TOTAL Bll.l. COMING DUE: $ 2 1 . 6  b i l l i o n

FUNDS SET ASIDE $ 0

PORTION UNFUNDED: $ 2 1 . 6  b i l l i o n 2

PERCENT FUNDED: 0  a s  o f  2 0 0 6

HOW IS THE STATE DOING IN 
MANAGING THIS RILI.V
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REFORMS; In 2007 the leyislaturc est.iti • ><-'■ I •) defined 
contribution plan. .11 ploco of tho tf.nl.tion.il defined benefit pin",
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OREGON CURRENTLY HAS THE BEST-FUNDED pension system in the country, and it is one o f just six states on track 

to fund its modest retiree health benefits as well. On the pension side, O regon 's strong performance is partially due to 

the state 's use o f bonds to finance its liabilities fo llow ing a significant d rop in pension funding levels in 2002. The state 

also substantia lly reorganized its pension system in 2003, shifting to a hybrid plan that has both defined contribution 

and de fined benefit elements. O regon's non-pension, retiree health benefits are extremely modest, bu t the state was 

on track to fully fund those obliga tions at the end o f fiscal year 2006. (In fact, it was one o f only 13 slates with any 

assets set aside for non-pension benefits as o f 2006.) If O regon continues on this path, its tota l non-pension liability will 

be reduced from $832 m illion to $238 m illion, based on the higher interest rate the state can assume if it consistently 

sets fund ing aside in an irrevocable qua lified trust.

TOTAL BILL COMING DUB $ 5 1 . 2  b i l l i o n  

FUNDS SET ASIDE: $ 5 6 . 6  b i l l i o n

PORTION UNFUNDED: $ 0

PERCENT FUNDED. 1 1 0  a s  o f  2 0 0 6 2

TEN YEAR FUNDING HIGH 1 1 0 %  in  2 0 0 6

TEN YEAR FUNDING LOW: 9 1 %  in  2 0 0 2

HOW IS I HE STATE DOING 'N 
PAYING 11S ANNUAL W il?
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TOTAL BILL COMING DUE: $ 8 3 2  m i l l i o n

IUNDS SET ASIDE- $ 1 8 7  m i l l i o n

PORTION UNFUNDED: $ 6 4 5  m i l l i o n 2

PERCENTHUNDED: 2 2  a s  o f  2 0 0 6
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WASHINGTON HAS GENERALLY KEPT a careful eye on the health o f its many pension plans, which are well funded 

on an aggregate basis. The sla te also has moved quickly to resolve po ten tia l problems. For example, the legislature 

suspended contribu tions to several large closed pension funds in the 2003-2005 biennium and planned to do so again 

in 2005-2007, but the 2006 supp lementa l budge t included $350 m illion for a pension stabilization account that helps 

position the state to recover from past missed payments. Add itiona l fund ing has brough t that account to $448 m illion. 

Retiree health benefits are moderate . So far, the state has chosen no t to set aside any retiree health fund ing for the 

future, bu t is try ing to use management reforms to lower grow th in health costs.

TOTAL BILL COMING DUE: $ 4 8 . 1  b i l l i o n  

FUNDS SET ASIDE: $ 4 7 . 9  b i l l i o n

PORTION UNFUNDED: $ 2 0 1  m i l l i o n

p e r c e n t  f u n d e d : 9 9 . 5 8 %  a s  o f  2 0 0 6  2

IEN YEAR FUNDING HIGH: 1 2 4 %  in  2 0 0 0

IFN YEAR FUNDING LOW: 9 6 %  in  2 0 0 5

HOW IS THE STATE DOING II I 
PAYING IIS  ANNUAL Bil l ?
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TOTAL BILL COMING DUE.: $ 3 . 8  b i l l i o n  1

FUNDS SET ASIDE: $ 0

PORTION UNFUNDED: $ 3 . 8  b i l l i o n 2 

PERCENT FUNDED 0  a S  o f  2 0 0 6

HOW IS THE STATE DOING IN 
MANAGING THIS BILL?
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WHEN IT COMES TO PENSION FUNDING LEVELS, West V irg in ia— w ith about 55% o f its aggregate pension 
ob liga tions covered— lags behind every o the r state. Just four years ago, however, the situation looked much worse.
In recent years, West Virginia stands ou t fo r responsibly fund ing its annual required contribu tion to its pension plans.
It also was one o f the speediest states in taking action to reduce its sizeable liab ility for non-pension benefits— mostly 
retiree health care. The state, a long with a dozen others, established an irrevocable trust in 2007 in which to set aside 
assets for funding those benefits. It also increased co-payments fo r retirees and reduced costs by requiring that most 
retirees partic ipa te in a Medicare advantage prescription drug program . West Virginia 's in ten tion to at least partially 
fund its non-pension benefits, along with aggressive cost-conta inment efforts, resulted in a sign ificant d rop in the state's 
long-term b ill— from $7.8 b illion in the initia l valuation lo $3.4 billion in a subsequent valualion in April 2007.

s a g
TOTAL DILL COMING DUE: $ 1 1 . 8  b i l l i o n  1 

FUNDS SET ASIDE: $ 6 . 5  b i l l i o n  

PORTION UNFUNDED: $ 5 . 3  b i l l i o n

PERCENT FUNDED: 5 5  a S  o f  2 0 0 6  2

TEN YEAR FUNDING HIGH' 5 5 %  in  2 0 0 6

TFN YEAR FUNDING LOW 3 9 %  in  2 0 0 3

HOW IS THI STATE DOING IN 
PAYING IfS ANNUA! Bill?
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lOrAL BILL COMING DUE: $ 3 . 4  b i l l i o n

FUNDS SET ASIDE $ 0

PORTIc N UNFUNDED: $ 3 . 4  b i l l i o n 2

PERCENT FUNDED

HOW IS I HE STATE DOING IN 
MANAGING THIS Bill.?
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REFORMS: 111 .7005, the Went Virginia legislature closco its defined 

contribution plan for teachers and reopened the Teachers Retirement 

System defined benefit plan that hud been r^ut down in 1791 

(The legislation that consolidated the two plans was subsequently 

ruled i uconstitutional try the Kanawha County Circuit Court and the 

it rision w being appealed, according to the National Conference of 

St ite 11■ ijiI.i!11r. • ■.) In POOS, voters rejected Govcittiir M.inrhm's plan 

to repair the itatc-5 poorly funded retirement system by • tilling SS 5 

billion in bonds In 2007. the state set up an irrevocable trust for its 

non pension oonehts
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WISCONSIN STANDS OUT in how it has managed the bill com ing due fo r its public sector pension obligations. In fact, 

the state's pension system has had a remarkably steady ride over the last 10 years. Wisconsin has an excellent record o f 

making its full annual requ ired contribu tion . It issued $729 m illion in pension bonds in 2003, and at that time became 

the first state to issue bonds fo r non-pension benefits as well, to the tune o f $600 m illion. This makes it the only state 

in the country that has jus t abou t fully funded these liabilities. This is no t as tall an orde r as in many states, because the 

benefits are very modest. W isconsin's long-term retiree health care costs stem from a subsidy tha t allows retirees to 

partic ipa te in the same plan as younger and healthier active employees. It also allows unused sick leave o f departing 

employees to be converted to health care accounts.

TOTAL BILL COMli ,'G DUE: $ 7 3 . 7  b i l l i o n  1 

FUNDS SET ASIDE: $ 7 3 . 4  b i l l i o n  

PORTION UNFUNDED $ 3 2 0  m i l l i o n

’ERCENT FUNDED: 9 9 . 6  a s  o f  2 0 0 6

TEN YEAR FUNDING HIGH: 9 9 . 6 %  in  2 0 0 6

TEN YEAR FUNDING LOW' 9 5 %  in  1 9 9 7

HOW IS THE STATE DOING IN 
PAYING ITS ANNUAL BILL? £•

TOTAL BILL COMING DUE: $ 1 , 8 2 3  b i l l i o n

FUNDS SET ASIDE: $ 1 , 8 0 6  b i l l i o n  

PORTION UNFUNDED: $ 1 7  m i l l i o n  1

PERCENT FUNDED: 9 9  a s  o f  2 0 0 6 2

I low  IS I HE S TAT E DOING IN 
MANAGING THIS I’ll I ?
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State of Alaska 
ALASKA RETIREMENT MANAGEMENT BOARD 

Relating to Pension Obligation Bonds

Resolution 2007-17

WHEREAS, the Alaska Retirement Management Board (Board) was 
established by law to serve as trustee to the assets of the State's retirement systems; 
and

WHEREAS, the State of Alaska and its political subdivisions participate in 
the retirement systems as a matte of law and through participation agreements and 
pursuant to those provisions public employer contribution rales are set by the Board 
based on information including actuarial assumptions and calculations of unfunded 
accrued actuarial liability; and

WHEREAS, Chapter 9 FSSLA 2005 (SB 141) enacted changes to the 
retirement systems and among other things required the Board to provide reports to the 
legislature and make recommendations regarding short term and long term solutions to 
improve the financial health of the retirement systems; and

WHEREAS, the Board has received information from public employers as 
well as advisors, consultants, and o'.her experts concerning the potential usefulness of 
pension obligation bonds ("POB's") to assist public employers in meeting their 
obligations to the retirement systems and in particular to pay the unfunded accrued 
actuarial liability of the systems; and

WHEREAS, public employers as well as consultants and experts have 
represented to the Board certain matters concerning POB's including:

1. POB's have been used to finance liabilities associated with under funded 
pension plans and under the right circumstances POB's can significantly reduce the 
cost of financing a pension liability;

2. POB's carry the risk if the pension system earns less on the bond 
proceeds than the cost of issuance and interest on the bonds, the issuer would incur 
higher costs than would have been incurred without issuing the bonds; conversely if the 
system earns higher returns than the cost of capital rising from issuance of tho POB's, 
tiie public employer issuing the POB's will potentially benefit;

3. Determining success of POB's is a long term proposition because a final 
assessment is not possible until the POB's are paid off;



4. POB's provide an option for public employers to make higher than normal 
contributions to the systems and such higher than normal contributions appeal to the 
Board because the contributions could reduce the unfunded accrued actuarial liability 
and therefore improve the funded status of the systems;

5. There are certain concerns regarding the ability to invest proceeds of 
POB's according to the Board's normal asset allocation plans upon receipt of such 
funds; as such there is a need to assure that an asset allocation specific to the 
proceeds of particular POB's can be made: a specific allocation and risk profile may be 
necessary in order to recognize that some asset classes such as real estate may not 
allow immediate access to quality investments with respect to proceeds contributed 
through the issuance of POB's;

6. There would be no guarantee of a particular rate of return by the Board 
with respect to investments of proceeds of POB's; and

WHEREAS, since it is a primary responsibility of the Board to ensure that 
pension systems are fully funded, POB's may offer an appropriate mechanism if 
appropriate legislative actions are taken to meaningfully enable issuance of POB's by 
interested public employers under state law and constitutional provisions.

NOW THEREFORE BE IT RESOLVED BY THE ALASKA RETIREMENT 
MANAGEMENT BOARD THAT:

1. The Board acknowledges employers participating in the public employees' 
retirement system, teachers’ retirement system, and judicial retirement system should 
be encouraged to evaluate all feasible options to Finance their pension obligations 
including the use of POB's as such an option;

2. The Board recommends that the legislature undertake appropriate action 
to enable public employers to access capital markets in the most favorable means 
possible, with the issuance of POB's being one such potential means of access;

3. The Board believes that POB's constitute a concept worthy of fair and 
further consideration and supports passage of legislation to allow the issuance of POB’s 
when an employer determines it would be beneficial.

DATED at Juneau, Alaska this day of April, 2007.

ATTEST:

J - U  O P  A j(a / o

"Secretary
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March 12, 2007

Representative Mike Clienault 
Representative Kevin Meyer 
Co-Chairs, Finance Committee 
Alaska 1 louse of Representatives 
State Capitol 
Juneau, AK 99801-1182

Representatives Chcnault and Meyer:

The Retired Public Employees of Alaska represents over 3,000 members that worked hard for 
Alaskans for decades at the State and local levels of government. Two thirds of our members 
remain in Alaska and contribute many thousands of volunteer hours and substantial sums of 
money to the Alaska economy. Our members care about the future of Alaska and many are very 
actively involved in our communities and in the political process.

We understand that the projected under funding of the Public Employees Retirement System, 
Teacher Retirement System, Judicial Retirement System and National Guard Retirement System 
will result in a significant increase in employer contributions for F Y-08. RPEA supports the full 
funding of these costs from State general funds. We ask that you support this approach during 
your budget deliberations in the upcoming weeks.

There are two bills regarding the retirement system that the Retired Public Employees of Alaska 
support. We support I IB 12 as we believe the projected under funding needs to be paid down on 
an annual basis. We know there is no “magic” in the 7 year period in the bill, it is a point of 
departure for discussion. We support I IB 13 as it gives municipalities an option to deal with 
their portion of the under funded obligation.

Please feel free to contact me if you have any questions on RPEA’s positions on these issue *

Respectfully,

ee: Finance Committee Members

S:un Trivolte
resident \ fh , IL o  ,  a  \

rv
'  A . .

Protecting & Enriching j  c

Your Retirement Years
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T i m e  M a y  B e  R i p e  F o r  A  P O B  R e v i v a l

Despite the prospect o f increased fund ing ratios fo r pub lic pension funds over the next several years, pension 

ob liga tion bonds (POBs) may recmergc as a key financing too l fo r unfunded pension liab ilities . The key to this 

recmcrgencc, afte r a two-year hiatus, w ill depend upon actual investment performance in 2008 and 2009, the ab ility 

o f plan sponsors to make actua ria lly required con tribu tions (ARCs) in lig h t o f uncerta in econom ic and revenue 

cond itions , and burgeoning liab ilities fo r other postcmploymcnt benefits (OPEB).

Acco rd ing to the Na tiona l Association o f State Retirement Adm in is tra to rs (NASRA) Public Fund Survey o f 2007, 

pub lic pension fund assets returned a healthy 11.9% on average between 2003 and 2006. Given these very strong 

returns, wh ich are above the average assumed return rate o f S% fo r most fund assets, Standard Sc Poor's Ratings 

Services expects to see increased average pension fund ing levels over the next several years. However, NASRA 

reported tha t the average ra tio o f the 112 pub lic pension plans in the survey was 86% in 2006. A lthough the ra tio is 

still re la tive ly strong, it is down sign ificantly from the fu lly funded status in 2000 and 2001. In general, fund ing 

ratios declined due to poo r re turns in 2001-2002, benefit enhancements, demographic assumption changes, and 

underpayment o f ARCs by several large state sponsors.

We are already beginning to see some POB activ ity, w ith Alaska, Connecticu t, Puerto R ico, and Kentucky among 

the states curren tly con tem p la ting a large POB issuance to bolster fund ing ratios and reduce costs. West V irg in ia 

recently securitized its tobacco settlement revenues and used proceeds to fund its pension plan, although the issue 

was no t a POB in the tra d it io n a l sense. POBs have been popu la r w ith issuers and successful fo r the sponsors in the 

20 years through 2005, but issuance slowed in recent years because o f strong investment returns.

Rating Implications

Employers look ing to help manage the ir unfunded liab ilities through the issuance o f a POB should care fu lly weigh 

the pros and cons. It is also im portan t to understand how the POB (its in to the overa ll debt and lia b ility structure o f 

a prospective issuer. There should be a clear POB plan w ith atta inable actuaria l and investment assumptions and a 

conservative structure. Prudent a lloca tion fo r projected savings over time lim its the chances lo r problems

POBs cou ld have a negative effect on credit qua lity if they were structured poorly. Standard &  Poor's w ill continue 

to evaluate POB risks in ligh t o f each employer's p ro file at the time o f sale as well as the ir projected effects over 

time. POBs may w ork as planned over the long term , but could cause short-term fiscal dis locations depending upon 

actual investment returns.

Brief I Iistory

Overa ll, POBs have largely been successful fo r the sponsors who have used this strategy. In the past 20 years when 

the vast m a jo rity of these bonds were issued, investment yields overall exceeded investment re tu rn assumptions ol 

public pension funds ind the interest cost of the POBs, generating actuaria l gams fo r the plans. W hile a few I’OBs 

issued m the 1980s, the fust big wave o f POBs came in the early 1990s. By the end o f the decade, about S i 5 b illion 

o f POBs had been issued.

The years 2000 and 2001 were slow fo r POB issuance because o f the strength ot U.S. pub lic pension 11111(1111);,
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especially in 2000 when ihe average funded ra tio was sligh tly over 100% , lip from  on ly abou t 80% in 1990. These 

robust fund ing gains were fueled by above-average equity returns du ring the late 1990s and a general sh ift in the 

weighting o f pub lic pension assets to higher-y ie ld ing equity assets from fixed-incom c assets.

Beginning in 2003, however, pub lic pension fund ing ratios fell sharply, exacerbated by a com b ina tion o f adverse 

circumstances, inc lud ing the decrease in pension asset values due to poor equ ity returns lo llo w in g the dot-com bust 

in 2001-2002 , the increase in liab ilitie s from benefit enhancements pu t in place du ring tha t tim e, and demographic 

changes, such as increased member longevity. These factors created the second sign ifican t wave o f POBs in 

2002-2005, As in the firs t wave, C a lifo rn ia counties led the pack, and there were a number o f repeat borrowers, but 

there were also sign ifican t new players. The state o f Illino is , which issued a POB in June o f 2004, holds the POB 

record fo r sheer size at $10 b illio n —  almost fou r times larger than the previous record. O regon, Kansas, and 

W isconsin, have completed $1 b illio n plus POB sales in recent years.

PO B  Mechanics

Complex financial implications, simple execution
While the financia l im p lica tions o f POBs are complex, the actual mechanics are re la tive ly simple. Generally, the 

mun ic ipa l employer w ill use the find ings from the most recent actuaria l va lua tion , o r have a new valuation 

completed, to determ ine the pension system's unfunded actuaria l accrued lia b ility (UAAL). Then, it w ill decide what 

po rtion o f the U A A L w ill be funded w ith the POB. In the 1990s, most employers funded the entire UAAL , but fo r 

various reasons discussed below, many now tend to finance less than the fu ll amount. Once the POB is sized and 

sold, the net proceeds are placed in the pension trust fund to be comm ingled w ith the other funds, and usually 

invested accord ing to existing asset a lloca tion guidelines. Thus, the pension fund experiences a rap id increase in 

assets resu lting in a higher funded ra tio .

l-'or the POB to generate savings fo r the employer, the investment re tu rn rate on the invested POB proceeds must be 

greater than the interest cost o f the bonds (and ideally equal to, o r exceed the pension system's investment return 

assumption), and the larger the spread between these tw o rates, the better. The employer, as POB issuer and obligor, 

w ou ld then be pro jected to achieve lower to ta l pension con tribu tions than it w ou ld have if it had not sold the POB.

PO B  Risks

POB issuers face three prin c ipa l risks:

• Arb itrage;

• Leverage; and

• Political

Arbitrage
POBs are essentially an arb itrage arrangement, the success o f which depends on the premise tha t the pension trust 

fund assets (in c lud ing POB proceeds) w ill earn on average more than the POBs' interest cost, and hopefu lly the 

pension p lan 's assumed investment re turn rate (generally about 8% ) o r better each year lo r the lile o f the bonds. II 

the bonds are »old al an interest cost o f 6% , lo r example, the spread cou ld generate savings il the investment return 

goals arc met over the life o f the bonds.
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I f the POB trust fund earns 8% o r more on the bond proceeds, the issuer wou ld pay low er pension-related costs 

(con tribu tions plus POB interest) than w ith o u t the POB. However, i f the investment re tu rn is less than the POB 

interest cost, the transaction becomes a drag on cash flow  since an unfunded actuaria l accrued lia b ility could 

reemergc. I f re turns are above 6% (as in the example above) but be low 8% , the employer w ou ld have increasing 

con trib u tion costs, bu t wou ld have had them even w ith ou t the POB.

W hile certa in periods, pa rticu la rly the late 1990s, produced some impressive investment re turns, returns can vary 

dram atica lly and may o r may no t average the investment re tu rn assumption o r even the POB interest rate cost. Por 

this reason, a POB's fu ll effect is on ly known at the bonds' fina l m atu rity . M any POBs have appeared successful fo r 

several years, o r even a decade, on ly to have investment gains eroded upon m atu rity . Conversely, a fte r poor results 

in the early years, some POBs achieved projected benefits in ihe fina l analysis.

In any event, we do know tha t even i f projections are met on average over the life o f the POBs, there w ill be years o f 

higher returns, and some tha t are lower (maybe s ign ifican tly ), than the investment hurdle. We do no t have to look 

back very far to see evidence o f such swings: in fiscal 2001, the S&P 500 index o f domestic equities fell 16% ; in 

2002, it fell 19% , bu t in 2003, it fell on ly 1.6%. These marke t declines hu rt issuers w ith POBs outstanding : most 

had to pay increased con tr ib u tio n rates to cover the new actuaria l losses and they had the higher debt service costs 

due to issuing the POB.

Leverage
Add ing too much leverage is ano the r risk factor fo r POB issuers. Bo rrow ing fo r any purpose increases leverage and 

fixed costs. W hile the issuer is substitu ting one type ot long-term lia b ility (POB) fo r another (pension UAAL), there 

is a difference. In most cases, bond debt service is a "ha rd " ob liga tion compared w ith the "so fte r" con trib u tion 

payments used to am ortize the UAAL . Bond debt service becomes a fixed cost and must be paid in fu ll and on time 

or the issue falls in to de fau lt w ith w ide ram ifications. Conversely, employers' con tr ib u tio n payments to a pension 

trust may be tem po ra rily deferred o r reduced w ith ou t serious negative consequences.

However, risks and oppo rtun itie s are also associated w ith "so fte r" ob liga tions. A soft ob liga tio n may be deferred 

du ring a temporary period o f reduced liq u id ity resu lting from a onetime unexpected expenditure o r an unexpected 

d ip in revenues. The ob liga tio n may be deferred un til fiscal balance is restored to bring payment o l the ob liga tion 

back on schedule, resu lting in no cred it impact. Unfortunate ly , soft ob liga tions may also be deferred fo r po litica l 

expediency, creating s ign ifican t cred it issues if this deferral is practiced over successive periods. A hard ob liga tion 

could lead to better long-te rm fiscal s tab ility if po litica l deferrals arc a real risk. Regardless o f the po litica l climate, 

the size o f the POB re la tive to the issuer's to ta l debt structure must be measured in terms o f the level o f debt service 

tha t can be managed i f actual fu tu re investment returns do not meet the orig ina l POB plan pro jections.

Political
POBs can become a po litica l issue if the debt is sold to the public as a complete so lu tion to the government's pension 

fund ing problem . For example, if a POB is issued fo r the fu ll U AA L , resu lting in a 100% funded ra tio , and 

subsequent Ingher thnn-nvcrapc returns push the ra tio to I 10% o r 120% , po litica l pressure cou ld arise to dis tribu te 

the so-called excess fund ing by increasing benefits or decreasing con tribu tions . In fact, in a lower return 

environment w ith dec lin ing fund ing levels over the long term , those systems that have taken the bu lk of the ir excess 

fund ing ou t o f the ir POB struc tu re may see troub le ahead. For example, say the POB issuer described above had 

average annual investment re turns o f 10% against its investment assumption o f 8% . I lowevcr, instead o l perm itting 

the natura l increase in the funded ra tio that these cond itions wou ld have caused, the issuer managed its funding
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ra tii), th rough con tr ib u tio n holidays and benefit improvements, to mainta in the ra tio at around 100% . If investment 

returns decline, the issuer may have already reaped all its gains from the transaction struc tu re and be headed for 

actuaria l losses. I f actuaria l losses arc incurred , employer and employee con tr ib u tio n rates w ill like ly increase.

Rating Process

The ra ting o f POBs paralle ls tha t o f long-term debt w ith sim ila r security but also considers certa in add itiona l 

ana lytica l factors pertinent to the POB and trust fund. POBs issued to date usually have a GO or approp ria tion 

pledge. In ou r analysis o f POBs, we focus on the bonds' effect on the issuer's debt structu re and the ab ility to meet 

ob liga tions. The financia l review includes the impact on both the balance sheet and the opera ting statement o r cash 

flows. The status o f the issuer's pension trus t fund 011 a pro form a basis is also pa rt o f the review.

From the balance sheet perspective, we look at how the POB fits in to the issuer's to ta l debt structure, inc lud ing a 

review o f fu tu re cap ita l requirements tha t may require bonding, as well as o the r long-term liab ilities . We look at 

to ta l debt w ith and w ith o u t the POB so as no t to penalize ,111 issuer in comparison to another issuer tha t may have 

re la tive ly low debt (and no POBs) but sizable unfunded liab ilities . We also evaluate the leverage added by the POB 

to determ ine i f the issue m arked ly increases hard, fixed costs (bond debt service) in place o f a softer, more 

discre tionary ob liga tion . We w ill also seek to determ ine i f subpar investment re turns cou ld put upward pressure on 

pension con tr ib u tio n rates and whether higher con tr ib u tio n rates, coupled w ith the POB debt service costs, pu t the 

issuer's budget under greater stra in . The issuer must also be cognizant o f the effect .1 POB issue may have 011 

s ta tu to ry debt lim its o r whether the issuance impedes debt issuance fo r the cap ita l im provement plan.

From .1 cash flow  standpo in t, we review projected debt service and con tr ib u tio n costs, w ith and w ith ou t the POB, 

and the va lid ity o f the assumptions, inc lud ing those fo r POB interest costs and trust fund investment returns to 

determ ine how these pro jec tions compare in to ta l and annually.

The spread between interest costs and investment re turn generates the savings expected from  the transaction. The 

issuer must be able to prov ide details on the fo llow ing :

• M agn itude o f annual savings and to ta l present value savings,

• Where (in what years) are the savings taken?

• Are the savings fron t-loaded m .111 attem pt to mask budgetary stress?

• W ill any fron t-load ing lead to  higher, unsustainable con tr ib u tio n rates 111 later years?

• Do the po ten tia l savings from  the POB outwe igh the risks involved?

I he cash flow  analysis is c ritic a l to understanding the lu ll impact o f the transaction. As pan o f the l ’( )B analysis, we 

also review the status o f the pension trust fund, which receives the bond proceeds:

• W hat is the sta tu to ry re la tionsh ip between the isstic i/cmployer and the pension lum l?

• 1 low have the laws and precedents fo r con trib u ting affected Bind ing p r o g r e s s ,  and how do they play in to tin I't M5 

strategy?

• What are the fund ing goals and how Will the POB affect these objectives?

Time May Be Ripe For A FOB Revival
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Special rating documentation requirements for POBs
The unique nature o f POBs calls fo r certain add itiona l documentation no t no rm a lly requested fo r other types o f 

ratings:

• POB financing plan, inc lud ing its effect on the overa ll debt plan;

• Projections o f U AA L con tr ib u tions and debt service w ith and w ith o u t the POB;

• Latest pension fund annual report,

• M os t recent actuaria l va lua tion and experience studies o f the fund; and

• Pension fund 's curren t asset a lloca tion strategy and plan fo r investing POB proceeds.
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CHAPTER ONE

Introduction

IVnsion obligation bonds (“POBs”) are bonds issued by a state or local 
government to pay its obligation to the pension ItnuJ or system in which its 
employees (or others for whose pension benefits it is responsible) are members.

POBs have been an increasingly popular and successful way lor state or local 
governments to accomplish a variety ol financial and other (including political) 
objectives. According to Thomson financial, during the past decade there have 
been 340 POB issues by state and local gover icrs in at least 2<> states.

The purpose ol this pamphlet is to introduce interested parties to the reasons 
why POBs arc issued, advantages/disadvantages, structure alternatives, federal ta\ 
issues, and representative programs in three states where P( IBs are particularly 

popular.

Since the first edition of ihis pamphlet in 3003. new accounting title l iASB |S 
has been pionmlgated, rei|iiiring that other (nonpension) post employment 
benefits ("I >IT.B") be accounted lot much like pension obligations. I In has 
given rise to intense interest in defining OPP.B. calculating the unfunded 
accrued actuarial OPliB liability, developing a strategy lor handling this liability, 
establishing OPI B trusts in which to mahe deposits against such liability and 
the possible use ol bonds to lund stub deposits. I hetelote, the purpose and 
ioverage ot this pamphlet has been expanded to provide an inirothiilion to 
these topics.

I lie ant hoi is t hair ol the Public Pittance I Vp at intent at l )rriv I;. I let tingo ill vs' 

Sutcliffe I I P and has been bond counsel on seU'ial do/cii I’OBs in \aiioti- tales.
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He has also been in the forefront of establishing OPEB trust anil OPEB 
strategies. I le is one of the few recognized authorities in these aspects ot 
Orrtck is the nation’s premier public finance/bond counsel firm, ranked 
one lor more than a decade,1 with extensive experience in all types of I'f 
similar financings.'

i li.mkirn'.S Ini si t mitii's li.ius.u lions of various types are petlormeil amui.illy by lliimi'.on l

11.is rankl'd Orrrck lennber mui1 in the i ountiy .is hotlriioiinsel sine•• |nior In iyyo. In .in .iver, 

h.iodli'•> morn III,in v » ‘ bund issui'S. iii!i;iei;,iliin: mon‘ lli.m S.’o billion.
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CHAPTER TWO

Pension Obligations

Pension obligations generally lall into two categories:

A. Unfunded Accrued Actuarial L iab ility  (UAAL)

'Hie uuluiulcd accrued actuarial liability ("UAAI. ) is determined by the actuary 
lor the pension fund to be the amount by which the pension fund is short of the 
amount iliat will be necessary, without further payments from the state or local 
government, to pay benefits already earned by current and former W e es  

covered by the pension system. The UAAI. is based on assumptions (in some cases 
established by the actuary and in some cases by the pension system or bv the state or 
local government) as to retirement age, mortality, projected salary increases attributed 
to inflation, across-the-board raises and merit raises, increases in retirement benefits, 
cost-n!-living adjustments, valuation ol cunent assets, investment return and other 
matters. In older to avoid vol ttilitv in the UAAI. based on swings in market 
valuation, the investment gains and losses on assets in the pension mud ate nlicii 
recognized (sometimes iclericd to as "smoothed ") over a 3 to *5 year (or longer) 
period. The state or local government is obligated to amortize the UAAI. over a 
period established bv law or agreement with the pension svstem, tvpicallv at an 
assigned interest rate established by the pension system, which assigned interest tate 
is usually the same as the actuates assumed rate ol investment return on pension 
ftiml assets (sometimes ivleiTcd to as the "Actualial Rate").

 ̂ Mule that Ilia ■ •'.ootliiot: mi'ltiii(lnl"t;y ii'li'iii'il lo may icsult in "tliiM'alt/Ml" or "tat;r.iii)','' imluinlril l>,i!nl

ily. s list os mol I'llti possibilities in loot noli*/,. Noli' also Dial, in A|iul .’on1,, t .lll’ERS adopti'il a > w

pain v tti.it v.' I fr '.u lt in sinim ilm ii; nvm l ',  y iM is lins tis iil ol |).
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B. Normal annual contribution

In addition to making payments toward any UAAL, the state or local government is 
required to make payments to the pension fund each year in respect of the mesent 
value ol the benefits being earned by the current employees covered by tile nsion
fund (that is, the amount being earned by those employees with each paych k 
necessary to pay future retirement benefits, based on assumptions of mortal. :' rates, 
salary increases, assumed rate ol investment income and the other assumptions 
referred to in the preceding paragraph), generally referred to as the “normal mmiai 
contribution."
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CHAPTER THREE

Reasons For Issuing POBs

The reasons why state or local governments issue I’OBs vary Irom issuer to issuer ami 
Irom time to time with economic conditions and other circumstances. I lowcvcr, 
these reasons generally fall into one or more ol the following categories:

A. Interest Rate Savings

As described in Chapter2. most pension systems assign an interest component to the 
payments the state or local government is required to make in respect of its UAAL, 
Assigned interest rates currently generally range Irom 7% to <S"n depending on the 
particular pension system. When taxable bond rates are low, and as ol beginning ol 
2006 they ate roughly 3.n"u or less for 30 year debt, then I’C )Bs can function like 
a classic interest rate savings refunding. Lor example, il the assigned rate is 7.5% 
on a IIAAI. of SI 00.000,000. the annual all in cost would be roughly $8,SI >0,000 
assuming a 30 war amot ti/ation, compared to an all in cost of S6,000,000 on l'< )ILs 
amortized over the s une period assuming a v n “ ci imetcsi rale and i osts ol issuance 
of I'Ni. These savings to a degree can be front loaded or otherw ise structured to o c c iu  
when most needed (see Section (. ol C haptcr S).

t >n the other hand, because the factors o n  which the UAAI is based ate constantly 
changing (such as mortality and investment letmn). the final amount ol interest rate 
savings cannot be determined w ith certainty, Also, the assigned intctest rate may 
change Irom time to time during, the lile ol the bond issue, and, at least theoretically, 
the amount ol intctest rate savings could become negative (even tl all the other 
factors remain the same) il the assigned imetest tate wete to dtop and remain below 
the bond interest rate lor a substantial period. S'o lat this lias not occulted, even 
though the assigned imetest rate in some cases has chopped by mote than one
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percentage point since tile mid-1‘AMs. This possibility is furthermore generr 
considered to be unlikely, because the assigned interest rate is based on an . anted 
investment rate ol return which reflects investments with a higher risk prott! anil, 
therefore, higher projected return than the l’OHs.

D. Discounts

In some cases, it may also be possible to negotiate discounts with the pettsta vstem 
for early payment ol the normal annual contribution or even the UAAL (w,. _h may 
refect the pension fund’s assumed rate ol investment return or even its then : arrent 
investment opportunity). It may also be an opportunity to renegotiate orh.. -arms ol 
the pension obligation.

C. A iu itrage

(ienerally, pension funds may invest in a much broader i.inge of investment 
the tale or local governments, and the si/e and diversity ol the pension lun 
porli !io allows lor a higher risk profile than the state or local government 
pruden. /  sustain with its own investments. As mentioned above, this is wir 
assumed rate ol investment return is generally mateiially higher than the b •
I he actual investment performance ol most pension systems (at least in too 
has substantially exceeded the assumed interest rate. Therefore, there is tin 
that proceeds ol the l ’( )Hs will be invested by the pension litnd at signillc 
higher return than the interest cost on the l’< )!)s (even il interest on the I" 

taxable)

In almost all cases, the bcnclii ol earnings on investment ol bond proceed 
pension fund will be credited to the state or local government issuer either 
I ' \AI or teduced noimal annual coitnibntion ot both. In some cases, tin 
ol this hcnelit is subject to negotiation between the state ot local govcinun 
pension system and may even be decided by the state or local government 
I his benefit liom earnings is why intetest on l‘( >IL is generally not exempt 
federal income tax (see ( haptci (t). S o  this atbitiage is no' the tvpic.il tniui. 
bond arbitrage derived Irom borrowitig.it lax exempt tales and investing al 
rates, but rather what might be called tisk atbitiage derive-*! Itoni bunowim
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the credit of the state or local government ami participating through the pension 
fund in a portfolio of investments that is designed to produce a higher yield and 
manage the higher risk through diversification. O f course, there is no guaranty that 
such arbitrage will be positive.

One study of I’OBs in 2004 concluded that 84% were profitable to their issuers. 
Another 7'!o were at breakeven, leaving only *)% that have lost money, liven 
measured as of the least favorable time in the stock market, late 2002. only 34% 
were money losers, most of which were less than four years old and most ol which 
are now at breakeven or profitable. Virtually all I’C )Bs are expected to be profitable 
over their term.

D. Budget Relief

I'fin ing periods of substantial budget deficits, IK >Bs are frequently used for budget 
relief. This may be accomplished by:

(1) teamorti/ing the UAAI. by replacing the obligation to the pension fund with
IK )Bs having a longer term and/or lower payments in the early years (oi even no 
debt service in the early vears il capital appreciation bonds (( AB.) or capitalized 
interest is used): and/or

(2) funding the normal annual conttibution for the unrein (and maybe the next) 
fiscal year (to the extent pet mi tied by applicable state law).

E. Labor Relations Benefits

Some state ot local governments have used I’OBs. at least in part, to improve 
relations (ot negotiations) with its employees and then unions by funding unfunded 
pension liability to those employees.

F. Better than the Alternatives

In some cases, IK>Bs are simply better than the alternatives! (i) paying mote into tin 
pension bind: (ii) asking employees to pav more into the pension fund: (iiil icelm mg 
benefits: ot (ivj hoping that gains on pension hind inu'xtmcnis will substantially 
exceed the assumed latent investment return.
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CHAPTER FOUR

Possible Disadvantages of POBs

1)(.'spite the foregoing benefits of I’OBs, there are a lew possible disadvantages:

A. In some jurisdictions, a state or local government may negotiate or even 
unilaterally make changes in its pension obligation, perhaps by postponing 
payments or changing assumptions. I’OBs replace this potentially flexible 
pension obligation with a more immutable bond obligation.

B. A s explained in ( hapter 3, while unlikely, it is possible that the assigned interest 
rate will drop below the bond interest rate or that the pension bind will have 
negative earnings, in each case lor a sustained period.

t.\ If the pension fund enjoys higher than expected earnings, the pension fund may 
become ovcifunded and te s itlr  in temporal)1 inntiibiitiou holidays, but also can 
lead to increases in retirement benefits that may oe costly to sustain at some 
point in the future.

1T I’OBs result in payment to and investment bv the pension fund ol a lump sum 
amount that otherwise would have been paid and invested in increments over a 
period of wars, concentrating rathci than spieading market timing tisks.

I . Almost all I’OBs are taxable and most taxable bonds with fixed interest rates are 
sold as noncallable bonds. Adding a redemption feature will oidinarily tesiill in 
a mateiially higher interest rate cost than the same redemption feature in tax- 
exempt bonds. I heteloie, taxable noncallable bonds may be expensive to refund 
or delease, although there have been a nuntbci ol successful teitdci olfet 
telundings of taxable l’< Mis (that is, a tender oiler was made lot the ptior bonds 
and the tender price was paid with pioceeds ol new refunding bonds).
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Another way to address this concern is by using variable rate bonds, which may 
contain redemption provisionswitlioutaddition.il interest rate cost, anti maw be 
accompanied by a lloating-to-fixed interest rate swap if a fixed rate obligation is 
desired.

Note that ninny tj i/tete issues am be oddrcssed in it i'o/e or in pnrt by nsiny Pt >Ps to 

fund less tlutn nil o f the UAAI,,
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Types of POBs

CHAPTER FIVE

A. Security

M om l ’( )Bs .no payable Irom ilie general Imul ol die issuing state or local 

government. As such, tltev must either satisfy or he exempt from the ileht lim it :::ion 

provisions typically found in the applicable state constitution and. accordingly, 

generally (all into one ol the following three categories:

/. (ienendtd/Iigntion bunds, which term generally refers to bonds that satisfy : e 
constitutional debt limitation and are hacked by the lull faith and credit and i.c mg 
power of the issuing state or local government. An example is the .SI 0,000,001111 '00 
State of Illinois ( ieneral ( )hligation Bonds Pension bunding Series ol June 2011 
( taxable), the largest POB issue to date. A v.aiation is liill faith and credit linn ! tax 
bonds pavable Irom .ivailahlegener.il binds >m without any obligation to levy 
additional taxes. See, for example, discussion in Appendix (!,

J. ( ddigmions imposed hy /me, which term refers to an exception tecogni/ed ii 
tew states fiom the otherwise applicable debt limitation contained in the state 
constitution. It applies to obligations imposed on the state or local government »v 
the constitution ot by statute or, in some cases, by comt judgment as distingui d 
from .t voltmiaiv exercise of the borrowing povvet by the stale or local govcimr 
Most pension obligations would qualify and. in states m which the obligation' 
imposed bv law concept applies, bonds issued to fund those pension obligation 
11't >Bs) are considered to have the same legal chai.icict as the- pension oblig.uti 
themselves. P(>Bs issued in ( alilornia dining the past decade have all been 
obligations imposed bv law. See discussion in Appendix B.
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I’OBs issued as obligations imposed by law generally cannot include reserves or 

capitalized interest because those components o f rite obligation ire not considered to 

be imposed by lass', even on the theory they are essential to madieting the bonds 

(because so many obligations imposed by lasv I'OBs have been issued svithout them). 

( )n the other hand, costs ol issuance may be included. The in tb ility to include 

capitalized interest means that it may bed iflicu lt to achieve complete budget relief in 

the early period follow ing issuance ol the bonds svithout resort o capital appreciation 

bonds ((.A lls).

Annutilnpproprintion bonds, which term refers to bonds tin t are not considered 
debt subject to a constitutional debt lim itation because the sta’e or local g« •.eminent 

issuer has no legal obligation to pay them and payment is therefore subject to annual 

(or other periodic) appropriation o f funds for that purpose at the discretion o f the 

legislature or governing body ol the state or local government issuer. I samples 

include the m illion POBs issued in l ‘P)6 lor the State ol New York and the

.xd.K billion P( )Bs issues! in 19‘>7 lor the State ol New Jersev.

•i. Oilier, In the mid- l ‘)8(ls and occasionally since, some cities and counties in 

C laliloinia issued POBs as so called asset-strip lease revenue bonds or ceitili.ates of 

participation (< OPs). I lie city or county leased existing facilities (w ith a s.due at 

least equivalent to the amount ol honds/( OPs m be issued) to a joint possets 

authority or other governmental entity or to a nonprolit corporation, simultaneously 

leasing them b.u h: the leaseb.u I. was assigned to a tiustce and bonds/( ( B ' were 

issued secured by the leaseback payable fiom the city or county's general fund, and 

the proceeds ol the bonds/O ) | \  were paid io the pension fund net o f costs of 

issuance and reserves and capitalized interest retained bv the tiustee.

In ten.lin ciicumstaiices, it may al o make sense to use revenue bonds as |'< )|ts (loi 

esample, il the issuer is a ivveuuc piodi cilia cntcipiise, authority or dist.tk.ti. (See 
also Appendix <' I
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B. Credit Ratings/Borrowing Capacity

Because I’OBs replace existing pension obligations, they are not generally viesveo 
adding to the debt burden of the state or local government issuer (much like a 
conventional refunding).' To quote the rating agencies:

“Moody’s believes the issuance of pension obligation bonds (I’OBs) is one 
cfl'cciive way of addressing tin unfunded liability. Since I’OBs reduce the 
cost of funding an unfunded liability, their issuance is not by itself a credit 
weakness. I lowcver, the planning and analysis conducted by a local 
government as part of the decision to grant expanded benefits, the 
governments plan li>r funding anv unfunded pension liability, and its abilir 
and willingness to budget appropriately lor any attendant highc >sts, arc 
reflective ol the quality of the government's overall financial management. 
These factors, therefore, will he considered in our assessment ol a 
government’s general credit quality."

‘'Standard cV Boor's factors the effects of a pension obligation bond su ueg; 
into the long-term rating ol the sponsor. Standard N Poor's has \ ieweil 
l’( >Bs as a strategy for savings on earn ing charges as long as 'he ttans.tcii* u: 
was structured conservatively and the assumptions were reasonable and 
attainable. This requites a clear financing, pl.m including reasonable 
assumptions and manageable leverage. Prudent expectations lot investmen 
returns and the cautious use ol resultant savings help iuMiic a I’l Mis sttci 
Another positive factor lot a Pi Ml is, of course, to be fortunate enough t" 
sell the bonds in a low inteiexi tate environment, theteby increasing the 

sptead between iuteiest costs and investment letmn expectations and 
lowciing the tisl, ol iinderpcifoiinance.

"I itch believes that P( Mis. if used mode lately and in conjunction with a 
piudeni approach to investing tin pioccvds and otltet pension assets, can 
• a useful tool m asset Ijahilitv maiiagemeiu I lowevci. a lailme to follow

<r tli.il to Hu* «••(•"? flu* POIl*. IlMid •••irirt il i- ' 1,1 trtulftfi t,«t* s*. toi»;f«ii

i fi'iilnl. wf)M In iniul liiivr «ii 'lit'* (mi ii'ilit i.i’iif , tn,* tit r1 I ‘Ol • lirful 11 Tifv* tin* MAAfi«
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balanced and prudent investment practices with respect to I’OB proicccds 
could expose the sponsor to matket losses.

Because a sponsor’s unfunded pension liability is already factored into the 
rating, the issuance ol I’OBs simply moves the obligation Irom one p err of 
the balance sheet to another. I lowcver, bitch notes that I’OBs create true 
debt, one which must Ire paid on time and in lull, rather than a softer 
pension liability that can he deferred or rescheduled from time to tin: 
during periods of fiscal stress. ( 'onsa|ucntlv, I’OBs can Mvea signili. .n t 
effect on financial flexibility over time."

The actual ratings on the l’( )Bs will depend primarily on legal structure. (... neral 
obligation bonds and annual apptopriatiun l’( >Bs should he rated the sam. as the 
issuer's other general obligation or annual appropriation debt. Obligations nposed by 
law l’( )Bs are generally rated in between: a notch below the issuer’s general obligation
bond taring and a notch above its lease or other annual appropriation debt

C. Structures '

Because I’OBs are typically payable directly Irom the general fund ol the •: itcor 
local governmental issuer, the stun line ol the bond issue- is usually simple ml
straightforward, varying primarily in imetest tatc- mode, using one ot a c bination
ol tlic- following:

/. /7,'vv/ r,ue ho nth. Because most I’l )Bs. re issued at least in pan. to .n -ve
interest rate savings, most I’OBs are issued asliscd rate bonds, lliv.tcb.ut cs.ue
die same as lixed rate bonds generally: name ly.:In y Itn k in imetest tost. ..! with
iuieicsi tales at historic lows, this is a very attractive prosper t in itself I It 
disadvantages arc: <i) the assigned interest rate on the pension obligation- -tided
with l’< >Bs is not fixed so interest savings cannot he lixed with ic-ii.iiim Section 
A ol t liaptei I): atiel lii) fixed rate taxable Itoiuls ate- usually sold .is nolle, die. so
i hev v annot he- casilt ivluude'd ot dcle-ased il tale's di*>p or e.ire umsiaitee s. itge (we-
discussion See lion I ol < h.lptct i).
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2, Variable rate demttnd hands. Variable rate demand bonds are bonds the hold. - is 
o f which may tender them hack to the issuer or its agent upon,short notice (use— lie 7 

days, hut may be I day, I month or other periods), lo r a purchase price equal o ear 

plus accrued interest. As a result, they bear interest at rates like, and have some :r.er 

characteristics of, short term obligations. Variable rate demand bonds generally 

requite a bank letter ol credit, standby purchase agreement or other facility to rc

liqu id ity in the event bonds are tendered and cannot be remarketed. Unless the . tier

is highly rated, variable rate demand bonds ate typically also credit enhanced wi. • 

either bond insurance or hank letter o f credit or other credit facility. The advanr. jcs 

o f variable rate demand 1’OBx arc that (i) their interest rates are generally lower •nan

lixed rate bonds, and (ii) they are usually subject to redemption at any lime wirit at

premium and at no extra interest ra.e cost lo r the right to redeem. I lowcver, wi 

tite interest rate usually starts out lower than lixed rate bonds, the rate is variahi ..ml 

subjects the issuer to imetest rate exposure and risk to the interest rate savings 

objective and to the risk arbitrage pension lum l investment objective lor issuim 

I’OBs (see discussion in Sections A and ( ' ol ( ihapter }). Interest rates may he 
affected not only by market conditions Inn also by the financial condition of tk 

issuer or the credit provider or liqu id ity piovidcr. In addition, there are risk, c> 

and aggravation associated with renewal o f any bank liqu id ity or credit lacilitic 

which usually have a teim o f one to live years, compared to the l ’l IBs which 

typically have a term ol more than .’.(I years.

J. Auction rate hands. Auction tale bonds appear to be the most popul.it an 

variable tate mode at this time because they do not require a bank letter ol ere. 

standby putehase agreement 01 similar liqu id ity facility requited lor variable rat 

demand bonds or tnm u icn i.tl papci I bis is because auction i.it-• bonds ate n r 

puttable back to the isstict. but instead ate subject to pet iodic auction (typic.ill * iy 

2S or days) if the holdei would like to dispose of its bonds otltet than b , i

sale. I lie intctest i.tie is leset In the auction price and tends to be materially It m

the then s intent lixed rates (for example, in (he lall of 200S. 28-d.iy instiled an >u 

rate taxable I'l >Bs bote tates ol loughly .vStl's. i .11'>".• comp.ucd to .III year t 

lixed tales ot approximaieh V i s",,). | lowever. theie is no assm.mcc that am u 

tales w ill uni iikie.ise to exceed the lixed ia te .il xvhie It the l ’< >Bs could have b
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originally issued. II there is an auction w ith no buyers (i.e.. a failed auction, the 

interest rate usually goes to the maximum rate (typically 12 to 15%). I-'ailw.i' auctions 

are rare. I'he primary reason they may occur is (i) a cloud of some kind on the tax- 

exemption of the bonds (lo r example, an IBS audit or challenge to the tax -exemption 

o f similar bonds), which is not a risk for most I’l Mis because they are taxaime: or (ii) 

a shock to the security for the bonds (for example, bankruptcy of an im portan t 

source of revenue) which is improbable with general fund obligations like 1 Mis 

unless the issuer goes bankrupt (which states cannot do under U.S. h.mkitmucy law, 

and cities and counties do vcrv rarely).

•7. Indexed bonds. Indexed bonds arc variable rate hoods that arc not stthj: .: to 

tender hack to tlie issuer and, therefore, do not require a hank liqu id ity f.u iitty, and 

hear interest at a lixed spread over a market index (typically either three oi month 

1.1 III Ml) reset at the end ol each accrual period (typieallv quartcrlv if thtee month 

I IIH Ml is used or semiannually if six month I , l l l l Ml is used). I.IIH Ml ref • to the

London Interbank i Mlered Hate and is published daily by various news am. 

information services. Indexed bonds ol this type are used primarily to lacihmac 

marketing of I’l )!ls outside ol the U.S. where investots are more accustom. . to 
I IIH Ml based investments, but are also attractive to many I J.S. investors : ..ell.

Like auction tate bonds, index bunds may be subject to redemption witln > penalty.

I lowcvcr, also like atiction rate bonds there is no assurance that 1 llll Ml it .ed
tales will not iiu tease to exceed the lixed rate at wliic It the I’l Mis i mild It , been
originally issued. I lowevet. unlike auction talcs, the I llll Ml index is not , n d by
events affecting die I’l 'Us issuer or the I’l 'Us. Index bonds may also be s >ped to 
fixed mote el fit icmlv and with little ot no1 :: 1 : pared to auction othci
v.uiahlc rate bonds because the global swap maikei is prim.ttily I IIU 'II I'

5. Capitoloppi'ea'ntion bonds. ( apilal appteciation bonds (I \llsl .tic- 
tbit bear no uiiicnt imetest, wliic It instead is acc tiled, compotmded 'tisu ’ 
semiannually) and paitl at the maiuiiiy of tin-bonds. I hey ate used prim to
t edits e debt vet vice in the cat Iv ve.u s. A sail.it ion is. onvetiible ( Alls, tit ,i. mmm
as I Alls lot several years and then cottvc it on a cettaiu date to curicut tm t b o n d s

(with interest paid on the then accrued value o| the bonds, being the one 
piiiicip.il aiiinnui plus the amotitii ol atcmcd. compounded intcicsi up t,

AN IN te ( I ION to

^



conversion il.ite). I lie disadvantage of CABs is tiiat higher rates ol interest are 
required in order to market them.

6. Sumps. If variable rate bonds are used, the resulting interest rate exposure may lie 
swapped to a fixed rate, in whole or in part, using a lloating-to-fixed interest rate 
swap. While swaps may often make a great deal ol sense in this context, they art- 
complex financial investments and beyond die scope ol this pamphlet. Please refer 
to another of our pamphlets, entitled Interest Rate Swaps: Application tofax- 
l-Ncmpi f inancing (much of which is applicable even though POIVs are taxable). It is 
important to make sure that if a swap is to lie used, it is consistent with the issuer’s 
objectives and docs not itself expose the issuer to risks or consequences the issuer 
docs not fully understand or arc inconsistent with its objectives, for example, if the 
purpose of using variable rate P( Mis (s to allow lor refunding or early redemption il 
tales drop or other circumstances change, the termination payment that may he due 
ori early termination ol the swap may offset the benefit ol and effectively prevent 
refunding or redemption. There are also other circumstances in wliic It a substantial 
lamination payment may he due from the state or local government, such as d fault 
of the swap provider or downrating ol either party, as well as other tetmsthai c.»n be 
modified to suit tin- state or local government’s objectives, l-.xpert advice should be­

sought before entering into any swap.

D. Payments to the Pension Fund: Whole or Part

I’t Mis may he issued to pay all ot any part ol the I 'AAI or (depending on app! Tic
si.tic law) the noimal annual contribution, frequently, issuers choose to use I’l to
lillld old v a pot I ion ol the I 'AAI , gcnciallv to avoid nt tedti-.e (lie concerns 
described in I hapter i. I he poition of the UAAI funded in. i\ bed) a penei.- y
ol the total I 'AAI as of the date of issuance of the I’l M's. or (.’ ) all ot pari of -tain
Vc-ais comiihmious m the- I fA \l . If agtecel to bv the pension system, the sec on 
appioa. Ii i .111 icsiili in suspension ol I AAI contributions dm ini’ tho*-- w-.tis1 f ■ 
c sample, the next succeeding IOvciis), \t the end ol the petiod. the UAAI vw !>e

S I ic priii Unit nil stall- lacv .mil linanc mg stmt Inn-, it may ,i!m» lit* pvvsllitc lo     yi-.r >a il
.fdnil.ll *iifilrtthitiiHV .imj/nr iinfwhilmi I..ilnli!y I ft* ifmj l.y in v f.lin ru l Inssi". nut yrt M ili/nil due 1 f i.ir
id! .miuv’ I'Mij I a  I mi M |'H* »' hi nivi in in  if kj.nir. .m<! Imv.« ■» i»v»i a pel'm int, U'.n • *,
ViMU.I
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recalculated and unionized over the remaining original term o f the UAAI.. The risk 

ol this second approach to partial payment o l the UAAL, which is much less 

common than the lirst approach, is that i!'investmem performance o f the pension 

fund is substantially below the assumed rate ol return, there could be a significant 

increase in the amount o f UAAL to he amortized over the remaining term. To a 

degree, that risk can he addressed by subsequent issues o f l ’OIVs (before or alter the 

date o f recalculation).
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CHAPTER SIX

Tax Issues

A. Taxable Bonds

Most I’ORs arc taxable. Tltat is, interest on ilie bonds i- included in gross incoi 
lor federal tax purposes, although they are usually exempt front income taxes or • 
slate in which the issuer is located. I his aliens nor on!. the interest rate at wliic.: 
the I'< )lis are sold but also the types of investors to which they are marketed (I 
example, corporate pension funds, charitable endowments and others not subj< 
federal income tax and, lor some ol the larger issues. non-U.S. investors). I liet 
however, a lew circumstances in which I’OIK may be tax-exempt.

Wltv most l’( )lk are taxable, with these lew exception-. is explained below,

B. Tax-Exempt POBs Prior to 1986 Tax Act

l'rior to the enactment ol the lax UcTimit Act ol I*)Sfi the ‘ l')S(i lax Act I, 1 ' 
that were propctlv sinuiiiied could beat interest that was excluded Itom gloss 
income for federal tax pm poses, I lowever. to get tax-exempt tre.ument. invest r. 
ol bond proceeds lor the benefit ol the coveted employees and Ini titer employ 1 
to Ik designed so that the issuer/employer did not benefit Irom the investment 
any wav oilier than relieving the issiiet ol the icsponsibiliiv ol paying its tciitc

Il proceeds deposited in ihe pension fund were expected 10 he invested in scxi 
01 obligations with .1 yield liighet than the yield on the l't Mis, the issttei s o b l i :  
to make additional conn ibmions into the Ititid would be ted in ed in the limn 
piohibited anlicip.lted diiect benefit from the investment o| the bond pioiced 
the' pension luiid.
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I lowever, the situation was different where the issuer contracted with someone else 
to lake over the responsibility of making payment to the retirees and paid f ,r that 
transfer ol risk with proceeds ol I’OBs - for example, by purchasing an insurance 
company annuity whereby the insurance company took over all liability lor the 
payment ol the pension benefits. In that case, the insurance company bore "he risks 
and benefits ol investment return -  the issuer got no benefit from investm. us made 
by the insurance company even il the expected investment return was i c I1c l : cc1 in the 
price paid by the issuer for the annuity policy. In addition, the purchase of , n 
annuity was not tieated as the purchase of a "security’’ or "obligation" under the tax 
law. A number ol tax-exempt BOB transactions were consummated in the *rly 
IBKO’s in which the proceeds were deposited into a pension fund and were .sed to 
acquire insurance company annuity contracts.

C. Tax Reform Act o f 1986; Transition Rules

I. Sto/>/n'ng IVi'w Issues oflitx-T'xeni/U Pension Bonds. As .1 lesult of the tl at of a
proliferation ol tax-exempt BOB issues, C ongress decided to amend the ta aw to
prevent the investment of tax-exempt bond proceeds in annuity contracts, ew rules 
weie adopted in the IB,SO lax Act. "Investment type property,'' including .; unity 
contracts, was added to ‘'securities’' and "obligations" as potential arbitrage 
investments. In addition, because of the urgency with which it viewed the alter,
( atngtess included a special elleclive date rule in the I'W t lax Act tci.ttiug 
annuity contracts which applied to all bonds issued after September 2S. | . The
IB.S’B lax Act essentially ended the issuance ol tax-exempt I'l )Bs lor the pi. • ">se ol 
depositing, the proceeds into a pension luiul tn lot thepuiposeol purchast 
annuities to replace the issuet’s responsibilities it, its reiiiees, except as descr <ed 
below.

Jhtnsilion Rules for Refundings o J I‘(  IBs. I lie status ol tclundings of p- 1‘),SB 
lax Act I’l)Bs was not specilic.tlly addtessed in the lax A, 1 , In conn, •ion with 
two laici tax a, is, the icchnit.il ( otter lions Bill <il I'lNN and leclmiial anc 
Miscellaneous Kesenu ■ A, 1 ol IBSS, ( ongtessattempted to il.trilv its post 11 on 
tclundings, \\ hilt the siaiutnrv language and legislative hisimy ate a hit c, tsed. 
the 1 elated I louse, Senate, and < ’onfeielici ( ommiiiee Kepoits iltdi 1 ate' tl

an iNte , non to



Congress intended generally to perm it one advance refunding o f pre-September AT 

I BBS I’OBs (at least where the amount o f the refunding is not greater than the 

amount ol prior bonds). Additionally, the legislative history indicates that Cong'ess 

intended to permit any number o f current refundings of pre-September 2S, IB:- ' 

I’OBs where the refunding bonds do not additionally burden the tax-exempt mar ket, 

but merely replace existing tax-exempt debt,

D. Columbus Case

Ihe State o f Ohio created a state fund into which municipal corporations in th<

State were required to transfer, on January I, 1 B(>7, all existing assets and liabili: s ol

their local pension funds lo r police and firefighters. Under the State law. all pet toil

liabilities accruing after the transfer would be supported by current employer an 

employee contributions. I lowever, while the State fund completely assumed llv 

assets and liabilities o f .1 city ’s retirement fund, the law mandated the city pay t lie

fund, either immediately or over time, an amount equal to the present value ol te

accrued but unfunded liability determined at the time o| the transfer, 1 lie ( at’, a 

( olumbtis opted to satisfy its obligation over time together w ith the required 

interest.

In IBB.1, the State modified the law to allow any city still owing money to the . ml 

to extinguish its lemaining I 'AAI in le iu in lot a single payment equal to f>5‘ •’ the

then unpaid principal balance, The ( ity decided to prepay its obligation. 11 >v. i.

upon hearing that the ( aty was going to issue tax-exempt bonds to fund its 

prepayment, icprexeniatives ol the Internal UcVelitle Service notified the ( itt 

they would assert that interest on these bonds would be taxable, I lie ( iiv so t:: a

private letter ruling from the Internal Revenue Service and received an adverse drug 

which it appealed to die lax ( m ill.

In the com t proceedings the Service argued, among other tilings, that the dis. , m 

(lie < iiv lecvived on llie piepaviilelil ol ils obligation to the lund was a lottn 

investment return and thus etc,lied impelmissible aibitrage p io lit. flic  Set sit 

reasoned that the pi is ing ol the pn payment lellccied the expectation of tlie si , 

loud that it would be able to invest the amount ol the piepavmeiit at a \ ielil 

materiallv higher than ih c v ic ld o n the ( ill's bonds, Asa tesitli, the Set vice h< veil
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that both the C ity ami State Itnul would benefit form the earnings on the 

investments. In addition, the Service argued that the prepayment constituted the use 

of bond proceeds to acquire “ investment-type property ' at a yield higher than that 

on the bonds (after taking into account the discount received on the prepayment) in 

that absent the discount pricing o f the prepayment there would be no economic 

savings for the City.

Ultimately, the C ity prevailed on appeal as the Court of Appeals concluded that 

there was an existing obligation ol the C ity to the State fund, the C ity would not 

benefit from the investment of amounts bv the State fund and the prepayment ol the 

( a tv's own debt obligation to the State fund did not constitute the acquisition of 

investment type property by the City. The ( lity was then able to refund its obligation 

to the State fund by issuing tax exempt I’OBs.

While the unusual facts in this case have application beyond the C ity of ( ohunbus, 

such application is likely to be lairlv lim ited and to uiir.u t imlavorable attention 

from the Internal Revenue Service.

E. Tax-Exempt Working Capital Bonds

While directly issuing bonds to deposit the proceeds into a pension fund does not 

appear to be permitted under current tax law governing tax-exempt bonds, in certain 

cases it ntav be possible lot a slate or local government lo inditectlv hind the current 

year’s pension deposit, fo r example, a state or local government may is s m  short term 

tax or revenue im icipation notes or long term working capital bonds to finance a 

cash llow budget deficit ot a so-called siim tu ra l budget deficit. The deficit analysis 

would include any cash llow deficit telaiiitg to the state ot lo c a l government s 

obligation to deposit amounts into its  pension fund.

It mav be that this type ol financing is best done so that the bond puuceds ate not 

required to be deposited in the pension fund, but rather, are used to fund eh Ii its 

c teated In wmking capital expenditures including the deposit ol amounts in to tin 

pension fund, In nthci words, it is impottam that the bom I proceeds not h traced 

into tin pension fund or tequitcd to be deposited there and the bonds should not he 

called Pension Obligation Bonds.
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Among other things, long term bonds of this type would bring into play the 

application of some complex federal tax rules relating : < when proceeds can be 
treated as spent, allocation o f the deficit in sizing the i-stte, permitted amortiz.irinon 

structure, the application o f so-called "other replacement proceeds" rules, app licab le 

yield and other investment restrictions, post-issuance compliance matters, plus 1 the 

intersection in sizing and in post-issuance compliance w ith the issuance of nonnual 

tax or revenue anticipation notes and any other short term or long term work itr 

capital obligations.

F. Investment o f  POB Proceeds in M unicipal Obligations

The primary tax problem in the use o f tax-exempt I’ l >Bs to make a deposit to 

pension fund is that the proceeds are not treated as spent, but rather are treated as 

invested. Moreover, under the so-called “proceeds spent last" rule applicable to 

working capital financings, these proceeds cannot be treated as paid out to pen Mon 

tecipients until all other available amounts are first expended, which as a practic... >1 

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

investment yield on the investments in the pension loud is not more than the .VI 

on the bonds, the bonds w ill become taxable arbitrage bonds. In addition, the 

"hedge bond" rules would result in the bonds being treated as taxable hedge b> ids

unless the issuer actually expected tit spend the proceeds w ith in a three- or live car 

time frame, taking into account the “proceeds spent last rule.

I lowever. under both the arbitrage rules and the hedge bond rules, interest on 

bonds used to fund the pension fund could be tax exempt if the issuer invcstci: lie

proceeds ol the bonds in municipal obligations the interest on which is not sit! st to

the alternative m inimum tax (so-called "non-AM I “ municipal bonds). Under esc

provisions as long as the amount o f non-AM I unmkipa l bond investments in ie

pension fund is at least equal to BV'n o f the amount of | ’( Mis outstanding at a 

time, interest on the I’l Mis w ill be tax exempt. As the I ’l Mis are amortized, the is a

similar ted in iion in the amount icquiied to be invested only in non AM I nut: .\ip a l

bonds in the pension fund.
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While this .structure allows lor I’OBs to he issued .is tax exempt, the benefit :>f the 

tax exemption oil the bonds may he outweighed by the limitation on the cyv.- of 

investments allowed with the proceeds.

G. Other Considerations: Effect on TRANs

lax and revenue anticipation notes (TRANs), are typically issued by state i.-J 

governmental units o f all sizes to fund the annual cash llow deficit which .!■.•• .s clue 

to the timing mismatch between annual revenues and annual expenses. TR.-_Ns arc 

almost always issued as short term notes with maturities o f 13 months or ie and are 

repaid at or shortly alter the end ol the fiscal year by which time it is cxpecr j  that 

revenues will have "caught up" with expenses. Id the extent the POB proce ,!s arc- 

used to fund a deposit to the pension fund that otherwise would have beet: aide out 

ol current year’s revenues, the deficit will be likely be reduced by the same ; mint, 

impacting the sizing ol any TRANs issued lor that year. I he one circumst.i. .e where 

this would not happen is if the calculation o f the maximum cash llow defic used in 

sizing the I RANs shows that it is incurred prior to the time ol the pensini. .posit,

In that case, the use ol proceeds to make that deposit would not have any i pact on 

the size ol the l lsAN issue..
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CHAPTER SEVEN

Federal Reimbursement Issues

( iertain costs ol Mate ami local government in administering programs under grants 

Irom or contracts with the federal government are eligible lot reimbursement from 

the federal government. Such costs include compensation and benefits, including 

pension benefits, ol state or local government employees lor the time devoted to the 

administration ol such programs. Such allocable pension benefit costs even include 

the interest assigned to the state or local governments unfunded liability. The 

principles governing such reimbursement are set out in Ollice o f Management and 

Budget ( .’ircular A-<S7. Some states have similar programs lor reimbursement ol local 

governments lor costs related to the administration <>l state programs,

l'( )Bs replace the state or local government s payment o f some or all o f these pension 

costs with payment o f the principal o f and interest on the I’OBs. Issuers will want to 

lie comfortable that the federal government will treat debt service on the l ’t Bis as the 

surrogate lor the pension obligations I muled or refunded with the l ’t )Bs and •-•■ill 

continue to teiinburse its allocable share. Statements have been issued In the < Mice 

oi Management and Budget and the I )epartmem of I Icaltli and I Inman Services to 

the ellect that the l ’t Ws, including principal (representingamounts paid to the 

pension Itiin l). imetest and costs ol issuance, will be allowable as the pension costs 

funded or refunded thereby, so long as the ! ’< )Bs ate not more costly to the federal 

government than the ivgitlat pension costs tumlcd or refunded ovci the remaining 

lil o| die unlnndcd liability, I lie same primiples should apply o> relumling l't 'Bs. 

further details o f Idler, tl and state reimbursement programs are beyond the scope ol 

this pamphlet.
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CHAPTER EIGHT

Other Post Employment Benefits (OPEB)

There are some other state and local government non-bond obligations, which ate 
like pension obligations and which it may he possible t • fund in .1 manner sin; ,.r to 

I’OBs. The lirsr edition ol this pamphlet in 2(103 covered primarily ! ’( )Bs, the 'Must 

frequently used and highly developed ol this category. It noted, at least hriell-. 11 
there may he other applications ol the same concepts, several examples (not an 

exhaustive list) include such other actuarially based insurance or benefit obliga* mis 

as workers compensation, health henoliix and unemployment insurance, ami ..h 

noil-actuarial obligations imposed by law as court rendered judgments lot dam vs 

against state or local governments and, in ( alifotnia. county obligations nude: -lie 

lccter delinquent property tax program.

In lime 2 1)1) i, the (iovenimeni.il .Accounting Standard Board issued (iASB 1 
"Accounting and I'inaikial Reporting by Mm plovers lot Rostentploynieili Bein'

Other Than Pensions,*’ ushering in intense interest in binding options Ibr ( M’ 

and the logical extension ol this pamphlet to cover this emerging topic.
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CHAPTER N INE

GASB 45
A. Accounting Change.

O l’KB refers to "oilier posr-employment benefits," meaning other than pension 

henelits. O I’ liB consist primarily ol health care benefits, and may include other 

benefits such as lile insurance, long term care and similar henelits. Until now, a.se 

henelits have generally been administered on a pay-as-you-go basis and have tun iteen 

reported as a liability on municipal financial statements.

< IASB -n will require municipalities to account for O I’ liB liabilities much like avy 

already account lor pension liabilities, generally adopting the actuarial methode ■ a;ies 

used lor pensions, with adjustments for the dilfetent characteristics o f ( M’l B at. 

the lact that most municipalities have not set aside any funds against this liahih 

I nlike ( IASB 2” , which covers accounting lor pensions, l IASB 4s) sloes not rco tire 

municipalities to icport a net O l’ f.B obligation at the start.

B. Annual Required Contribution (ARC) and Net OPEB Obligation (NOG).

Under (IASB 45, based on an actuarial valuation, an annual required contribur n 

t \ ls ( ') is determined lor each municipality. The AIM ' is the sum o f (a) the no n.tl 

c»'st lot the ve.it (the present value ol future henelits being earned by cm tent 

employees) plus (h) amoiti/.iiion ol the imlniltlcd actual ill accrued liability jb . iclits 

ahcady earned bvciiiie iu and foinici employees hut not yet juovided lor) (UA t.

using an amorli/atioit period o f not more than M) years. I f a municipality 

contributes an amount less than ihe AIM '. a net < M'l B obligation (N't K )) will will.

s\liieIi is retpiited to be lecorded as a liability on its lin.uu ial siaicuKiiis.
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Note that the UAAI. will he much greater than the NOO. Although not r. |tiiretl to 

he treated as a liability on financial statements, the UAAL will likely appear m a 

related footnote and he ilisclosured in connection with the municipality's b« <nd or 

note offerings.

Some actuaries have estimated that for many municipalities the AIM I may or 5 to 10 

times higher than current pay-as-you-go expenses. I lowever, after a period >1 years, 
because ol factors such as increasing number o f retirees and inflation in lie,.. ;h cate 

costs, pay-as-you-go costs are expected to lar exceed the ARC. (IASB 45 : >es not 

require that the unfunded liability actually be amortized, only that the mu . ipality 

account for its unfunded accrued liability and compliance in meeting its A.- C.

( IASB 15 does not specify the actuarial assumptions to be used in calcul.it og an 

O l’ liB liability. Most likely, assumptions will be based on methodology tf • has 

developed in connection with I'AS 1 Ob (the private sector counterpart to \SB i4 

implemented in the early-l‘)')0s).

An actuarial valualion is required every 2 years lor ( )I’LB plans with mm an 200

members, or every .5 years if there are less than 200 members.

C. Effective Date.

Although < IASB 45 encourages earlier adoption, implementation is reqtii - by I Iiv 

following dales, based on the size ol government measured by annual tew

Annual Lflectivo lor fiscal Yea*
Revenue Beginning Alter:

(Iieaiei than S 100 million I Vccmber 15,2000

Between S10 million and S I00 million December 15.200"

I esc than SlO million December 15, 20 0 ,S
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OPEB OPTIONS

CHAPTER TEN

Municipalities have a mimher o f options to consider in developing an ( )1’KB • n.rategy 

or otherwise addressing their O l’HB liability, such as:

A. Reduce OPEB Obligation

I'nlike pensions, which municipalities are rci|uired to provide to their employe as a 

matter ol law in most states, state law generally does not impose on municipality vs 

the obligation tn provide < M’IB . Instead, the ( )IM’B obligation usually arises i ; .trely 

by action ol the municipality, whether by collective bargaining agreement. M< 

other employee contract, ordinance, resolution, board policy or even just past 

practices. Many «»l these are subject to renewal, renegotiation, change or 

termination. In some cases, municipalities have been careful to describe all ol 

t M’f B obligations as disc retion.tty and/or subject it) change or discontinuation,

I lowever, while the nhilitv to c lunge or discontinue ( M’l.B lor future employe 

should be an option in most cases, the ability to change or discontinue ( )l’ b.B nil

tespect to retired or current employees may vary Irom state to state, depending m

the degree*to which the cotiiis in a p.utictilar state treat < M'HB, even il not 

contractuallv vested bv espress ionti.it tiial teims. as not subject to unilateral c I, go

bv the tmmicipalitv on the- theory that they are "lundamcninl henelits , 'indue it cm

to remain employed." "elements o f compensation contractually vested in aecon: nice 

vsith their terms upon acceptance," “earned by tent.titling employed" or siniil.ti 

ilteotv and on the patticul.it lads pert.lining to the municipality, its employee id 

its t )|’I.B. I his is an evolving atea ol the law, and w hile it evolves, most 

t1 innicipalitit s ate expected to assume <>1 ’I B are discretion,uy and try to ptesc the 

option to c'dttce (111 til.

l't NSION Oltl ItiAtloN IIONDS AMU ■•11(1 It I'OSt I MI’IOYMI Nt liliNl tit '. n .



Other approaches to reducing the municipality's OPEB liability include changing or 

increasing premiums charged to employees and retirees, charging higher premiums to 

retirees than current employees (eliminating or reducing an implicit subsiii”  that 

GASB 45 requires being included in O l’HB liability), increasing the length al time 

employees must work to be eligible, capping employers total exposure, treat:ing new 

employees less favorably than existing and prior employees, and/or shifting in whole 

or part to a delined contribution instead o f defined benefit plan.

B. Continue pay-as-you-go.

In the short run this is the simplest and cheapest option. However, at some, point in 

the future pay-as-you-go will become nuich more expensive than the AR( tr lixed 

bond payments, Pay-as-you-go will result in an annually increasii g NOt n r GASB 

45 purposes, and higher OPEB UAAI. and ARC amounts due to an ahilir to apply 

a higher investment return assumption to the calculation o f these amount, and may 

become a ratings factor (lor example, Pitch Ratings has commented that '.a: absence 

o f action taken to Itind OPEB liabilities or otherwise manage them will be cceived 

as a negative rating factor").

C. Undertake a funding program, using either:

I. Special reserve or other dedicated fund within the treasury o f the munn reality 
I lowever, contributions to .such an internal fund will generally not quality 

contributions toward the ARC nor as plan assets lot GASB |5 put poses, w'm. It 

require an irrevocable contribution to a trust or equivalent arrangement proms, ted 

from creditors and dedicated solely to providing henelits to retirees and hem -isi,tries 

in accordance with the terms o f the O l’HB plan. Phcivlore, an internal spe sal reserve 

nt similar bind will stih be considered pay-as-you-go lot I iASB 45 purpose ami, in 

calculating the < >1*1 B UAAI. ami related AR<'. the investment return assummtion 

applicable to deposits in such fund w ill likely be based on the munic ipality .turn 

on its general (laigcly short-term) investments (roughly d'A d"u today) cmmpaivd to 

the much higher investment r urn assumption (7"u to S"n) used by pension luiuls, 

especially i I large and diversified. The investment let urn assumption is the |uivaleni 

ol a discount rate used in pieseiu valuing future t )PHB payments, and tin- < >rcgoing 

difference in investment return assumptions will make a very significant dii'v. ivnce in
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OPEB UAAL and ARC amounts (in some* eases cutting them in half). Therefore, 

most municipalities choosing to undertake an OPEB funding program will use in 

OPEB trust ol some kind. Some may use the special reserve liuul option 

temporarily until a suitable OPEB trust is available.

2. OPEB Trust. Funding may consist of just the ARC or a larger portion of the 

UAAL, for which purpose the municipality may choose to use OPEB Bonds. 

Chapter 11 for a discussion o f OPEB trusts and ( "hapter 12 for a discussion or 
OPEB bonds.

Insurance. Note that most o f the same objectives could be achieved by 

purchasing insurance for future OPEB obligations, but such long-term insttr.m . . is 

not currently available and cost and availability are likely to continue to lotvcl . or 

severely limit this option.
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CHAPTER ELEVEN

OPEB TRUSTS

( i.ASli 'n docs not rccjtiire (>1*1 B liabilities to lie I'tnulal or, il funded, liy Inn.: nt;

.in irievocahle 11 list o f Mime kiml. I lowever, .is explained in ol Cli.tpter UK

existence ol t iASB |S cte.ttes stionj; itueniives to establish such a trust.

A. Types o f OPED Trusts.

1 lie following tvpex ol ( M’lsB mists .lie each 11.lined lor the section ol the luter .1 
Isc veil tie < aide I tom v. hi Ii they dei i \ . 'heir exemption 11 out federal income t.i

/. itH(b) iwcoiiiit. I liis is a separate account in a iax-t|ualil)cd pension fund 

health henelits of ietitces, their spouses and dependents, i lie aytttepate ac tual 

contiihuiioiis to this account cannot exceed dS" , ol the total actual connilniii. io

the pension lund (oiliei 11i.m toim ilu ilions to luiul past sei vice crediisl alter 11 late

ai which die account is cstnhlislud, I his limi:.iiiou could piesent a piohlein 

•onie municipalities' < ' I ’l U lundim; strategies, unless cither tlu lO l(li) aeeoui ms

Ken a eouipoiieiu ol llie pension luiul for a suhstanii.il peiiod or the iiiuuie ij y is

e.oim; to lund the pci"ion henelits eouipon< nt ot ilie' tiuiel ai line, ot inoie' tit- the

amount at which it is yoitii; to lund the illl(h ) aceotiiii eon.poueiu. Aniouii1 a

ell! (Ill ae collllt I11.1X Hilt he llsi el lol ol cliSittcd lo .IIIV Otllel piliposC, illchldu 

petisioit income henelits. •

/ / > / ! '/'/. I his npe ol tnrsl is eiinsidete.l exempt (tom fed, ial iiiconie tax liei

hc.aitse it is an iute i',ial pan ol a myle i;ow iiiiin iit.il e ntile ot he cause it sc ill

. > sc tit i.il piCctnitM li.il function of op. ot mote you iiiMlvul.il • ntities.. I his hi

is pe ol n i isi ii loci 11 in nie ipaluie s ate Id . Is lo use, ss lie die i aim " l in « otuhii m
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wiiIi oilier municipalities -  at least until adoption o f 401(h) accounts by a majority 

ol pension funds and quite possibly notwithstanding such a development.

J. 501(c)(9) Dust. Also known as a "voluntary employees’ beneficiary association" 

(“ VI;HA") trust, this is the primary vehicle used by the private sector for funding 

health benefits. Among the requirements are that membership be voluntary (which 

is deemed satisfied il mandated bv collective bargaining agreement or il membership 

imposes no detriment and is required o f all employees), and that the trust be 

controlled by its membership (which can be satisfied if the membership, dir. ctly or 

through representatives, designates the trustee or trustees who control(s) the trust or 

il the trustee(s) are designated pursuant to a collective bargaining agreement . 

Because the form and operation of Vb'BA trusts are so well developed ill the private 

sc, tor, some municipalities may elect to adopt this model (or borrow Irom :T in 

establishing a 115 trust.)

D. Characteristics o f  OPEB Trusts.

l i i accomplish the goals for which ( H’k.B trusts are created (see ( .liapter I . they

generally must satisfy at least the following tim e requirements:

/. I.M'inpiinn from Jiv/c.il income nix. In addition to income on investn. of

1 1ust assets being exempt liom income tax (as desc ribed in A above), coliln itioiis to 

the mist must not be Healed as income to the employee or retiree (in cadi c

under federal and state income tax laws).

J. Qmili/ictlrmsrJor (iA S li i5purposes, lo t coiuiibutioiis and deposits mint

lot t iASB H5! put poses, thev must he itievniuhle. piote, led liom ctedilois • the 

mimic ipal cmplovei ami dedicated solely to pioviding belli liis to relieves a 

beneficiaries in accordance with the * ' I ’ l*II plan (see discussion in ( liapter l(

>. lUotttliiimtHivntptinrrs, huhu/ini’ ct/i/ilics. In older in be entitled to the

hi; In i investment ic tiiin asstimpiion (see discussion in *. liapter l()( alms ml 

pi iliaps ai mallv to eatn i highct iaie ol leiutii, the mist must be able lo in a in a

htnadi i i.uige ol investments d im those to wliic h mimic ipal Itim lsaic gen ds

nami tid. including tin ability to ins i't in equities, In the absence of sj»,

1. .latinn gnsciniitp msi soueni bv I ’PI B mots m mo-a i iics (ami peili i sen il
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there is Midi legisl.it ion, i f the investment restriction is contained in the state 

constitution), it will generally lie necessary to conclude that the O l’KB tnisi is 

pension or retirement lund within the meaning ol any applicable exception to 

ic'striciions otherwise applicable to the investment ol municipal funds or that o 

( )|*IIB trust is .sufficiently separate from the municipality to not be included an 1 mg 
the types o f entities covered by state statutory (or, in some cases, constitutional) 

investment restrictions.

Single or multiple employer trusts. All ( M’f l l  trust may be a single employ, 

trust established by and for a single municipality or .1 multiple employer trust 
established by an association or other collection ol municipalities lor member-l. a • by 

any interested municipality or by specific categories (stub as, cities, counties, : ml

districts, etc.)
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CHAPTER TWELVE

OPEB BONDS

A. Advantages/Disadvantages.

The henelils ol O l'l i l i bonds are essentially tin. same as lot pension obligation 

bonds (I’l)Rs) and are listed in ( liapter .s above, including interest rate savings 

(comparing bond interest costs against the investment return assumption/discount 

rate used in calculating the 11A A I. and AK (!), arbitrage (see below), budget relief 

(compared to the AIK ! alternative), labor relations, and bettei than alternative 

strategies. Additional benefits pertaining to or receiving more emphasis as applied 

to O l’l'.B bonds include the following:

/. h’educing the Ol'l'.H UAAI, mid AIK. be funding a qualified trust entitled to use a 

higher investment return assumption (discount rate on future O l'IR  payments) than 

pav as-yoti-go or funded inietnal reserve lund plans. I bis, in turn, also reduces the 

political burden o| reporting a higher I '.Vvi and the political anil financial hunlcn 

ot budgeting lor a higher ARC'.

loteei'in  ̂long-term Ctht of OPidl. While deist set - ■ on IM 'l.B bonds i like llie 

\IK I will genei.illv be highei than pay-as-you-go costs lot the lit st lew ye.u . pav-as 

vou-go costs (and i. Milting AR(' costs and Nt. H )) ate likely to increase di.uph. and 

alter a few yea is eViced ihe cost o f debt service and continue to gtow thvicaln l.

.>. Voieuti,tl arbitrage opportunity, it not only the investment return assumption but 

also the a» Inal investment icliu n eailied by llie O l'I . l l trust exceeds the yield oil ills 

bonds. As noicil in ( haptei ,h a .'(III t siti.lc found S i".* of I’l >l>s cveie m a positive 

aibitrage position and another '".* wete ot bieakcveii. notwithstanding suiwt mtial 

do line in st... k market values in .MIIIU .’.III).!.
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•/■ Reducing publit pressure to reduce or discontinue OPEB benefits, which may 

result from publication o f this substantial "new” unfunded liability, particularly in 

context of the growing debate over pension reform occurring in some states

5. Credit ruling protection. As noted above, rating agencies will be evaluat. rga 

municipality’s strategy for managing its OPEB liability. A couple o f rating agencies 

have indicated that OPEB bonds, properly used, will be considered a posit: . lavor 

in a municipality’s general credit evaluation.

The possible disadvantages of OPEB Bonds are the same as for P( )Bs in ( pier -t 

above, including replacing negotiable or even discretionary OPEB obligati, -s with 

immutable bond obligations, the concentration of investment risk through nip

’ sum deposit compared to spreading maiket tim ing risks by making AIK ; . posits

annually, and possible negative arbitrage.

B. Types and Legal Authority.

Legal authority for OPEB bonds will vary Irom state to state and. within •• s, by

type o f entity, fo r some entities, the legal authority and structure will he c . ntiallv

the same as lor P( His:

I. liener.il obligation hotnls

Obligations imposed by law (OPEB variation, see discussion below)

>. Annual appropriation bonds

•t. Asset - si i ip lease bonds

■>. Revenue bonds (cnieiprtxe special districts and authorities)

See mote complete discussion in * liapter W  above. I lowever, for the re., 

discussed in ( hapici IDA above, the "obligations imposed by law" theory 

i ’alilomia and some other state s to support P( His may not be so easily ap|

I )PEB and, even il it could be applied, municipalities may not want to lo 

option ol iie.uing I H’EB as di>cieiionaiv ol negotiable bv declaiing them 

be "obligations imposed by law. l ot those situations, we lu v r developed 

dilieiciu legal theory, which avoids that nap. but wliic It lot .ill nthc r piup.

I in

.1 to
•ie

otllt to 

llllv 
would
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function (and be structured) exactly like "obligations imposed by law" bonds, -ec 

discussion in Appendix IV

C. Taxable.

Inst like 1*1 Mis. interest on OPI’B bonds will lie included in gross income lor la oer.il 

income tax purposes, although they will usually be exempt from income taxes the 

state in which the issuer is located. See more complete discussion at < liapter o 

above.

I). Federal Reimbursement Issuers.

Certain costs (including O l’h li) ol state and local governments in ailminisir.it: 

programs under grants from or contracts with the leder.il government are eligti >: lor 

reimbursement Irom the federal government pursuant to O tliie of Man.igemc: and

Budget Circul.it A-iS~. See discussion of ell'ects ofieplacing direct costs with 1 ul 

debt service at < liapter 7 above.
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APPENDIX A

New York

A greater mttnhcr til l ’( )Hs (roughly have heen issued hy the state and local 

governments in New York over the past decade than Irom any other state.

I he issuance ol I’OBs hv local governments in New York was litst authorized 

l l)K‘Y I he State and local I.mployces Retirement System ol the State ol New tk

("I RS"), the New Yotk Stats I’olice and l ite Retirement System ("I’ l'RS") am: me 

New Yotk State leathers Retirement System (" I RS"; in the aggregate teferred as 

the "NA S Retirement System ) were all modified in 1US‘) with respect to the 
method hy which the annual contrihiition amounts were to he calculated in d 

luture. As a result, each svstem was siguilicandv underlunded. tei|ttiritig a "cat 

up payment to return to at tii.iri.il lull luudiitg. Runicipating lotal governmetr 

units were tillered the option ol ( 11 unionizing the I AAI amount due hy a n 
ceil.tin through a ditect loan liom the State which carried an N"m (lot I RS) or 

XI/ t"o (lor I RS and 1*1*RS) rale ol imetest until the liability was fully met. o,

(J) lin.m ing the I ' AAI through the issuance o f general obligation hotnls o\ 

statutoiv p nod (applic.thle to the particular retirement system), or (3) payin It

hv the date i cttain, l ew local governments, cucpt small jurisdictions with lev. 

employees, took the thiol option.

I luting the peiiotl I'SSU tlunngh l ‘ ,’M. comities, s itics and I,tiger school distri 

in pnniuilui. issued geint.il ohligatioil hotnls to pay oil theit then < mu lit hal.u 

ot un.imoni/ctl I AAI whenever inn test tales dippisi stilliciemlv to peimit a i t 

net inti is st s ost on I licit own hotnls than tits' X"n ot SI / i"n tale heing s hate,si; 

the 'sr.itv. I htting this pciind. !• k , i |  gnuinmeiits soukl i,sits' ten cv.u giiiei.il 

obligation hotnls with in i inietesi sosts m tits’ taiige ol li’St to > depend 

on the it sieilii rattnt: I he I*>S*> legislation liinh . i ptovided tin t at sin It time

pi m.ton onni./vrioM mmm. anh oiin.ir uhm i Mt’tovMiNt ut.Nt t i f



remaining amortization period was less than live years, local governments could no 

longer issue pension obligation bonds their own debt to pay oil the outstanding 

balances. Thus, with a permitted maximum statutory amortization period ol 

seventeen years lor most UAAI.s, the possibility ol financing of the 1989 I'AALs 

ended in the 2 0 0 1 -2 0 0 2 fiscal year o f most local governments.

Beginning in 1995, the State adopted legislation almost every year creating new 

retirement incentive programs lor various categories ol State and local government 

employees, largely to support a goal ol efficient downsizing ol government.

(lenerallv. the legislation establishing these programs did not at the rime include 

provisions for financing o f the resulting unfunded liabilities. Such costs, which added 

to any existing UAAI., were paid either by amortization through the NYS 

Retirement System or by cash.

C 'oncurrently in this time period, another type ol pension-related program was 

developed by the State legislature which authorized local governments to create 

service award and defined benefit programs for volunteer ambulance and lire lighting 

personnel. I he legislation permitted the financing ol contributions to certain ol such 

programs attributable to years ol volunteer service tendered dining the live years 

prior to adoption ol such ptograms. Such financing cannot he amortized user a 

period exceeding live years.

I i 2(10.5, new legislation was adopted lot the purpose ofsm iuural telbrm in the 

method and manner ol employea contributions to the NYS Retirement S\ ■: in. 

which legislation also included two provisions lot the issuance ol I’OMs:

1 l.ocal governments ate now permitted to issue l ’( Mis lot any outstanding 

obligations to the State for am existing, retirement incentive program (i.e., tfie 

leiitcmcm incentive programs established anuualb in the veals liom 1995 thioiigh 

2 0 0 2 ) .  ( I his ptosisiou was drafted by < biich attorneys on helull ol the N .  \o ik 

State Association of ( omtties./ I he .imotiiz.tlion period is limited to live u  us ,

2 Siniil.u to the lON'i legislation, a local government (and the Stale ilselt with 

legate! to iis ,mn employees) is permitted to anioiii/e a potiitHi ol iis normal 

aiuutal co iiiiih iilion lot one lisc.il yeai that is. local goivinuicnts are permitted
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to amortize the amount due on December I 5, 2004 to the HRS or IM'RS 

component ol the NYS Retirement System (except deficiency payments, 

adjustments relating to prior year payments, obligations lor retirement incenti' .es 

or other similar amounts) to the extent that such amount exceeds 7'!o ol the 

estimated “pensionable salary" base lin the then current fiscal year (2004 2 0 0 c .
I bis “amount eligible lor amortization” may he amortized over a live year period 

at 8 'lii with the State, or local governments are authorized to issue their own Uiztu 
obligations to pay such amount, with maximum maturity not to exceed live .us. 

( In or about October 14, 200.5, the State ( Comptroller is to determine the 

"amounts eligible for amortization."

Ihe only type o f financing specifically authorized lor l ’< >Bs in New York State .»uv 

general obligation bonds (which obligations ini hide a pledge ol the full laith am. 

credit and taxing power ol the local government). These bonds must he issued a the 

same manner, under the same procedural re<|tiiiements and subject to the satin .bt 

limits and other constraints as ll>r any capital project ol the local government. 

Mandatory or permissive referendum re»|uireiuents applicable to general obligati >n 

bonds of the particular type ol local government apply to bond resolutions 

authorizing l ’( )|5s. l ot example, school districts must receive votei apptoval bet- . 

issuing debt lot any purpose authorized hv the 200.5 legislation. (Note that the 

legislation in 1989 exempted stall school district l’()H> liom the voter approv.t: 

ret|uitement; this omission in tla 200.5 legislation may he collected during a It;: .ire 

legislative session.) I ikewise, lire distiais would need prior voter apptoval. I lie > nd 

tesoltiiions ol counties, towns and villages which amhoiize payment lot live yc i: n

less ate tint subject lo mandatedy ot perndssive leleieiuhim, Similailv, t ity hoiit: 

oidinances should not he subject to mandatory or permissive tcleivndiini mile 

spec ilicci hv applicable special c ity charter piovisions.

t Mice a bond tesohuion ha. been adopted bv a local government .im ltoiizin ; 

issuance ol l ’( )|5s. it is geiict.tlh nctcssan to publish a legal notice ol estopp 

iin hiding a suniiii.ils ol the bond resolution and allow the 2 0 -d.iy estoppel nd 

to elapse ptior lo the sale ol the l ’( M5s, I he ptupose ol the estoppel notice t 

ctisiitc that debt issued h\ the local government cannot Ik cItalicnged on an
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basis, procedural orotlierwi.se, except on constitutional grounds once tl:. estoppel 

period elapsed.

H ie New York State l.egislaiuie lias also autliori/eil the State itself to borrow in ordet 

to lund its UAAL on at least two occasions. In l')96, the State through the 

I dormitory Authority ol the State ol New York issued $773/173,000 ol l’< IBs as 

annual appropriation deb t. These bonds had a final maturity in 2003. I'll. 2003 

legislation described above also amended the State Retirement and Social .a ir ily

Law to authorize the State lo amortize a portion ol the State’s contribution bill lot

the fiscal year ending March 3 L 2 0 0 s. I lie amortizable portion is calcttl.ui.d in the 
same manner as that permitted local governments. Likewise, the State mnv either 

amortize that portion through the office ol the .State Comptroller for live s ears at X% 

or issue I’OBs.

In New York State, most tniin ii ipal issuers also provide post-employment e.iitlicare 
henelits to their retirees. Indeed, school districts, by law, have been prohib cd since 

I W-i from reducing retiree healthcare henelits to less than those offered to orient

employees. This protection from unilateral reduction o f henelits has been tended

am.ually and continues through May 13, 2()0b pursuant to ( liapter if* rn tie Laws

o f 2003. While numerous attempts ui mandate such protection have bee: made in

the State Legislative lor cities, towns, villages, lire districts and other unit t local

government, none has succeeded to date. N'eveiihciess, m.mv such Wa! 

governments do in la> t comiactuallv provide sin It protection.

I listorically, the New Yotk State Reiiienieiit System has not been involved u the 

administration ol ( )IT B and legislation would likely be necessary to expa its

responsibilities liom pensions to ( MTB. < nrrenily, each local unit ol g.o\ nient

contracts individually to piovidc t >1*113 henelits as an annual budgeted c use.

Several ol the inuriii ipal traile associations lor specific levels o f governuie: te

ptesentlv looking at ii >i tu.it i< m o f multi emploui t rusts lot their member ;>s.

Aibaine funding o f < MTB liabilities ihiough debt issuance by nuiuicipili ' and 

st bool ilis tiiiis in New Yotk State would lecpiiie special state legislation dc mining

( T I B liabilities to be a valid public piupose (and ptovitliug some nit tho, 1 llicii
t ak ill.ii ion) in order to permit genual obligation bonds to be issued, I i f * MU.
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OPEB bonds would he subject to the s.tmc constitutor al and statutory require! cuts

applicable to any capital project financing o f the local government. In adtlitiou. aclt

legislation could give the Common Retirement Fund on hehall of State or State :id

local employees and those local governments which may not have the express or 

implied powers to do so, the authority to set up and/or participate in O I’E li trio -■ as

described earlier.
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APPENDIX B

California

Pension obligation bonds had their start with the famous City o f Oakland,

( 'alifornia pension bond iinancing in 1985, the first P( )B in the country, which 

( brick helped to invent and for which it served as bond counsel. I hat financiitL and 

a number of copy-cats that rapidly followed were tax-exempt and primarily drive: .1 by 
then legal arbitrage possibilities. As explained in Chapter 6 , tax-exempt POBs I, rgelv 
tame to an end with the introduction of tax legislation di.u became part of the ex 

Reform Act o f 1986.

A new taxable version of P( )Bs .surfaced in late 1995. I hiring the la a decade si ..e, 

seventeen or so cities and twenty-one or so counties in California have issued 11 
Pi IBs (second only to New York) aggregating Si I billion (more than from am > slier 

state). The California Statewide Communities Development Authority has 

established a pool P( )B program to lower costs and interest rates through ecoii ues 

o f scale by pooling P< IBs issued by cities, counties and special districts.

I alifornia public entities do not have specific authority to issue P( )Bs. With tl. 

exception o f one tax-exempt n.msition rule (see ( liapter 6 ( !) P< >B transaction - tied 
as lease revenue bonds, all ol these POBs have been issued tmdei the local agetu 

refunding law (drafted by < b rick a lew years before lor othet purposes), I lotu s 

the local agency refunding law authorizes all local public entities iu I 'alifornia to 

iclcnul ptior bonds or "other evidence ol indebtedness. I he pension obligation the

county pension system, the I 'alifornia Public bmployccs Retirement System 01 et

retitetnent system is memorialized as a "debenture." thereby becoming an "cvid ,c o f

indebtedness, which can he telimded hv P( >Bs under the local agency icfundin . ttv.

0 Ilii- State1 o l Californ ia i’ii,n le i l  ’.(H i ilit an llim ity  lo i S t .ita  t 't l l s . i l l  .sm  1 am i aist n in .’na,’,,
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CITY/COUNTY
ISSUER I N D E N T U R E

- ►  TRUSTEE

I lie POBs are typically structured .is obligations payable Irom llie general id of

die issuer. I hey ,ire not lull fail Ii and credit taxing power general obligatioi >onds

kicked by die issuer's taxing power, because die CCalifornia ( .'onstitutioiTs .1 
limitation recjitiies .sttcli type ol bonds issued hy the state, cities, counties. .hool

districts (“ Dcht Limit Entities” ) to he approved bv two-thirds ol the electoi 

instead, CCalifornia POBs issued hy Debt I imit Entities have generally beer lesigned

to he valid without voter approval under a judicially created exception to 1: Mate

Constitutional debt limitation, which exception is generally icf erred lo as 

"obligations imposed by law." See discussion in Section A2 ol ( liapter S. |; mse

tin's exception to the ( '(institutional debt limit was and is much less dcvcli in the

case law (lew eases not directly on point) than the other two judicially cic.u v 

exceptions (lor lease linaiic in: and revenue bonds) each POB issue by IV ! v mit

Entities in ( ulilomi.i has been validated pursuant to I aliloinius validation tine

(Code ol Civil Procedure §$«Sh(> ,t uy.). Entities othei than Debt I imit I ties,

meaning audimiiics, agencies and distiicts ol v.tiious kinds (othei titan sc 1 1 
districts and community college distiicts,1. because they ate not subject to 
I 'oustitiitiou.il I Vbt I imit, need not icly on "obligations imposed by law rv

and can simply use the local agency iciimding law as auih.uiiy lin 11 iis jssii.i ol

l't >Bs. without a validation action.
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While there have been many validation actions lot POBs, they have no preceder- ..tl 

value or application to any transaction other than the specific transaction(s) 

validated.

What is validated in such validation actions is not legal principles but the bonds nd 

the other principal legal documents approved in a bond resolution. Before the 

validation action is filed, it is necessary lor the stale or local government issuer t> first

adopt the resolution and authorize the bonds, the documents and the validation 

action. The validation action is filed in the superior court o f the county in which die 

issuer is located, and an order lor publication o f summons is received. Summon - an 

then be published (usually in a newspaper ol general circulation in the city or o _nty 

in which the issuer is located), which takes a minimum ol 2 1 days. II no one an ,ers 
the complaint by the date specified in the summons, which must he at least 10 c .vs 
after completion of publication, the clerk can enter a del.mil. and sche< lu le a lk tig 

belt>re the judge lor the delault judgment (the timing ol which will depend on v . . 

jurisdiction, and may be a day or two or. in some jurisdictions, at least 15 clays _t 

the clerk enters the default).

So assuming the very best case, obtaining a validation judgment takes a minim ol

,i| to Hi days (depending on the jurisdiction) alter filing the validation compL.

( )l course, issuers are at the meicy ol the judge and the clctk. and it sometime i:es

a week ot more to get an order lor publication ol summons, ot longei than I '  vs

alter the i Ink enters a delimit to schedule the hearing. In addition, the judge , d

take the matter under .submission lor an indefinite amount ol time, or even di tee

with the proposed del uilt judgment, and decline to validate the ir.ms.niion. < 

granted, the default judgment may be appealed within dO days, but only oil 

jmisdicfional grounds. Therefore, it is typically assumed that the validation a, u 

will take approximately till days (not iniludingtlte.ippe.il period). It is genet t. 

considered reasonable to xel1 the I'< >Bx without waiting lot the dO da\ appeal oil 

lo tun, assuming no one has answeied the complaint, because the grounds lor peal 

ate' so narrow, but usiiallv the bond , losing does not occitt until after the nppc. 

period lias expited.
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I! someone does answer the complaint, then there is true two party litigation on the 

merits. While some expedited procedures are available, the timing lor resoiuition ol 

the litigation cannot he predicted, and may take many months unless settled or 

abandoned. So far, no one has answered the complaint and default jtidgmemts have 

been obtained lor every city and county BOB issuer. I lowever, the same w.e not true 

ol the State ol (atlilornia, whose validation complaint was answered hy the i Inward 

Jarvis Taxpayers Association, and resulted in a decision on September 2d. 2 ()()d by 
the Superior ( .‘nun in Sacramento ( .'minty declining to validate the State's proposed 

I’OBs. Similarly, a second validation Brought by the State was answered hv the 

Fullerton Association o f Concerned'taxpayers and resulted in a decision on tVtober 

2d, 20*>5 by a different judge ol the Superior Court in Sacramento Count’ - to the 

effect that the State has imposed its pension obligations on itself, distingue iiimg those 

imposed on local government hy the State, and therefore the State’s pension 

obligations are not obligations imposed hy law. The State, as of this writinv is 

appealing this decision.

The validation actions can and usually do validate not only the l’( )Bs to issued 

hut also any future l ’( )Bs or refunding I’OBs. Not all validation actions at- as 

inclusive or as flexible ax they could he (some leaving out future new mom or 

refunding I’OBs or costs u f issuance or locking in senii.innu.il interest pa- mi nt 

dates, etc.), and must he carefully reviewed before relied on lot future I'* )**-» or 

refunding l ’( >Bs.

Note, as mentioned in Section A2 ot * liapter d, that the "obligations impo- I hy 

law" concept that is generally used to support l ’t IBs in ( aliforni.t does not uppott 

reserves or capitalized interest because inclusion of sue It components in the 'ltd 

issue ate considered volitional not m.ind.itorv (as evidenced hv the ntmn nai 

( 'alifornia l't )Bs issued without them) ami thctcfoie not “obligations impi I hy 

law." ( usts o| issuance, on the other hand, can he included on the theoiy i - the-c 

cannot be avoided. I lie inability to include capitalized imetest makes ,u Iiu ng 

c m let ii budget tc-lief mote c It illcnging Fee disc ussion ol stim lure options , • > Vc lion 

( ’ nt ( haptci d). A lie iii.itieelv, the- l ’t IBs could he issued as annual .ippmp* etou 

bonds ot asset snip lease levenue hntuls (sec- Section A.) and t ol ( haptet .vliich 

can include reserve s ami capitalized imetest.
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O l’HB come in a variety ol different forms, collective bargaining agreements, 

employment contracts, MOUs, ordinances, board policies, even historical practices 

not supported hy formal action -  many o f which are short-term, subject to 

teauthorization, renegotiation or discretion. Therefore, the ease for "obligation), 

imposed l>y law" treatment may not work as well in each case for O l’HB as it bias for 

pension obligations, liven if “obligations imposed by law” theory could apply, fused 

on the particular facts or legislation or validation action, most municipalities di. not 

want to take a definitive legal position that its O l’HB obligations are legally binding 

obligations imposed by law.

Therefore, the ( )rrick team has developed a separate legal theory which avoids itese 

problems but otherwise functions exactly like “obligations imposed by law" so sat as 

the financing structure described above lor I’OBs is concerned. That is why w r e f e r 

to it as a "first cousin" to obligations imposed by law. The main difference is mute ol 

the arguments made in the validation papers.

liven entities that are not Debt I.imit Hntiiies, and therefore do not need to re.” on 

an "obligations imposed by law" theory or any variation and do not need a valaa.ition 

action, will encounter some of the same issues because, in relying on the local atteru-y 

relundim; law. they 't il l must have some "evidence ol indebtedness" t<> refund 

I lowever. a variation on the I’l )B structure (an address this piohlctn as well.

Most ( )|’HB bonds in ( '.ililmni.i are likely to follow very closely the lonn and 

su ite litre of I’OBs. I he same alternative structures (.miui.il appropri.it inn b n ot 

,1'set strip lease lew title bonds) would also be available.

oi n s i o n  out te,Atioi; nouns and mm it cost t mi’IOymi nt hi hi h i -





APPENDIX C

Oregon

State and local government issuers in Oregon have been among the most active 

ol I’OBs to finance their share of unfunded liability to the Oregon Public limp: 

Retirement System, I’OBs are issued in Oregon either as  limited tax bonds or a.- 
revenue bonds.

Prior to the passage o f the Pension Bonding Act in 2001, the < atv o f Portland. 

Multnomah (.'ottntv and Josephine ( iottni; issued significant sized POBs under 

Oregon’s Uniform Revenue Bond Act. In 2001, the Oregon Legislative Assent I > 

approved the Pension Bonding Act (which Orrick attorneys were involved in 

drafting). I he Pension Bonding Act granted authority to “governmental units, 

including cities, counties, si bool di. .rids, special districts, public corporations 

intergovernmental corporations, to sell lull laith and credit obligations lor the 

purpose o f refinancing pension obligations. POBs issued under the Pension Bm 

Aci are not subject to voter approval ir annual appropriation and may he issue, 

local governments individually or jointly.

Significant pooled POB ivues have been clone hy I ficgon school districts, 

comnumiiv college districts and local governments pursuant to the Pension 

Bonding Act. In these transactions, the participants pledgee! their liill laith . 

credit within tile limitations ol ihe ( begem Constitution and , .sued limited 

bonds, payable Irmu available genet ai funds ol the issuer. Available general 

include all ad valorem prnpenv tax icvenucs received ftont levies under each 

issuer's permanent rate lim it and all oilier unrestricted taxes, lees, charges at. 

tevenues legally available to pay debt set s ic e o.t the IR )Bs, I lie issuers ate e 

amhoii/eel to levy additional taxes to pay the POBs
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In the pooled school district and community college district transactions, individual 

ilistricts issued limited rax POBs in favor o f a hondlrustee, which in t, n ..sued 

obligations that represent a proportionate and undivided interest in and ricAi to 

receive POB payments pursuant to a Trust Agreement. These POBs have bi.-.n 

further secured by an Intercept Agreement between the State Department o '1 
liducarion and the school districts and community colleges under which t lv  Trustee 

was authorized to intercept specific education revenues otherwise paid by tlv. State to 

the school districts and community colleges in an amount equal to the delv service 

on each issuer’s POBs. Since 2003, several pooled POB issues have been a mpleted 

for Oregon school districts, education services districts, community colleges. 

counties, cities and special districts. J sac1 ‘ 1 1 transactions to d i r : have
been enhanced by bond insurance, By pooling these transactions, the issuer were 

able to increase the amount o f bonds sold, which increased access to invest «: s. 

lowered interest rates and reduced costs o f issuance.
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As an alternative to issuing POBs as limited tax bonds pursuant to the Pension 

Bonding Act as described above, issuers have the option to issue POBs as revet- uo 

bonds pursuant to the Uniform Revenue Bond Act or the Pension Bonding Act. 

The Uniform Revenue Bond Act allows municipalities to issue revenue bonds " >r 

any public purpose secured hy designated “revenues," which may include taxes 

anil virtually all other genet tl and special lund revenues and receipts ol the 

municipalities. The financing authority provided hy the Uniform Revenue Be • J  

Act is broad enough to include legal authority lor pubic bodies in Oregon to is sue 

POBs. The Uniform Revenue Bond Act requires issuer approval pursuant to . 

nonemergency ordinance or, in the altcrnati r , a resolution followed by notice end a 

60-day referendum period, during such period the revenue bonds may he refer - d 

to a vote o f the electorate i f a referendum petition is signed hy u least 5% ot re 

issuer's electors in the case ol a resolution or, in caseol a r.onemergcvey ord ir . -.ce, 

as specified in the applicable charter or code provision. Revenue bonds issued 

pursuant to the Pension Bonding Act are exempt Irom this potential referendi, ■

requirement.

W ith respect to potential OPP.B bond issues in Oregon, the financing author - 

provided hy the I 'uilnrm Revenue Bond Act and the Pension Bonding Act is 

believed to be sufficiently broad to permit public bodies in Oiegon to issue ( 1 : B 
bonds. I lowever, because ol the unique issues associated with ( )PbB bonds ai 

p.utictil.uly ( TPIB trusts, it is anticipated tlt.it special ( )PI B bond legislation II

he sought in the J0(l7 l egislative Session,

In a special election the I.ill ol 2003. ( begun voters approved an amendment r he

i begun ( onstiiuiion amhori/ing the Stale Treasurer to issue l'( TBs as general 

ohlig.uion bonds ol die State of Oregon lor die purpose ol paying substantial!' I ol

die State* UAAI . I lie amendment ptovided that ihe general ohlig.uion o f the ate

must contain a ditcel pmmisc on hehall ol llie Stale lo pay ihe priltcipal, pteu nt,

il any, and imeiesi on ih.it indebtedness. I lie Stale is also tequired to pledge ii ill

faith and i (edit and i.ixing power to pay that indebtedness: however, the ad v.i, in

t.isiug power ol the Stale may not lie pledged to pay that indebtedness. I he ai Hit

o| |’( T|i indebtedness authorized by the amendment that may In outstanding ny

time cannot exceed P’oo l the leal maihei value ol all prop.riy in the Si,tie, 11 ,

I'l NSION Olll 1C, AT ION HONKS ANI1 01 Ml II I’OSIEMPIOVMt Nt Itt Nil IIS


