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E x e c u t i v e  S u m m a r y



E x e c u t i v e  S u m m a r y

W h y  a r e  w e  h e r e ?

|  P u b l i c  e m p l o y e r s  i n  i h e  S t a t e  o f  A l a s k a  a r e  f a c i n g  s u b s t a n t i a l  f u n d i n g  s h o r t f a l l s  r e l a t i v e  t o  

t h e i  o b l i g a t i o n s  ( o n  a n  a c t u a r i a l  b a s i s ) .

• - < ■: v
A l a s k a  P u b l i c  E m p l o y e r s  . .  v ;

P E R S / T R S  U n f u n d e d  L i a b i l i t y  a s  o f  J u n e  3 0 ,  2 0 0 4 *
•  . . * * -

• '  • - P resen t  V a lu e

Tota l  PERS $3,413 m i l l io n

Sta te  of  Alaska Share 2,023 mill ion

Munic ipa l i ty  of A ncho rage  Share** 462 mil lion

Fa i rbanks  N o r th  S ta r  Borough Share*** 70 mil lion

Citv & Borough  of  Juneau  Share 63 mill ion

Rem ain ing  185 E m p lo y e r s  C o m b in ed 794 mil l ion

Tota l  T R S $2,278 m i l l ion

* Based on Mercer Consulting Actuarial Report.
** Includes both Municipality o f  Anchorage and Anchorage School District Share
*** Includes both Fairbanks North Star Borough and Fairbanks North Star Borough School District Share



E x e c u t i v e  S u m m a r y

W h a t  i s  a  U A L ?

i W h a t  i s  a  U A L ?  \ c t u a r i a l  c o m p u t a t i o n s  c o m p a r e  t h e  c o s t s  o f  f u t u r e  b e n e f i t s  t o  a  p r o j e c t i o n  o f  

a s s e t s  a v a i l a b l e  t o  m e e t  t h o s e  c o s t s .  A  s h o r t f a l l  i s  k n o w n  a s  a n  U n a m o r t i z e d  A c t u a r i a l  L i a b i l i t y  

o r  U A L .

U A L  =
a »
J P V  o f  A s s u m e d  F u t u r e  

B e n e f i t  C o s t s  \  .

less

o f  A s s u m e d  W o r t h  o f . 

P a s t a n d :, O n g o , i n g  >  '  

C o n t r i b u t i o n s  ■ •

w

K e y  D i i v e r s:

• B e n e f i t  L e v e l s

• H e a l t h  C a r e  C o s t s

• E m p l o y m e n t  /  R e t i r e e  P a t t e r n s

C >

K e y  D r i v e r s :

• C o n t r i b u t i o n  L e v e l s

• E a r n i n g s  R a t e s

• A s s u m e d

• A c t u a l
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E x e c u t i v e  S u m m a r y

M a j o r  P o i n t s  o f  T h i s  P r e s e n t a t i o n

1 jSe^tioriH * v. • . /  j  * K e y  P o in t s  *  * 1
it ' ' ■/ J  • .. * * ; ■f. ‘ |

2
W h a t  is P e n s io n  

F in a n c in g ?

P e n s io n  f in a n c in g  is a n  v c r e a s in g ly  c o m m o n  tool th a t  a l l o w s  m u n ic ip a l  i s s u e r s  to  a m o r t i z e  

u n f u n d e d  p e n s io n  l iab i l i t ie s  a t  a l o w e r  in t e r e s t  r a te  t h a n  th e  r a te  a s s u m e d  b y  a c tu a r i e s

3
P o te n t ia l  S a v in g s  

A n a ly s is

T h e  p o te n t i a l  p r e s e n t ' p lu e  s a v in g s  f r o m  p e n s io n  f in a n c in g  a r e  s ign if ican t:*

• S y s t e m - W id e  PERS: $876  m il l io n  - $1 .16  b i l l io n  ( a p p r o x im a te ly  $100 m i l l io n  p e r  y e a r )  

• S y s t e m - W id e  1 RS: $586  - $761 m i l l io n  ( a p p r o x i m a t e l y  $64 m il l io n  p e r  y e a r )

4
R isk  A n a ly s is

P e n s io n  f in a n c in g  is n o t  w i t h o u t  r isk .

• T h e  p r in c ip a l  f in a n c ia l  r isk  is th a t  t h e  P E R S /T R S  i n v e s t m e n t  p o r t fo l io  r e t u r n s  le ss  th a n  
th e  in te r e s t  r a te  o n  t l v  b o n d s  (5.80?o) o v e r  t h e  20 -30  y e a r  life o f  th e  b o n d s .  A l th o u g h  
h is to ry  a r g u e s  a g a in s t  s u c h  a d i r e  i n v e s t m e n t  p ro je c t io n ,  th is  r e s u l t  is p o s s ib le

• P o li t ica l  d e v e l o p  R en ts  a n d / o r  r e t i r e m e n t  s y s t e m  c h a n g e s  f u n d a m e n t a l l y  a l t e r  l a n d s c a p e

5
I m p l e m e n t a t i o n
C o n s i d e r a t i o n s

T h e  e x a c t  legal f o r m  o f  p e n s io n  f in a n c in g  in  A la s k a  is s till u n c le a r .  110278 w o u l d  p r o v i d e  an  

a p p r o a c h  fo r  local g o v e r n m e n t s  to  f in a n c e  o n  t h e i r  o w n  o r  in  " p o o l s "  v ia  th e  B o n d  B ank. C e r t a in  

i s s u e r s  m a y  a lso  b e  a b le  to  f in a n c e  o n  a s t a n d - a l o n e  b a s is

0
O r e g o n  H x a m p le

I h is  t e c h n i q u e  h a s  b e e n  w id e l y  e m p l o y e d  a c r o s s  th e  US. In O r e g o n ,  th e  C ity  oi P o r t l a n d  i s s u e d  
p e n s io n  b o n d s  in 1999, o t h e r  m u n ic ip a l i t i e s  fo l lo w e d ,  a n d  f in a l ly  th e  S ta te  e x e c u te d  a p e n s io n  
f in a n c in g  fo r  its o w n  a c c o u n t  in 2003

* L ow er end n f  sav ings range oascd  on  8 .25%  PV rate. 1 lig lter end  o f  PV sav ings range based on 5 .8 0 %  PV rale. P lease see 
page 10 o f  this p resen ta tion  for im portant ilisc .osu re  o f  (lie ca lcu la tio n  o f  the num bers on th is page.



W h a t  i s  P e n s i o n  F i n a n c i n g ?



W h a t  i s  P e n s i o n  F i n a n c i n g ?

O v e r v i e w

i
D e s c r i p t i o n

• A H  p u b l i c  e m p l o y e r s  m a k e  

a n n u a l  c o n t r i b u t i o n s  t o  f u t u r e  
b e n e f i t  c o s t s

• T h e s e  p a y m e n t s  a r e  b a s e d  o n  

a n  a c t u a r i a l  e v a l u a t i o n  o f  

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

a c c o u n t  a t  P E R S / T R S

• W h e n  v a l u e  o f  t h i s  a c c o u n t  

f a l l s  b e l o w  t h e  e s t i m a t e  o f  

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

d i f f e r e n c e  is  k n o w n  a s  t h e  

U A L

• S t a t e - W i d e  " U A L  s" :*

• P E R S :  $ 3 .4  b i l l i o n

• T R S :  $ 2 .2  b i l l i o n

E c o n o m i c s

• T h e  U A L  is  ' r e p a i d '  o r  

a m o r t i z e d  to  P E R S / T R S  o v e r  3 0  

y e a r s ,  a s s u m i n g  a s s e t s  w i l l  e a r n  
8 .2 5 %

• E f f e c t i v e l y ,  t h e  P E R S / T R S  

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

e m p l o y e r  t h e  U A L  a t  a  l o a n  r a t e  
o f  8 .2 5 %

• W i t h  p e n s i o n  f i n a n c i n g ,  t h e  

e m p l o y e r  b o r r o w s ,  v ia  b o n d s ,  

m o n e y  to  f u n d  t h e  U A L  t o d a y .

It t h e n  r e p a y s  i n v e s t o r s  a t  a  r a t e  

l o w e r  t h a n  8 .2 5 %

• In  t o d a y ' s  m a r k e t ,  a n  e m p l o y e r  
c o u l d  b o  t o w  a t  a n  a l l - i n  t a x a b l e  

r a t e  ( i.e .  i n t e r e s t  r a t e  i n c l u d i n g  

a l l  f i n a n c i n g  c o s t s  o f  i s s u a n c e )  o f  
a p p r o x i m a t e l y  5 .8 0 %

C o n s i d e r a t i o n s

• C o m p l e x i t y  o f  a n a l y s i s  a n d  

c a s h  f l o w s

• R i s k  t h a t  s a v i n g s  w i l l  b e  l e s s  

t h a n  e x p e c t e d  (i.e .  i n v e s t m e n t  

r i s k  - s e e  s e c t i o n  4)

• C r e d i t  r a t i n g  r i s k  ( s e e  s e c t i o n  4)

• U n u s e d  t e c h n i q u e  in  A l a s k a  

( s e e  s e c t i o n s  4 &  5)

• L o c a l  a u t h o r i t y / l e g a l  

s t r u c t u r e

• P o l i t i c a l  u n c e r t a i n t y



W h a t  i s  P e n s i o n  F i n a n c i n g ?

G r o w t h  i n  P e n s i o n  F i n a n c i n g  S o l u t i o n s

|  A c c e p t a n c e  o f  p e n s i o n  f i n a n c i n g  s o l u t i o n s  h a s  g r o w n  c o n s i d e r a b l y  o v e r  t h e  p a s t  f o u r  y e a r s .

As taxable fixed rates have dropped 'to historic lows... *..pension financing solutions have become common.

10-Year Treasury Taxable Pension Bond Financings

Financings 

80

2 0 0 0  2001  2 0 0 2  2 0 0 3  2 0 0 4  2 0 0 5

M any other m unic ipa lities and states -  includ ing I llin o is , W isconsin and Oregon -  have implemented pension 
financings to help solve state-w ide underfunding. The C ity  o f  P ortland  issued pension bonds in  1999 (senior 

managed by current M e rr il l Lynch bankers), a fte r which other m un ic ipa lities and the State then fo llow ed .



3 .  P o t e n t i a l  S a v i n g s  A n a l y s i s



r

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

U A L  P a s t  S e r v i c e  R a t e  R e p l a c e d  b y  L o w e r - C o s t  B o n d  D e b t  S e r v i c e

Status Quo

E m p l o y e r s

Consolidated/ 
Normal Cost 

Rate

T

I

I

♦

T

I

I

I

Past Service Rate

•  P E R S / T R S

.  *

Pension Financing

/  V 5 P .

- E m p l o y e r s

® T

Consolidated/ 
Normal Cost 

Rate

T

ll Debt Service in 
| Lieu of Past
| Service Rate

2 b

Proceeds of 
Bonds Pre-pay 
DAL Upfront

( J )  " S t a y i n g  C u r r e n t " :  A n n u a l  c o s t  o f  f u t u r e  b e n e f i t s  f o r  c u r r e n t  a n d  f u t u r e  e m p l o y e e s .

( 2 )  ' G e t t i n g  C a u g h t  U p " :  A m o r t i z a t i o n  o f  p a s t  u n d e r - f u n d i n g  o f  f u t u r e  b e n e f i t s  n o t  y e t  p r o v i d e d  fo r .



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

S y s t e m - W i d e  P E R S  ( $ 3 . 4  b i l l i o n  U A L ) ’

I 2009 Estimated Pension Costs
Status Quo

Consolidated Rate (x):
Past Service Rate (y):
Debt Service on Pension Bonds (z):

$233,009,263

d276,932,ijg>
N/A

Total Estimated Pension Costs (x+y): $509,941,444

After Pension Financing
Consolidated Rate (x):
Past Service Rate (y):
Debt Service on Pension Bonds (z):

Total Estimated Pension Costs (x+z):

$233,009,263
N/A

;$200,192,5T2~^)

$433,201,775

2 0 0 9 J C ) if l fe re n c e :  $ 7 6 .7  m i l l i o n

Estimated Present Value Savings■ ■ - - i ■ — — i ■ ——— ————  .I i . — j i

Status Quo
PV of Past Service: Rata: \

ifi
$3,413,502,000

After Pension Financing
PV of Debt Service on Pension Bor. is: $2,536,552,430

2 0 0 6 - 2 0 3 0  P V  D i f f e r e n c e :  $ 8 7 6 .9  m i l l i o n * *

Note th a t the above numbers are system-wide numbers w h ich  assume the entire unfunded l ia b il i ty  is 
financed. The im pact f o r  a specific employer w ou ld  depend on th a t employer's p a rticu la r unfunded l ia b i l i ty ,

•*  x 25% PV rale
* Please see payi 10 of this presentation for important disclosure on our calculation of the numbers on this page.



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

S y s t e m - W i d e  T R S  ( $ 2 . 2  b i l l i o n  U A L ) ’

i 2009 E stim ated  Pension Costs

Status Quo
Normal Cost Rate (x):
Past Service Rate (y):
Debt Service on Pension Bonds (z):

Total Estimated Pension Costs (x+y):

$84,254,490
^ T 8 5 . 9 0 q i j 3 >

N/A

$270,154,603

After Pension Financing
Normal Cost Rate (x):
Past Service Rate (y):
Debt Service on Pension Bonds (z):

Total Estimated Pension Costs (x+z):

$84,2G4,490
_______ N/A

Q ^3S,290,46g>

$222,5^4,956

2 0 0 9  D i f f e r e n c e :  $ 4 7 .6  m i l l i o n

E stim ated  Present V a lue  Savings

Status Quo
PV of Past Service Rate: $2,278,230,000

After Pension Financing
PV of Debt Service on Pension Bonds: $1,692,037,245

2 0 0 6 - 2 0 3 0  P V  D i f f e r e n t :  $ 5 8 6 .1  m i l l i o n ’

Note th a t the above numbers are system-wide numbers which assume the entire unfunded l ia b il i ty  is 
financed. The im pact fo r  a specific employer w ou ld  depend on th a t employer's p a rticu la r unfunded lia b ility .

• •  8 25% I’V rale
* Please see page 10 o f this presentation for important disclosun on our calculation of the numbers on this page.



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

P o t e n t i a l  E m p l o y e r  C o n t r i b u t i o n  R a t e  I m p a c t *

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

Syste,m-Wide PERS  ,i a p - % Sys tem -W ide  TRS

35%

2 30% *1 £

ajoc
c
oo

25%

20%
Ol

I -

10%

r ~

7 Z Z T 3 Z 3 T —
V u

U f \g g
u  / A v e r a g e  A  o f  3 .8 5 %

1 o r  $ 1 0 3  m i l l i o n  p e r  y e a r1 /

#  /  ^  ^  ^  ^  /  

—  PERS - No Financing PEPS - Financing

^  ^  ^  ^  ^  ^  $  

- TRS - No Financing ■ TRS Financing

( I I I  mver end o f savings range based on K ? s° „ |>v rale Higher end ol l*V savings range based on 5 SO",. |*V rale
* Please see page 10 of this presentation for important disclosure on our calculation of the numbers on this page.



D i s c l a i m e r

I
P l e a s e  n o t e  t h a t  t h e  n u m b e r s  o n  p a g e s  3 ,  7 -9 ,  a n d  2 6 -2 9  o f  t h i s  p r e s e n t a t i o n  a r e  M e r r i l l  L y n c h ' s  b e s t  e s t i m a t e  o f  

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

A c t u a r i a l  V a l u a t i o n  R e p o r t  a s  o f  J u n e  3 0 ,  2 0 0 4  ( i n c l u d i n g  s u p p l e m e n t a l  r e p o r t ) .  It s h o u l d  b e  n o t e d  t h a t  f u t u r e  

e m p l o y e r  c o n t r i b u t i o n  r a t e s  w i l l  b e  c a l c u l a t e d  b y  t h e  P E R S / T R S  a c t u a r y ,  n o t  M e r r i l l  L y n c h .  In  a d d i t i o n ,  f u t u r e  

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

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

l e v e l s  o f  t h e  P E R S / T R S  s y s t e m .  F o r  i n s t a n c e ,  if  t h e  P E R S / T R S  i n v e s t m e n t  p o r t f o l i o  r e t u r n s  l e s s  o n  a n  a v e r a g e  

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

t h e  p r o j e c t e d  e m p l o y e r  c o n t r i b u t i o n  r a t e s  p r o v i d e d  ip  t h i s  p r e s e n t a t i o n .  In  a d d i t i o n ,  if  t h e  p r o c e e d s  f r o m  a  

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

life  o f  t h e  b o n d s ,  t h e  e n t i t y  i s s u i n g  t h e  p e n s i o n  b o n d s  c o u l d  b e  w o r s e  o f f  t h a n  h a d  it n o t  i s s u e d  t h e  b o n d s .





R i s k  A n a l y s i s

K e y  V a r i a b l e s  U n d e r l y i n g  U A L  C a l c u l a t i o n  

|  P a y i n g  o f f  t h e  U A L  i s  t h e  f u n d a m e n t a l  o b j e c t i v e .  W h a t  k e y  d r i v e r s  c o u l d  c h a n g e  t h e  U A L ?

Actual' 
Earnings Rate

W h a t  i n v e s t m e n t  r a t e  w i l l  a s s e t  
a c t u a l l y  e a r n ?

• N o  c e r t a i n t y .  O n l y  a s s u m p t i o n s  

b a s e d  o n  h i s t o r i c a l  r e t u r n s .  S e e  

h i s t o r i c a l  a v e r a g e s  o n  p a g e  15



R i s k  A n a l y s i s

H o w  d o  w e  e v a l u a t e  f i n a n c i a l  s u c c e s s  o f  a  f i n a n c i n g  a p p r o a c h ?

|  I s  i t  i m p o r t a n t  t o  i d e n t i f y  i n c r e m e n t a l  r i s k  a s s o c i a t e d  w i t h  t h e  f i n a n c i n g .

• T h e  P E R S  S y s t e m  h a s  n e t  a s s e t s  o f  $ 8 . 5 9  b i l l i o n  a n d  t h e  T R S  S y s t e m  h a s  n e t  a s s e t s  o f  $ 4 . 0 2  b i l l i o n

• A l l  o t h e r  t h i n g s  e q u a l ,  w h e n  t h o s e  a s s e t s  e a r n  <  8 . 2 5 % ,  t h e  U A L  g o e s  u p

• I n  a  b o n d  s c e n a r i o ,  y o u  f i n a n c e  y o u r  c o n t r i b u t i o n  a t  5 . 8 0 %  i n  t o d a y ' s  m a r k e t

• A s  l o n g  a s  t h o s e  b o n d - f u n d e d  a s s e t s  e a r n  m o r e  t h a n  5 . 8 0 % ,  y o u  a r e  b e t t e r  o f f  t o r  h a v i n g  

b o r r o w e d

A s s e t  

I n v e s t m e n t  

Y ie ld  (% )

H a p p y  o v e r a l l

H a p p y  w i t h  p e n s i o n  b o n d s  b u t  U A L  m a y  s t i l l  g o  u p



I

Financing
R is k

R i s k  A n a l y s i s

S u m m a r y  o f  O t h e r  K e y  R i s k -

•J im

R is k  t h a t  p r o c e e d s  c o n t r i b u t e d  

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

b o n d  r a t e

R is k  t h a t  a d d i t i o n a l  d e b t  c o u l d  

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

r a t i n g s

C u s t o m a r y  f i n a n c i a l  m a r k e t  r i s k s ;  

m a r k e t  t i m i n g ;  d i s c l o s u r e ;  s t a f f  
t i m e

H i s t o r i c  i n v e s t m e n t  p e r f o r m a n c e  

H i s t o r i c a l l y  l o w  b o r r o w i n g  r a t e  

S e e  n e x t  t w o  s l i d e s

R a t i n g  a g e n c i e s  s u p p o r t  w e l l -  

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

p r o g r a m s  ( s e e  p a g e  16)

N o  d i f f e r e n t  t h a n  a n y  o t h e r  f i n a n c i n g  

u n d e r t a k e n  f o r  s a v i n g s ,  w i t h  

e x c e p t i o n  o f  h i g h e r  f i n a n c i n g  c o s t s  

d u e  to  n e w  a n d  m o r e  c o m p l e x  c r e d i t

R i s k  o f  a n  i n d i v i d u a l  e m p l o y e r  

t a k i n g  t h e  l e a d  a h e a d  o f  a 

S t a t e w i d e  s o l u t i o n

W h a t  if a n  e m p l o y e r  b o r r o w s  a n d  

S t a t e  f u n d s  U A L  l a t e r  t h r o u g h  b o n d s  

o r  c a s h  c o n t r i b u t i o n ?

W h a t  if  S t a t e  p r o v i d e s  c r e d i t  s u p p o r t  

to  p e n s i o n  b o n d s  a f t e r  a n  e m p l o y e r  

s e l l s  b o n d s ?



|  B e t w e e n  1 9 9 2  a n d  2 0 0 3 ,  i n c r e a s i n g  l i a b i l i t i e s  — n o t  p o o r  i n v e s t m e n t  p e r f o r m a n c e  — c a u s e d  t h e  

m o s t  d a m a g e  t o  t h e  P E R S / T R S  s y s t e m .

R i s k  A n a l y s i s

I n v e s t m e n t  R i s k

C h a n g e s .  i $  A s s e t s .  I n c l u d e :  e.

I n v e s t m e n t  p e r f o r m a n c e  

(i.e . i n v e s t m e n t  r i s k )

C h a n g e s  in  L i a b i l i t i e s  I d e l u d e :

• H e a l t h  b e n e f i t s  c o s t  

e x p e r i e n c e

• H e a l t h  a s s u m p t i o n  

c h a n g e s

• P l a n  c h a n g e s

• D e m o g r a p h i c  e x p e r i e n c e

• N o n - h e a l t h  c h a n g e s

/  * D r i v e r s  of P E R S / T R S  F u n d in g ;  R ^ t io  Changed (1992-2003) • . 1

PERS
Change in Fi nded Status

TRS
Change in Funded Status

Change Due to Assets

Change Due to Liabilities -18.5% -26.6%

Total Change in Funded Status -22.3% -29.3%



R i s k  A n a l y s i s

I n v e s t m e n t  R i s k

|  A s  l o n g  a s  t h e  b o n d  p r o c e e d s  t h a t  a r e  i n v e s t e d  i n  P E R S / T R S  y i e l d  m o r e  ( o v e r  t h e  2 0 - 3 0  y e a r  l i f e  

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

C o m p o u n d e d  A n n u a l  R e tu rn  O v e r  20-Year P e r io d s  o f  P o rtfo lio  o f  70% S to ck s  a n d  30% Bonds*

W ith  the exception o f the 20-year penods beginning in  1928 and 1929, a 70% s to c k /30% bond p o rtfo lio  
since 1926 has a lw ays returned more than today's assumed pension bond raie.

'  C om p ou n d ed  m utua l re tu rn s  fro n t Ib b o tson  A ssoc ia te s  " 2 0 0 4  Y e a rb o o k " . P o r t fo l i o  c om p rise d  o f  7 0 %  s to cks  (2 / 3  la rg e  cap and  1/3 sm a l 
.d p ) and  3 0 %  lo n g -te rm  c o rp o ra te  b onds .

15



R i s k  A n a l y s i s

C r e d i t  R i s k :  D o e s  p e n s i o n  f i n a n c i n g  d a m a g e  c r e d i t  r a t i n g s ?

|  R a t i n g  A g e n c y  P e r s p e c t i v e s

• C o m m o n  T o o l :  O v e r  1 6 0  ♦ a x a b l e  p e n s i o n  f i n a n c i n g s  i n  p a s t  3  y e a r s ,  w h i c h  a r e  h e l p f u l  c a s e  

s t u d i e s  o n  c r e d i t  i m p a c t .

• M a i n t e n a n c e  o f  E x i s t i n g  R a t i n g s  C o m m o n :  P e n s i o n  b o n d s  s i m p l y  r e p l a c e  t h e  ' ' s o f t "  f u t u r e  

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

m a i n t a i n  r a t i n g s ,  i s s u e r s  m u s t :

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

• U s e  c o n s e r v a t i v e  a c t u a r i a l  a s s u m p t i o n s  i n  t h e i r  s a v i n g s  c a l c u l a t i o n s ;

• I n c o r p o r a t e  p e n s i o n  b o n d s  a s  o n e  t o o l  o f  a  l a r g e r ,  c o m p r e h e n s i v e  p e n s i o n  p l a n ;

• E x a m p l e :  C i t y  o f  P o r t l a n d  m a i n t a i n e d  A A A  G O  r a t i n g  a n d  A a 2  l i m i t e d - t a x  r a t i n g  a f t e r  

p e n s i o n  b o n d s .

• L i m i t e d  P o t e n t i a l  f o r  A d v e r s e  C r e d i t  I m p a c t :  I l l i n o i s  d o w n g r a d e d  t o  c r e d i t  " n e g a t i v e "  b y  S & P  

a n d  d o w n g r a d e d  f r o m  A a 2  t o  A a 3  b y  M o o d y ' s .  S & P  c i t e d  n u m e r o u s  r e a s o n s  f o r  d o w n g r a d e ,  

i n c l u d i n g  " a  r e l i a n c e  o n  one-tim e  revenues, in c lu d in g  $2 b il l io n  in  pens ion  o b lig a tio n  bonds, t o  b a l a n c e  

t h e  2 0 0 3  a n d  2 0 0 4  b u d g e t s . "  T h a t  s a id ,  d o w n g ra d e  w o u ld  l i k e ly  h a v e  h a p p e n e d  . ve n  w i t h o u t  

p e n s io n  b o n d s .

1 6



5 .  I m p l e m e n t a t i o n  C o n s i d e r a t i o n s



I m p l e m e n t a t i o n  C o n s i d e r a t i o n s

B o n d  F u n d i n g  S o l u t i o n s

Q u e s t i o n :  H o w  c a n  l o c a l  g o v e r n m e n t s  -  s c h o o l  d i s t r i c t s ,  m u n i c i p a l i t i e s  o r  m u n i c i p a l  

e n t e r p r i s e s  -  p r e - p a y  t h e i r  u n f u n d e d  a c c r u e d  a c t u a r i a l  l i a b i l i t i e s  ( U A L )  w i t h o u t  

i n c u r r i n g  " d e b t " ?

G e n e r a l  O b l i g a t i o n  B o n d s :  S t a t e  C o n s t i t u t i o n  r e q u i r e s  f u n d i n g  a  " c a p i t a l  

i m p r o v e m e n t . "  O f  n o t e :  m a n y  p u b l i c  e n t i t i e s  o u t s i d e  o f  A l a s k a  c a n  u s e  G O  
B o n d s  f o r  p e n s i o n  f i n a n c i n g s .

R e v e n u e  B o n d s :  R e q u i r e  a  s e p a r a b l e ,  p l e d g e a b l e  r e v e n u e  s t r e a m .

P o t e n t i a l

S o T t r n o m

D e b t  I s s u e d  V i a  F u n d i n g  C o n d u i t :  L o ca l co n trib u tio n s  to  PERS/TRS n o t 
considered debt. M u n i c i p a l i t i e s  a g r e e  t o  m a k e  a n n u a l  P E R S / T R S  p a y m e n t s  to  
f u n d i n g  c o n d u i t .  F u n d i n g  c o n d u i t  s e l l s  p e n s i o n  b o n d s .  P e n s i o n  b o n d  

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

b e t w e e n  t h o s e  g o i n g  to  d e b t  s e r v i c e  o n  b o n d s  a n d  p a y m e n t s  t o  P E R S / T R S .  

C o n d u i t  c o u l d  b e  S t a t e - w i d e  o r  c r e a t e d  b y  a n  i n d i v i d u a l  e m p l o y e r .

A p p r o p r i a t i o n  B o n d s  B y  L a r g e r ,  W e l l - R a t e d  M u n i c i p a l i t i e s :  It is  d e b a t a b l e ,  

b u t  s o m e  l a w y e r s  d o  n o t  c o n s i d e r  a p p r o p r i a t i o n - b a c k e d  d e b t  to  b e  G O  d e b t ,  

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



I m p l e m e n t a t i o n  C o n s i d e r a t i o n s

D e b t  I s s u e d  V i a  F u n d i n g  C o n d u i t

M u l t i p l e  L o c a l  

- F m  p l o v e r s $

o r

j i n g l e  V \  

E m p l o y e r

\ / A n n u a l  C o n t r a c t u a l  

P E R S / T R S  P a y m e n t s

$

$
A n n u a l  C o n s o l i d a t e d  /  
N o r m a l  C o s t  P a y m e n t s

%P e n s i o n  S e r v i c i n g *  

C o r p o r a t i o n
• P E R S / T R S

O b l i g a t i o n  to  m a k e  
c o n t r i b u t i o n s  t o  P E R S / T R S  

i s  " c o n t r a c t u a l "  b u t  i s  n o t  

c o n s i d e r e d  " d e b t "

B o n d  D e b t  

S e r v i c e

$

t  \  B o n d\
$  \ s P r o c e e d s  

B o n d  \I1 P r o c e e d s  \

I

B o n d  7 ’r u s t e e

$

B o n d  D e b t  

S e r v i c e

t  $

I B o n d  

|  P r o c e e d s

I

C o u l d  b e  a  S t a t e  e n t i t y  o r  
a n  e n t i t y  s e t  u p  b y  a n  

i n d i v i d u a l  e m p l o y e r

I n v e s t o r s

R epresenta tive  H a w k e r in trodu ce d  H ouse B i l l  N o . 278 (inc luded  as A p p e n d ix  B) la s t A p r i l  w h ich  w o u ld  
m ake the B on d  B ank the " Pension S erv ic ing  C o rp o ra t io n "  (red  box above) f o r  m u lt ip le  lo c a l en tities . 
The b i l l  w i l l  rem ain  a c tiv e  m  the upcom ing  session. C e rta in  em ployers such as the M u n ic ip a l i ty  o f  
Anchorage w o u ld  p ro b a b ly  n o t need the B ond  B a n k  i f  i t  chose to  issue pension bonds on its  own.



I m p l e m e n t a t i o n  C o n s i d e r a t i o n s

K e y  A s p e c t s  o f  H o u s e  B i l l  N o .  2 7 8

i
E n t i t l e s  B o n d  B a n k  o r  B o n d  B a n k  S u b s i d i a r y  t o  a s s i s t  g o v e r n m e n t  e m p l o y e r s  b y  i s s u i n g  

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

A u t h o r i z e s  g o v e r n m e n t  e m p l o y e r s  t o  c o n t r a c t  w i t h  — a n d  t o  i s s u e  b o n d s ,  n o t e s ,  o r  

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

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

C o n s o l i d a t e d  b o n d - b a s e d  a p p r o a c h  p r o v i d e s  m u n i c i p a l i t i e s  w i t h  u n i f i e d  s o l u t i o n .

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

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

t o  b a c k  l o c a l  p e n s i o n  b o n d s .



r

I m p l e m e n t a t i o n  C o n s i d e r a t i o n s

N e x t  S t e p s

I
• R e s p o n d  t o  f e e d b a c k  f r o m  l e g i s l  ' . t o r s  a n d  g o v e r n m e n t  o f f i c i a l s ,  f u i t h e r  r e f i n e  a n a l y s i s

• D e v e l o p  d e t a i l e d  l e g a l  a p p r o a c h

• D i s c u s s  1 1 B 2 7 8  w i t h  l e g i s l a t o r s

• D i s c u s s  w i t h  D e p a r t m e n t  o f  l v  v n u e



6 .  O r e g o n  E x a m p l e



O r e g o n  E x a m p l e

C a . , d  S t u d y :  P e n s i o n  O b l i g a t i o n  F i n a n c e  i n  O r e g o n  

|  O v e r  $ 6 . 2  P i l l i o n  o f  p e n s i o n  o b l i g a t i o n  b o n d s  h a v e  b e e n  i s '  l e d  i n  O r e g o n  s i n c e  1 9 9 9

■ A  w i d e  r a n g e  o f  p u b l i c  e m p l o y e r s  h a v e  i s s u e d  p e n s i o n  b o n d s :

■ T h e  S t a t e

* T h e  C i t y  o f  P o r t l a n d

■ M u l t n o m a h  C o u n t y  ( t h e  C o u n t y  t h a t  P o r t l a n d  s i t s  i n )

■ S c h o o l  D i s t r i c t s

■ P o r t  o f  P o r t l a n d

■ I n  O r e g o n ,  U A L ' s  w e r e  d r i v e n  b y :

■ C h a n g e s  i n  t a x a b i l i t y  o f  b e n e f i t s

■ M i s m a t c h e d  i n v e s t m e n t  o p t i o n s :  e m p l o y e e  v s .  e m p l o y e r  c o n t r i b u t i o n s

■ I n c r e a s e d  c o s t  o f  b e n e f i t s

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

f i x e d  a n d  v a r i a b l e  d e b t



O r e g o n  E x a m p l e

T h e  C i t y  o f  P o r t l a n d ' s  A p p r o a c h

|  T h e  C i t y  i s s u e d  $ 3 5 0  m i l l i o n  o f  p e n s i o n  b o n d s  ' n  1 9 9 9

■ A t  t h e  t i m e ,  t h e  C i t y ' s  U A L  h a d  r o u g h l y  d o u b l e d  t o  $ 2 6 0  m i l l i o n  o v e r  a  t w o  y e a r  p e r i o d

■ P o r t l a n d ' s  c o n t r i b u t i o n  r a t e  w a s  s l a t e d  t o  i n c r e a s e  b y  r o u g h l y  7 %

■ G i v e n  t h e  s t r o n g  s t o c k  m a r k e t  a t  t h e  t i m e  a n d  t h e n - c u r r e n t  l o w  b o r r o w i n g  r a t e s ,  t h e  C i t y  

c h o s e  t o  i s s u e  P O B s

■ A t  t h e  t i m e ,  t h e  s t o c k  m a r k e t  h a d  e n j o y e d  a  s t r o n g  r u n  a n d  b o r r o w i n g  r a t e s  w e r e  a t t r a c t i v e



O r e g o n  E x a m p l e

T h e  C i t y  o f  P o r t l a n d ' s  R e s u l t s

|  T h e  C i t y  f u n d e d  1 0 0 %  o f  t h e i r  U A L  w i t h  a  c o m b i n a t i o n  o f  f i x e d  a n d  v a r i a b l e  r a t e  d e b t

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

s c h e d u l e

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

i n i t i a l  j u m p

■ V a r i a b l e  r a t e  d e b t  w a s  i s s u e d  t o  m i n i m i z e  t h e  o v e r a l l  c o s t  o f  f u n d s

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

F l o a t i n g  R a t e  v s .  F i x e d  R a t e

B reak-E ven

\imvo , ^  Fixed Rate
A ctual

10.0(1% F i x e d  R a t e  i------------------------------------------------------



O r e g o n  E x a m p l e

P o o l e d  L o c a l  G o v e r n m e n t s  a n d  t h e  S t a t e  I s s u e  P O B s

|  S i n c e  t h e  C i t y ' s  f i n a n c i n g ,  M u l t n o m a h  C o u n t y ,  t h e  S t a t e  a n d  m a n y  l o c a l  g o v e r n m e n t s  h a v e

f o l l o w e d  s u i t

■ P e n s i o n  r e f o r m  i n  O r e g o n  c o r r e c t e d  t h e  " m o n e y  m a t c h "  m i s m a t c h  i n  2 0 0 1  a n d  p r o v i d e d  a  

l e s s  c o s t l y  s u c c e s s o r  p l a n  f o r  f u t u r e  e m p l o y e e s

■ L e g i s l a t i o n  w a s  a l s o  p a s s e d  w h i c h  a l l o w e d  f o r  l o c a l i t i e s  t o  f o r m  p o o l s  f o r  t h e  p u r p o s e s  o f  

i s s u i n g  p e n s i o n  b o n d s

■ P O B s  t o t a l i n g  e v e r  $ 5 . 9  b i l l i o n  h a v e  b e e n  i s s u e d  s i n c e  1 9 9 9  f o r  M u l t n o m a h  C o u n t y ,  p o o l s  o f  

s c n o o l  d i s t r i c t s ,  s m a l l  c i t i e s  a n d  d i s t r i c t s  a n d  t h e  S t a l e

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

d o w n  f r o m  r o u g h l y  2 %  o v e r  T r e a s u r i e s  t o  1 %  o v e r

’X
\



O r e g o n  E x a m p l e

L e s s o n s  L e a r n e d

|  T h e  O r e g o n  c a s e  s h o w s  t h a t  a  P O B  m a r k e t  c a n  d e v e l o p  q u i c k l y  i n  a  s t a t e  w i t h  s u b s t a n t i v e  

s y s t e m a t i c  i s s u e s

■ P o l i t i c a l  l e a d e r s h i p  w a s  r e q u i r e d  b y  t h e  C i t y  o f  P o r t l a n d

■ A  s t r o n g ,  c r e d i t - w o r t h y  e n t i t y  c a n  f i n a n c e  o n  i t s  o w n

■ T h e  p o o l e d  a p p r o a c h  w o r k s  b u t  p r i m a r i l y  b e n e f i t s  s m a l l e r ,  l e s s  c r e d i t - w o r t h y  a n d  l e s s  

s o p h i s t i c a t e d  i s s u e r s

■ T h e  e c o n o m i c  b e n e f i t s  o f  t h i s  a p p r o a c h ,  t h o u g h  n e v e r  g u a r a n t e e d ,  h a v e  m a t e r i a l i z e d  f o r  

P o r t l a n d



A p p e n d i x  A :  D e t a i l e d  S a v i n g s  A n a l y s i s
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A p p e n d i x  A :  D e t a i l e d  S a v i n g s  A n a l y s i s

S y s t e m - W i d e  P E R S  A n a l y s i s *

NO ACTION PROPOSFO PENSION BOND SOLUTION POTENTIAL SAVINGS
Total Adjusted Pension Bond

Employer Employer Employer Employer Total Employer Employer Debt Service Total Decline In Decline in
Salaries/ Consolidated Past Service Contribution Contribution Employer Consolidated Consolidated to Pre-Fund Employer Employer Employer

Earnings (1) Rate (2) Rate (3) Rate Rate (4) Payments Rate (2) Payments Past Svc Rate Payments Payments Ctb. Rate
A B C D = B ♦ C E » D (5% Cap) F = A '  E G •  B H - A * G 1 J  - H » I K • F • J L - K / A

2006 S i ,527,758,000 13.24% 12.39% 25.63% 16.77% $256,205,017 13.24% 5202,275,159 $39,257,909 S241.533.u68 $14,671,949 0.96%
2007 1,593,097,000 13.32% 15.40% 28.72% 21.77% 346.817,217 13.32% 212,253,624 98,143,878 310,397,502 ’ 6,419,715 2.29%
2008 1,659,336.000 13.41% 15.86% 29.27% 26.77% 444,204,247 13.41% 222,461,646 174,383,878 396,845,524 47,;58,723 2.85%
2009 1,727,274,000 13.49% 16.03% 29.52% 29.52% 509,941,444 13.49% 233,009,263 200,192,512 433.201,775 76,735 669 4.44%
2010 1,797,014,000 13.57%, 16.03% 29.61* 29.61% 532,028,229 13.57% 24j,914 ,',00 208,862,512 452,777,’ 12 79,251,016 4.41%
2011 1,868,553,000 13.66% 16.03% 29.69% 29.69% 554,765,362 13.66% 255,182,055 217,792,512 472,974,567 81,790, T /5 4.38%
2012 1,944,093,000 13.74% 16.03% 29.77% 29.77% 578,812,941 13.74% 267,1 It ’78 222,232,512 494,350.890 84,462,051 4.34%
2013 2,027,803,000 13.82%, 16.03%, 29.86% 29.86% 603,932,863 1 279,6i8,801 237,092,512 5 16 ,7 11,3 13 87,27'.,550 4.31%
2014 2.105,750.000 13.91% 16.03% 29.94% 29.94% 630,452,508 13.91% 792,839,633 247,502,512 540,342,145 90 .10,363 4.28%
2015 2,193,906,000 13.99% 16.03% 30.02%, 30.02% 658,674,791 13,99% 306,927,449 258,582,512 565,509,961 93,164,329 4.25%
2016 2,285,874,000 14.07% 16.03% 30.11% 30.11%, 688,190,650 14.07% ’ 21,698,668 270,172,512 591,871,180 96,319,470 4.21%
2017 2,383,053,000 14,16% 16.03%, 30.19%, 30.19%, 719,433,468 14.16% 337,360,870 282,437,512 619,798,382 99,635,086 4.18%
7018 2,485,789,000 14.24% 16.03% 30.27% 30.27% 752,520,516 14.24% 353,976,354 295,422,512 649,398,866 103,121,650 4.15%
2019 2,594,418,000 14.32% 16.03% 30.36% 30.36% 787,507,684 14.32% 371,607,138 309,182,512 680,789,650 106,778,034 4.12%
2020 2.708,492.000 14 41% 16.03% 30.44% 30.44% 824,453,335 14.41% 390,203, 14 323,662,512 713,865,926 110,587,408 4.08%
2021 2,829,672,000 14,-9% 16.03% 30.52% 30.52% 863,698,066 14.49% 410,019,173 339,072,512 749,091,985 114,606,081 4,05%
2022 2,958,569.000 14.57% 16.03* 30.61% 30.61% 905,506,648 14.57* 431,162,122 355,485,357 786,647,479 118,859,169 4.02%
2023 3,095,433,000 14.66% 16.03% 30.69% 30.69% 949,975,096 14.66% 453,687,297 372,941,970 826,629,2‘ 7 123,345,879 3.98%
2124 3,240,508,000 14.74% 16.03% 30.77%, 30.77% 997,198,414 14.74% 477.650,8/9 391,480,000 869,130,879 128,067,535 3.95%
2025 3,394.392,000 14.82% 16.03% 30.86%. <0.86% 1,047,381,649 14.82% 503,162,041 411,180,000 914,342,041 133.039,609 3.92%
2026 3,559.091,000 14.91% 16.03% 30.94% '0.94% 1,101,167,473 14.91% 530,541,837 412,295,000 962,836,832 138,330,641 3.89%
2027 3,733,911,000 14.99% 16.03% 31.02% 31.02% 1,158,367,623 14.99% 559,713,259 454,750,000 1,014,463,259 143,904.364 .3.85%
2028 3,917,003,000 15.07% 16.03% 31.11% 31.11% 1,2 1  <1,432,247 15.07% 590,422,919 478,330,000 1,068,752,919 149.679,328 3.82%
202" 4,110,532,000 15.16% 1603%, 31.19% 31.19% 1,282,057,780 15.16% 62? 019,633 503,310,000 1,126,329,633 155,727,647 3.79%
2030 4,314,589.000 15.24% 16.03% 31.27% 31.27% 1,349,297,273 15.24% 657.543,364 529,705,000 1,187,248,364 162,048,910 3.76%

Adjusted Imployer Contribution 
Rate lower than iolal Employer 
Contribution Rate due to 5% 
growth cap, thereby increasing 
unfunded liability

Total I mployer Savings: $2,575,240,971 
PV of Employer Savings @ 5.80%: $1,161,905,490 
PV of Employer Savings Os' 8.25%: S876.949.570

( 1 ) Sulnncs/camings bused on 2004 Mercer I’l l<s Report, Page .VI, I able 2
(2) t'nnsolidaled Kale is an estimate based on conversation with Mercer Needs lo he validaled b> actuary Docs mil impact polcniial sirs mgs from financing
(.1) 201)6 Past Sers ice Kale based on 20(14 Mercer I’ l KS Report. Page Alter 2IKI6, Past Sets ice Kales assume S3 4 billion unfunded liabiliis from 2004 Mercer PI RN report is amortised over 25 years (2006-2030) at X 25% In addilion. after 2006, in years when the folnl I mployer C'onlribution Rale exceeds lire Adjusted I-.mployer Contribution Kale (due lit the 5% annual cap), the resulting growth in the unfunded liability is nnmrti/cd through 2030 at 8,25%
(4) 2006 tuid 2(107 Adjusted Imployer ('onlrihirlinn Kale based on 2004 Mcitci I’ l KS Keport, Page 3 Alter 2006, can grow maximunt 5% per year

* Please see page 10 of this presentation for important disclosure on our calculation o f the numbers on this page. 26

n



Appendix A: Detailed Savings Analysis
System-Wide TRS Analysis*

HO ACTION

Salaries/ 
Earnings(1)

Employer 
Normal Cost 

Rate (2)
Employer 

Past Service 
Rate (3)

Total
Employer

Contribution
Rate

Adjusted 
Employer 

Contribution 
Rate (4)

Total
Employer
Payments

A B C D » B ♦ C E D F = A '  E
2006 $548,534,000 14.281 24.57% 38.85% 21.00% $115,192,140
2007 562,254.000 13.76* 29.75% 43.51% 26.00% 146,186,040
2008 580,874,000 13.89% 30.94*. 44.83% 44.83% 260.384,026
2009 600,922.000 14.02% 30.94% 44.96% 44.96% 270.154,603
2010 622,528,000 14.15% 30.94% 45.09% 45.09% 280,679.937
2011 645,548,000 14.28% 30.94% 45.72% 45.22* 291.901,011
2012 669,573.000 14.41% 30.94% 45.35% 45.35% 303,615,211
2013 694,825,000 14.54% 30.94% 45.48% 45.48% 315.995,452
2014 721,832,000 14.67% 30.94% 45,61% 45.61% 329.219.330
2015 751,057.000 14.80% 30.94% 45.74% 45.74% 343.525.871
2016 787,222,000 14.93% 30.94f 45.87% 45.87% 358,803,098
2017 815,519,600 15.06% 30.94% 46.00% 46.00* 375,140,061
2018 850,831,000 15.19% 30.94% 46.13% 46.13% 392,493,418
2019 888,381.000 15 .33* 30.94% 46.26% 46.26% 410,974,215
2020 927.943,000 15.46% 30.94% 46.39% 46.39?, 430,486,365
2021 970,814,000 15.59*. 30.94* 46.52% 46.52% 451,641,130
2022 1.017.069.000 15.72* 30 94% 46.65% 46.65% 474,486,447
2023 1,066,441,000 15.85% 30.94% 46.78% 46.78% 498,910,648
2024 1,119 ,0 7 -j,000 15.98% 30.94% 46.91% 46.91% 524,993,955
2025 1,174,889,000 16.11% 30.94*. 47.04% 47.04*. 552,710,555
2026 1,233,515.000 16.24% 30.94*. 47.17% 47.17% 581,899,292
2027 1,295,129,000 16.37*. 30.94% 47.30% 47.30% 612.654,426
2028 1,359,839.000 16.50*. 30.94% 47.43% 47.43% 645.038.877
2029 1,428,015,000 16.63% 30.94% 47.57% 47.57% 679,240,753
2030 1,499,757,000 16.76% 30.94% 47 70% 47.70% 715 ,321,312

"B o a rd  R e c o m m en d e d  E m p lo y e r  
C o n t r i b u t i o n  Ra te "  a s  p i o v i d c d  in

PROPOSED PENSION BOND SOLUTION POTENTIAL SAVINGS
Employer 

Normal Cost 
Rate (2)

Employer 
Normal Cost 

Payments

Pension Bond 
Debt Service 
to Pre-Fund 

Past Srv Rate
TotalEmployer

Payments
Decline in 
Employer 
Payments

Decline In 
Employer 
Ctb. Rate

G = B H A ‘ G 1 J  » H • 1 K * F - J L * K / A
14.28% $78,330,655 $5,119,100 $83,449,755 $31,742,385 5.79%
13.76% 77,366,150 25,595,466 102,961,616 43.224,424 7.69%
13.89% 80,685,924 133,290,466 213,976,390 46,407,635 7.99%
14.02% 84,254,490 138.290.466 222,544,956 47,609,648 7.92%
14.15% 88,095,832 143,680,466 231,776,298 48,903,640 7.86%
14.28% 92,195,481 149,425,466 241,620,947 50,280,064 7.79%
14.41% 96,492,819 155,420,466 251,913,285 51,701,925 7.72%
14.54% 101,045,681 161,755.466 262,801,147 53,194,305 7.66*.
14.67% 105,914,723 168,525.466 274,440,189 54.779.140 7.59%
14.80% 111,18 1,8 20 175,850,466 287,032,286 56,493,585 7.52%
14.93% 116,816,353 183,670,466 300,486,819 58,316,279 7.46%
15.06% 122,852,619 192,035,466 314,888,085 60,251,977 7.39%
15 .19 * 129,281,921 200,915,466 330,197,387 62,296,031 7 32%
15.33% 136,1*4,320 210,375,466 346,521,786 64,452.430 7.26%
15.46% 143,419,642 220,365,466 363,785,108 66,701,257 7.19*.
15.59% 15 1,3 11 ,9 14 231,195,466 382,507,380 69,133,749 7.12%
15.72% 159,847,870 242.890,466 402,738,336 71,748.110 7.05%
15.85% 168,998,442 255.390,466 424,388,908 74,521,740 6.99%
15 >8% 178,798,992 268.745.000 447 543,99? 77,449,963 6.92%
16.11% 189,249,077 287,930,000 472,179,077 80,531,478 6.85%
16.24% 200,301,384 297,875,000 498,176,384 83,722,909 6.79%
16.37% 211,995 724 313,615,000 525,610,724 87,043,701 6.72%
16.50% 224,361,610 330,195 000 554,556,610 90,482,267 6.65*
16.63% 237,472,686 347,705,000 585,177,686 94,063,067 6 59*
16.76% 251,359,273 366,170,000 617,529,273 97,792,039 6.52%

Total Employer Savings: S I .622,843,750 
PV of Employer Savings @ 5.80%: $761,146,449
PV of Employer Savings (? 8.2$*: $586,192,755

2004 Mercer I RS Report 1 11  Salniies'eamings based on 2(104 Mcreer I KS Kcpnrl Page 2X, I able 2
(2) Normal Cost Kale is an csliiniilc based on conversalion unli Mcreer. Needs to be validaled by uciuat) Does nol inipaci potential savings front financing
(3) 2006 I’asl Service Kale based on 2004 Mcreer I KS Keport, I’age 3 After 2006, Past Service Kates assume $2 2 billion unfunded liability from 200-1 Mercer I KS report is amortized over 25 years (2006-2030) al X 25% In addition, after 2006, in years when lire I olal I mployer Contribution Kale exceeds the Adjusted Employer C onlribtilion Kale, the resulting growth in ihe unfunded liabililv is airnrti/cd through 2030 nl X 25%
(4) 2006 and 2007 Adjusted I mployer Contribution Kate based on 2004 Mcreer I KS Keport. Page 3

* Please see page 10 o f  th is  p resen ta tion  f o r  im p o rta n t d isclosure on ou r ca lc u la tio n  o f  the numbers on th is  page. 27



Appendix A: Detailed Savings Analysis
Pension Financing Savings Calculations*

i How we built to the savings calculations on the prior two pages...

• C o l u m n s  B -F :  I n  t h e  " N o  A c t i o n "  c o l u m n s ,  w e  e s t i m a t e  w h a t  f u t u r e  p a y m e n t s  w o u l d  b e  i f  n o  p e n s i o n  f i n a n c i n g  

o c c u r s  a n d  t h e  E m p l o y e r  C o n t r i b u t i o n  R a t e  i n c r e a s e s  a s  m u c h  a s  n e c e s s a r y  f o r  e m p l o y e r s  t o  p a y  o f f  t h e i r  2 0 0 4  

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

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

• T o t a l  E m p l o y e r  C o n t r i b u t i o n  R a t e  ( c o l u m n  D )  c a l c u l a t e d  b y  a d d i n g  C o n s o l i d a t e d / N o r m a l  C o s t  R a t e  

( C o l u m n  B) a n d  P a s t  S e r v i c e  R a t e  ( c o l u m n  C ) .  H o w e v e r ,  d u e  t o  5 %  a n n u a l  g r o w t h  c a p  in  P E R S  E m p l o y e r  

C o n t r i b u t i o n  R a t e s ,  A d j u s t e d  E m p l o y e r  C o n t r i b u t i o n  R a t e  ( c o l u m n  E )  l o w e r  i n  e a r l y  y e a r s ,  t h e r e b y  

g r o w i n g  u n f u n d e d  l i a b i l i t y .

• T o t a l  " N o  A c t i o n "  p a y m e n t s  c a l c u l a t e d  b y  m u l t i p l y i n g  A d j u s t e d  E m p l o y e r  C o n t r i b u t i o n  R a t e  b y  S a l a r i e s .

• C o l u m n s  G - J :  I n  t h e  " P r o p o s e d  P e n s i o n  B o n d  S o l u t i o n "  c o l u m n s ,  w e  e s t i m a t e  w h a t  f u t u r e  p a y m e n t s  w o u l d  b e  

if  e m p l o y e r s  c o n t i n u e  t o  m a k e  C o n s o l i d a t e d / N o r m a l  C o s t  R a t e  p a y m e n t s ,  b u t  r e p l a c e  P a s t  S e r v i c e  R a t e  

p a y m e n t s  ( a m o r t i z e d  a t  8 . 2 5 % )  w i t h  p e n s i o n  b o n d  d e b t  s e r v i c e  p a y m e n t s  ( a m o r t i z e d  a t  5 .8 0 % ) .

• T o t a l  " P r o p o s e d  P e n s i o n  B o n d  S o l u t i o n "  p a y m e n t s  c a l c u l a t e d  b y  a d d i n g  C o n s o l i d a t e d / N o r m a l  C o s t  R a t e  

p a y m e n t s  a n d  p e n s i o n  b o n d  d e b t  s e r v i c e .

• C o l u m n s  K - L :  F i n a l l y ,  i n  t h e  " P o t e n t i a l  S a v i n g s "  c o l u m n s ,  w e  t a k e  t h e  e x p e c t e i 1 d i f f e r e n c e  i n  f u t u r e  p a y m e n t s  

a n d  p r e s e n t  v a l u e  t h e s e  s a v i n g s  a t  b o t h  t h e  a c t u a r i a l  8 .2 5 %  r a t e  a n d  t h e  e x p e c t e d  b o n d  r a t e  o f  5 . 8 0 % .

* Please see page 10 o f  th is  p resen ta tion  f o r  im p o rta n t d isclosure on o u r ca lcu la tio n  o f  the numbers on th is  page. 28



Appendix A: Detailed Savings Analysis
Additional Data Points to Refine Savings Calculations*

|  We based our savings calculations off the 2004 Mercer Actuarial Report, but had to make some 
assumptions on our own. To refine our calculations, we will need more infoimation on:

• C u r r e n t  U n f u n d e d  L i a b i l i t y  I n s t e a d  o f  2 0 0 4  U n f u n d e d  L i a b i l i t y :  T o  c a l c u l a t e  t h e  p a s t  s e r v i c e  r a t e s ,  w e  

u t i l i z e d  u n f u n d e d  l i a b i l i t y  n u m b e r s  ( f r o m  t h e  M e r c e r  r e p o r t )  a s  o f  J u n e  3 0 ,  2 0 0 4 ,  a n d  a m o r t i z e d  t h e s e  l i a b i l i t i e s  

f r o m  2 0 0 6 - 2 0 3 0 .  O f  c o u r s e ,  t h e  " c u r r e n t "  u n f u n d e d  l i a b i l i t y  w i l l  c h a n g e  w h e n  t h e  n e x t  a c t u a r i a l  r e p o r t  is  

r e l e a s e d .

• F u t u r e  S a l a r i e s / E a r n i n g s :  W e  p u l l e d  f u t u r e  e m p l o y e r  s a l a r i e s  f r o m  T a b l e  2  o f  t h e  2 0 0 4  M e r c e r  P E iR S  a n d  T R S  

r e p o r t s  ( p a g e  3 3  i n  P E R S  r e p o r t  a n d  p a g e  2 8  in  T R S  r e p o r t ) .

• E x p e c t e d  F u t u r e  C o n s o l i d a t e c J / N o r m a l  C o s t  R a t e :  F u t u r e  c o n s o l i d a t e d / n o r m a l  c o s t  r a t e s  a r e  b a s e d  o n  a  

c o n v e r s a t i o n  w e  h a d  w i t h  M e r c e r ,  b u t  w o u l d  n e e d  t o  b e  f u r t h e r  v a l i d a t e d  b y  a n  a c t u a r y .  T h a t  s a i d ,  

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

b o t h  " N o  A c t i o n "  a n d  " P r o p o s e d  P e n s i o n  B o n d  S o l u t i o n "  c a s e s .

• C r e d i t  o f  t h e  B o n d s :  W e  h a v e  a s s u m e d  i n s u r e d ,  A 1  u n d e r l y i n g  r a t e d  b o n d s  w i t h  a  r e s e r v e  f u n d  e q u a l  t o  

a v e r a g e  a n n u a l  d e b t  s e r v i c e  ( f u n d e d  w i t h  a  s u r e t y  p o l i c y ) .

* Please see page 10 o f  th is  p resen ta tion  f o r  im p o rta n t d isclosure on o u r c a lc u la tio n  o f  the numbers on th is  page. 29
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R Y  R E P R E S E N T A T IV E  H A W K E R

In t r o d u c e d :  4 /1 9 /0 5  
R e fe r r e d :  S ta te  A f f a i r s ,  F in a n c e

A BILL 

FOR AN ACT ENTITLED 

"An Act relating to the Alaska Municipal Bond Bank Authority; permitting the Alaska

Municipal Bond Bank Authority or a subsidiary of the authority to assist state and

municipal governmental employers by issuing bonds and other commercial paper to 

enable the governmental employers to prepay all or a portion of the governmental 

employers' shares of the unfunded accrued actuarial liabilities of retirement systems 

and authorizing governmental employers to contract with and to issue bonds, notes, or 

commercial paper to the authority or its subsidiary corporation for that purpose; and 

providing for an effective date."

BE IT ENACTED BY THE LEGISLATURE OF TH E STATE OF ALASKA;

* Section I. A S  44.85.010 is a m e n d e d  "o read :

Sec. 44.85.010. Legislative policy, (a) It is t h e  p o l i c y  o f  t h e  s ta t e  to

(I) [T O ]  fo s t e r  a n d  p r o m o te  by  a ll  r e a s o n a b l e  m e a n s  th e  p ro v i s io n  o f

HOUSE B ILL  NO. 278

IN THE LEGISLATURE OF THE ‘ .TE OF ALASKA

TW ENTY-FOURTH LEGISLATURE - FIRST SESSION
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HB 278

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

slate to finance capital improvements or for other authorized purposes, to assis* 'hese 

municipalities in fulfilling their capital needs and requirements by use o f borrowed 

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

extent possif- Ic to reduce costs o f borrowed money to taxpayers and residents o f  the 

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

notes o f municipalities as sound and preferred securities for investment:

(2) [TO| encourage municipalities to continue thei” independent 

undertakings and financing o f capital improvements and other authorized purposes

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

orderly financing o f capital improvements and other purposes especially during 

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

otherwise able to borrow for capital needs;

(3) [TO] assist municipalities to provide for adequate insurance

coverage by authorizing the Alaska Municipal Bond Bank Authority to issue

negotiable or nonnegotiable revenue bond . notes, or certificates o f participation either 

directly or through an entit it may create for the purpose o f providing n self-insurance 

program for municipalities or municipal joint insurance arrangements organized under 

AS 2l.76i

(4) a s s i s t  g o v e r n m e n t a l  e m p l o y e r s  to  p r e p a y  a l l  o r  a  p o r t i o n  o f  

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

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

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

n o te s ,  o r  e o m m c r c i a .  p a p e r  h v  t h e  b o n d  h a n k  a u t h o r i t y  o r  h v  a  s u b s i d i a r y  

c o r p o r a t i o n  c r e a t e d  b y  t h e  b o n d  b a n k  a u t h o r i t y  u n d e r  A S  44.85.085.

(b) The legislature further declares that

(I) the exercise o f the powers of the state in the interest o f its 

municipalities a n d  in t h e  i n t e r e s t  o f  p u b l i c  e m p l o y e '1* o f  t h e  s t a t e  a n d  o f  i ts  

m u n i c i p a l i t i e s  is required to further and implement the policies declared in (a) of this 

section by authorizing the creation o f a state bond bank authority as a body corporate 

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

-2-
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1 to make capital funds available for borrowing by municipalities a n d  f o r  b o r r o w i n g

2 h v  o r  o n  b e h a l f  o f  g o v e r n m e n t a l  e m p l o y e r s ,  b y  a u t h o r i z i n g  g o v e r n m e n t a l

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

4 u n d e r  A S  44.85.085 f o r  t h e  p u r p o s e  o f  r e d u c i n g  f u t u r e  c o s t s  o f  p r o v i d i n g  

r e t i r e m e n t  a n d  o t h e r  b e n e f i t s  to  e m p l o y e e s ,  and by granting broad powers to the

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

7 o f the state and its taxpayers and residents:

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

9 bond bank authority only to provide adequate assurance and security to the holder* o f

10 the bonds or notes o f the bond bank authority ;

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

12 the lowest rates in terms o f borrowing to municipalities a n d  to  g o v e r n m e n t a l

13 e m p l o y e r s  as is consistent with a self-supporting operation with no expectation of

14 subsidization with state funds; the legislature does not intend that the bond oank

15 authority be utilized as a means to finance municipalities o r  g o v e r n m e n t a l  e m p l o y e r s

16 beyond their capability to meet repayment schedules and debt service requirements of

17 b o n d s , n o te s ,  c o m m e r c i a l  p a p e r ,  o r  c o n t r a c t u a l  o b l i g a t i o n s  to  t h e  b o n d  b a n k

18 authority [OR NOTES!.

19 * Sec .  2. AS 44.85.080 is amended to read:

20 Sec .  44.85.080. P o w e r s  of b o n d  b a n k  authority. The bond bank authority

2 1 may

22 ( I ) sue and be sued:

23 (2) adopt and alter an official seal;

24 (3) make and enforce bylaws and regulations for the conduct o f its

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

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

27 (5) acquire, hold. use. and dispose o f its income, revenues, funds, and

28 money;

29 (6) acquire, rent, lease, hold, use, and dispose o f other personal

30 property for its purposes;

31 (7) subject to AS 44.85.100(b), borrow money and issue its negotiable

HB0278a -3- H B 278
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1 bonds or notes and provide for and secure their payment, provide for the rights of their

2 holders and purchase, hold and dispose o f any o f its bonds or notes;

3 (8) fix and revise from time to time and charge and collect fees and

4 charges for the use o f its services or facilities;

5 (9) accept gifts or grants from the United Slates, or from any

6 governmental unit or person, firm, or corporation, carry out the terms or provisions or

7 make agreements with respect to the gifts or grants, and do all things necessary.

8 useful, desirable, or convenient in connection wun procuring, accepting, or disposing

9 of the gifts or grants;

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

11 agents, or employees or by contracts with a person:

12 (II)  make, enter into, and enforce all contracts necessary, convenient,

13 or desirable for the purposes o f the bond bank authority or pertaining to a loan to a

14 political subdivision, a purchase or sale o f municipal bonds or other investments, or

15 the performance o f its duties and execution of any of its powers under this chapter;

16 (12) purchase or hold municipal bonds at prices and in a manner the

17 bond bank authority considers advisable, and sell municipal bonds acquired or held b>

18 it at prices without relation to cost and in a manner the bond bank authority considers

19 advisable;

20 (13) invest funds or money of the bond bank authority not required at

21 the time o f investment for loan to political subdivisions for the purchase of municipal

22 bonds, in the same manner as permitted for investment o f  funds belonging to the state.

23 except as otherwise provided in this chapter:

24 (14) prescribe the form of application or procedure required o f a

25 political subdivision for a loan or purchase of its municipal bonds, fix the terms and

26 conditions o f  the loan or purchase, and enter into agreements with political

27 subdivisions w ith respect to loans or purchases:

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

29 public or private sale o f its municipal bonds, including advisory and other services,

30 and charge for services rendered:

31 (16) charge for its costs and services in review or consideration o f a

HB 278 -4-
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1 proposed loan to a political subdivision or purchase by the bond bank authority o f

2 municipal bonds o f the political subdivision, whether or not the loan is made or the

3 municipal bonds purchased;

4 f 17) fix and establish terms and provisions with respect to a purchase

5 of municipal bonds by the bond bank authority, including date and maturities o f the

6 bonds, provisions as to redemption or payment before maturity, and any other matters

7 which in connection with the purchase are necessary, desirable, or advisable in the

8 judgment o f  the bond bank authority;

9 (18) procure insurance against any losses in connection with its

10 property, operations, or assets it amounts and from insurers as it considers desirable:

11 (19) to the extent permitted under its contracts with the holders of

12 bonds or notes o f the bond bank authority, consent to modification o f the rate of

13 interest, time and payment of installment of principal or interest, security or any other

14 term o f a bond or note, contract or agreement o f any kind to which the bond bank

15 authority is a party;

16 (20) bv regulation, create a new entity o r new entities for the purpose

17 of issuing negotiable or nonnegotiable revenue bonds, notes, or certificates of

18 participation to finance a self-insurance program for municipalities or municipal joint

19 insurance arrangements organized under AS 21.76 or to provide assistance to

20 governmental e: rs under AS 44.85.085(a): the powers, duties, and

21 membership of t '  iew entity o r entities shall be limited to the powers, duties, and

22 membership o f i v  authority and stated in the regulation; the new entity o r entities

23 shall each be a public corporation and an instrumentality o f  the state with the same

24 legal existence and continuing succession as the bond bank authority: and

25 (21) do all acts and things necessary, convenient, or desirable to carry

26 out the powers expressly granted or necessarily implied in this chapter.

27 * Sec. 3. AS 44.85 is amended by adding new sections to read:

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

29 authority may create one or more subsidiary corporations for the following purposes:

30 ( I) providing financial and other assistance to governmental employers

31 to enable the governmental employers to reduce their costs o f providing retirement

HB0278a -5-
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1 and other benefits to their employees by prepaying all or a portion of their shares of

2 the unfunded accrued actuarial liabilities of retirement systems;

3 (2) receiving payments and providing servicing for payments to or

4 from participating governmental employers: and

5 (3) performing other duties and providing other services as the

6 subsidiary corporation considers necessary or desirable to further the purposes set out

7 in (I) and (2) o f this subsection.

8 (b) The bond bank authority may incorporate under AS 10.20.146 - 10.20.166

9 a subsidiary corporation created under (a) o f  this section. The bond bank authority

10 may transfer assets o f the bond bank authority to the subsidiary corporation and may

11 agree to secure bonds, notes, commercial paper, or other obligations o f the subsidiary

12 corporation w ith a reserve fund established under AS 44.85.270.

13 (c) A subsidiary corporation created under (a) o f this section may borrow

14 money and issue bonds, notes, commercial paper, or other obligations as evidence of

15 that borrow ing and may have all the powers o f  the bond bank authority that the bond

16 bank authority grants to it. The provisions o f AS 44.85.130 - 44.85.170 and 44.85.270

17 - 44.85.390 apply to the subsidiary corporation and to bonds, notes, commercial paper.

18 or other obligations issued by the subsidiary corporation. Unless otherw ise provided

19 by the bond bank authority, the debts, liabilities, and obligations o f the subsidiary

20 corporation are not the debts, liabilities, or obligations o f the bond bank authority.

21 (d) The staff o f  the bond bank authority serves as staff o f a subsidiary

22 corporation created under (a) o f this section. The bond bank authority shall determine

23 the membership or the process for selecting the membership o f the board o f directors

24 of the subsidiary corporation. The bond bank authority may permit some or all o f  its

25 directors to serve on the board o f  directors o f the subsidiary corporation.

26 Sec. 44.85.086. Pow ers of subsidiary corporation. A subsidiary corporation

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

28 under AS 44.85.085(c):

29 ( | j  to make loans to and enter into contracts with governmental

30 employers:

31 (2) to incur debt in furtherance o f its purposes in the form o f bonds.

HB 278 -6-
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notes, commercial paper, or other forms as the subsidiary corporation considers 

appropriate;

the subsidiary corporation for the purpose, including identified revenue and 

contractual payments from participating governmental employers, and the general 

assets and revenue o f  the subsidiary corporation; and

advisors, accountants, actuaries, and other contractors to provide assistance as the 

subsidiary corporation considers desirable to accomplish its purposes.

* Sec. 4. AS 44.85.100(b) is amended to read:

(b) The bond bank authority shall include in the report required by (a) of this 

section an estimate o f  the amount o f  revenue bonds o f the bond bank authority to be 

issued during the fiscal year following the fiscal year in which the report is submitted. 

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

o t h e r  o b l i g a t i o n s  i s s u e d  u n d e r  AS 4 <.E5.086 a n d  44.85.180(a)(5), t h e  [THE] bond 

bank authority may not issue revenue bonds [. OTHER i'HAN REFUNDING 

BONDS,] in excess o f S75.000.000 during any fiscal year beginning after .1 • .e 30. 

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

for that fiscal year,

* Sec. 5. AS 44.85.180(a) is amended to read:

(a) Subject to AS 44.85.100(b), the bond bank authority may issue its bonds or 

notes in principal amounts that it ci...aiders necessary to provide funds for any 

purposes under this chapter, including

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

authority and a municipality or a municipal joint insurance arrangement organized 

under AS 21.76;

(3) the payment, funding, or refunding o f the principal of. or interest or 

redemption premiums on, bonds or notes issued by it whether the bonds or notes or 

interest to be funded or refunded have or have not become due:

H B 0 2 7 8 a  -7 -  H B 2 7 8

(3) to secure its debt with a pledge of any assets that are available to

(4) to enter into contracts with underwriters, bond counsel, financial

( 1) the purchase o f municipal bonds:

(2) the making o f loans through the purchase o f municipal bonds.
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(4) the establishment oc increase o f reserves to secure or to pay bonds 

or notes or interest on bonds oi notes and all other costs or expenses o f the bond bank 

authority incident to and necessary or convenient to carry out its corporate purposes 

and powers^

(5) assisting governmental employers to prepay all or a portion of 

their share of the unfunded accrued actuarial liabilities of retirem ent systems, 

with security as the bond hank authority considers reasonable.

* Sec. 6. AS 44.85.180(c) is amended to read:

(c) Notwithstanding the provisions of (a) and (b) o f this section, the total 

amount o f bond bank authority bonds and notes outstanding at any one time [. 

EXCEPT BONDS OR NOTES ISSUED TO FUND OR REFUND BONDS OR 

NOTES,] may not exceed $500,000,000. This subsection does not annlv to (1) 

bonds or notes issued to fund or refund bonds or notes; (2) bonds, notes, 

commercial paper, and other obligations issued under AS 44.85.086 or 

44.85.180(a)(5).

* Sec. 7. AS 44.85.410(a)(5) is amended by adding a new paragraph to read:

(8) "governmental employer" means the Stale o f  Alaska or a 

municipality or other state or municipal governmental entity within me state, including 

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

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

emplo er.

* Sec. 8. This act takes effect immediately under AS 0 1. 10.070(c).

H B 278 -8-
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Disclaimers

i
M err il l  L y n c h  p r o h i b i t s  (a) e m p l o y e e s  f ro m ,  d i r e c t ly  o r  in d i r e c t ly ,  o f f e r in g  a f a v o r a b l e  r e s e a r c h  r a t i n g  o r  s p ec if ic  p r ic e  
ta rg e t ,  o r  o f f e r in g  to  c h a n g e  s u c h  r a t i n g  o r  p r ic e  ta rg e t ,  a s  c o n s id e r a t io n  o r  i n d u c e m e n t  fo r  th e  r e c e ip t  o f  b u s i n e s s  o r  
fo r  c o m p e n s a t i o n ,  a n d  (b) R e s e a rc h  A n a ly s t s  f r o m  b e in g  c o m p e n s a t e d  fo r  i n v o l v e m e n t  in  i n v e s t m e n t  b a n k i n g  
t r a n s a c t io n s  e x c e p t  to  th e  e x t e n t  th a t  s u c h  p a r t i c ip a t io n  is i n t e n d e d  to  b e n e f i t  i n v e s t o r  c l ie n ts .

T h is  p r o p o s a l  is c o n f id e n t i a l ,  fo r  y o u r  p r i v a t e  u s e  o n ly ,  a n d  m a y  n o t  b e  s h a r e d  w i th  o t h e r s  ( o th e r  th a n  y o u r  a d v i s o r s )  
w i t h o u t  M err i l l  L y n c h 's  w r i t t e n  p e r m i s s i o n ,  e x c e p t  th a t  y o u  ( a n d  e a c h  o f  y o u r  e m p lo y e e s ,  r e p r e s e n t a t i v e s  o r  o t h e r  
a g e n t s )  m a y  d i s c lo s e  to  a n y  a n d  all p e r s o n s ,  w i t h o u t  l im i ta t io n  o f  a n y  k in d ,  th e  tax  t r e a t m e n t  a n d  tax  s t r u c t u r e  o f  th e  
p r o p o s a l  a n d  all m a te r i a l s  o f  a n y  k in d  ( in c l u d in g  o p i n i o n s  o r  o t h e r  tax  a n a ly s e s )  th a t  a r e  p r o v i d e d  to  y o u  r e l a t i n g  to 
s u c h  tax  t r e a t m e n t  a n d  tax s t r u c t u r e .  F o r  p u r p o s e s  o f  th e  p r e c e d i n g  s e n te n c e ,  tax  re fe r s  to  U.S. f e d e ra l  a n d  s t a t e  tax. 
T h is  p r o p o s a l  is fo r  d i s c u s s io n  p u r p o s e s  o n ly .  M err i l l  L y n c h  is n o t  a n  e x p e r t  o n ,  a n d  d o e s  n o t  r e n d e r  o p in i o n s  
r e g a r d i n g ,  lega l,  a c c o u n t in g ,  r e g u la to r y  o r  ta x  m a t te r s .  Y ou  s h o u l d  c o n s u l t  w i th  y o u r  a d v i s o r s  c o n c e r n in g  th e s e  
m a t t e r s  b e fo re  u n d e r t a k i n g  th e  p r o p o s e d  t r a n s a c t io n .



fan Laing

F ro m :
Sent:

To:

Subject:

Brad Fluetsch [bjf@gci.net]

Tuesday, January 17, 2006 8:28 AM 

Rep. Paul Seaton 

Pension Bonds

Attachments: Bradley J Fluetsch (bjf@gci.net).vcf

Lets say you  issue a 20 year bond, and then lets say time goes by. In fact lets us say 15 years.

Is it p ru d e n t  to have a 60/40 asset allocation when you know that money is leaving in 5 years, or 4, 3, 2,1? What 
happens if 2001 is twenty years from now?

Bradley J Fluetsch, CFA 
Fluetsch Financial Services, LLC

mailto:bjf@gci.net
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From: Brad Fluetsch [bjf@gci.net]

Sent: Tuesday, January 17, 2006 7:30 AM

To: Pep. Paul Seaton

Subject: Pension Bonds

Attachments: Bradley J Fluetsch (bjf@gci.net).vcf

I have been thinking about the pension bond issue and this is something I would make those professionals do for 
you as Chairman.

E(r) is the expected return 8.25% with an expected standard deviation of 16%. To achieve that, a 60% stock, 
40% bond portfolio is used.

Add pension bonds to the equation where the proceeds are invested 100% into the stock market having no 
defense to your question why would I put proceeds into the bond market and guarantee a loss.

Now remodel the portfolio to earn 8.25%? You will be surprised at the answers.

Don't re-balance the portfolio and your expected return goes up to over 10% with a standard deviation ballooning 
well over 20%. A pension bond in the portfolio mix acts as a bond allocation reducer to the extent the cash flows 
and interest rates are comparable Add a pension bond subtract Lehman Aggregate exposure. Investment the 
proceeds into the equity market, is going all in, in Texas Hold-em w'»h a pair of 8’s.

One other thought. I just wonder about the decision makers in Alaska. It was bad decisions by the pension board 
that has us in this mess and look at who made the board up? 1 think there is a law against giving loading pistols 
to children to play with.

Bradley J Fluetsch, CFA  
Fluetsch Financial Services, LLC

Ian Laing

1/17/2006
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24-LS0883\A

B Y  R E P R E S E N T A T IV E  H A W K E R

Introduced: 4/19/05 
R e fe r r e d :  S ta t e  A f f a i r s ,  F in a n c e

A BILL 

FOR AN A CT ENTITLED 

"An Act relating to the Alaska Municipal Bond Bank Authority; permitting the Alaska 

Municipal Bond Bank Authority o r  a subsidiary of the authority  to assist state and 

municipal governmental employers by issuing bonds and other commercial paper to 

enable the governmental »m ployers to prepay all or a portion of the governmental 

employers' shares of the unfunded accrued actuarial liabilities of retirement systems 

and authorizing governmental employers to contract with and to issue bonds, notes, or 

commercial paper to the authority or its subsidiary corporation for that purpose; and 

providing for an effective date."

BE IT ENACTED BY T H E LEGISLATURE OF TH E STATE O F ALASKA:

* Section 1. AS 44.85.010 is amended to read:

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

(1) [TO] foster and promote by all reasonable means the provision of
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1 adequate capital markets and facilities for borrowing money by municipalities in the

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

3 municipalities in fulfilling their capital needs and requirements by use o f borrowed

4 money within statutory interest rate or cost o f borrowing limitations, to the greatest

5 extent possible to reduce costs o f borrowed money to taxpayers and residents o f the

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

7 notes o f municipalities as sound and preferred securities for investment;

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

9 undertakings and financing o f capital improvements and other authorized purposes

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

11 orderly financing o f capital improvements and other purposes especially during

12 periods o f restricted credit or money supply, particularly for those municipalities not

13 otherwise able to borrow for capital needs;

14 (3) [TO] assist municipalities to provide for adequate insurance

15 coverage by authorizing the Alaska Municipal Bond E lk Authority to issue

16 negotiable or nonnegotiable revenue bonds, notes, or certificates o f participation either

17 directly or through an entity it may create for the purpose o f  providing a self-insurance

18 program for municipalities or municipal joint insurance arrangements organized under

19 A S21.76i

20 (4) assist governm ental em ployers to prepay all or a portion of

21 their share of unfunded accrued actuarial liabilities of retirem ent systems in an

22 effort to reduce the ir costs of satisfying the ir contractual obligations to provide

23 retirem ent and o ther benefits to public employees through the issuance of bonds,

24 notes, or com m ercial paper by the bond bank au thority  or by a subsidiary

25 corporation created by the bond bank au thority  under AS 44.85.085.

26 (b) The legislature further declares that

27 (1) the exercise o f the powers of the state in the interest o f its

28 municipalities and in the interest of public employees of the state and of its

29 m unicipalities is required to further and implement the policies declared in (a) o f this

30 section by authorizing the creation o f a state bond bank authority as a body corporate

31 and politic that will have full powers to borrow money and to issue its bonds and notes
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1 to make capital funds available for borrowing by municipalities and for borrowing

2 j \  or on behalf of governmental employers, by authorizing governmental

3 employers to contract with the bond bank authority or with a subsidiary created

4 under AS 44.85.085 for the purpose of reducing future costs of providing

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

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

7 o f the state and its taxpayers and residents;

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

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

10 the bonds or notes of the bond bank authority;

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

12 the lowest rates in terms of borrowing to municipalities and to governmental

13 employers as is consistent with a self-supporting operation with no expectation of

14 subsidization with state funds; the legislature docs not intend that the bond bank

15 authority be utilized as a means to finance municipalities or governmental employers

16 beyond their capability to meet repayment schedules and debt service requirements of

17 bonds, notes, commercial paper, or contractual obligations to the bond bank

18 authority [OR NOTES].

19 * Sec. 2. AS 44.85.080 is amended to read:

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

21 may

22 (1) sue and be sued;

23 (2) adopt and alter an official seal;

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

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

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

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

28 money;

29 (6) acquire, rent, lease, hold, use, and dispose o f other personal

30 property for its purposes;

31 (7) subject to AS 44.85.100(b), borrow money and issue its negotiable

HB0278a -3- HB 278
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1 bonds or notes and provide for and secure their payment, provide for the rights of their

2 holders and purchase, hold and dispose o f any o f its bonds or notes;

3 (8) fix and revise from time to time and charge and collect fees and

4 charges for the use o f its services or facilities;

5 (9) accept gifts or grants from the United States, or from any

6 governmental unit or person, firm, or corporation, carry out the terms or provisions or

make agreements with respect to the gifts or grants, a id do ail things necessary,

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

9 o f  the gifts or grants;

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

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

12 (11) make, enter into, and enforce all contracts necessary, convenient,

13 or desirable for the purposes o f the bond bank authority or pertaining to a loan to a

14 political subdivision, a purchase or sale o f municipal bonds or other investments, or

15 the performance o f its duties and execution o f any o f its powers under this chapter;

16 (12) purchase or hold municipal bonds at prices and in a manner the

17 bond bank authority considers advisable, and sell municipal bonds acquired or held by

18 it at prices without relation to cost and in a manner the bond bank authority considers

19 advisable;

20 (13) invest funds or money o f the bond bank authority not required at

21 the time o f investment for loan to political subdivisions for the purchase o f municipal

22 bonds, in the same manner as permitted for investment of funds belonging to the state,

23 except as otherwise provided in this cuapter;

24 (14) prescribe the form o f application or procedure required of a

25 political subdivision for a loan or purchase o f its municipal bonds, fix the terms and

26 conditions of the loan or purchase, and enter into agreements with political

27 subdivisions with respect to loans or purchases;

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

29 public or private sale o f its municipal bonds, including advisory and other services,

30 and charge for services rendered;

31 (16) charge for its costs and services in review or consideration of a
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1 proposed loan to a political subdivision or purchase by the bond bank authority of

2 municipal bonds o f the political subdivision, whether or not the loan is made or the

3 municipal bonds purchased;

4 (17) fix and establish terms and provisions with respect to a purchase

5 o f municipal bonds by the bond bank authority, including date and maturities o f the

6 bonds, provisions as to redemption or payment before maturity, and any other matters

7 which in connection with the purchase are necessary, desirable, or advisable in the

8 judgment o f the bond bank authority;

9 (18) procure insurance against any losses in connection with its

10 property, operations, or assets in amounts and from insurers as it considers desirable;

11 (19) to the extent permitted under its contracts with the holders of

12 bonds or notes of the bond bank authority , consent to modification of the rate of

13 interest, time and payment o f installment o f principal or interest, security or any other

14 term o f a bond or note, contract or agreement o f  any kind to which the bond bank

15 authority is a party;

16 (20) by regulation, create a new entity o r new entities for the purpose

17 o f  issuing negotiable or nonnegotiable revenue bonds, notes, or certificates of

18 participation to finance a self-insurance program for municipalities or municipal joint

19 insurance arrangements organized under AS 21.76 or to provide assistance to

20 governm ental employers under AS 44.85.085(a); the powers, duties, and

21 membership of the new entity or entities shall be limited to the powers, duties, and

22 membership of the authority and stated in the regulation; the new entity or entities

23 shall each be a public corporation and an instrumentality of the state with the same

24 legal existence and continuing succession as the bond bank authority; and

25 (21) do all acts and things necessary, convenient, or desirable to carry

26 out the powers expressly granted or necessarily implied in this chapter.

27 * Sec. 3. AS 44.85 is amended by adding new sections to read:

28 Sec. 44.85.085. C reation of subsidiary corporation, (a) The bond bank

29 authority may create one or more subsidiary corporations for the following purposes:

30 (1) providing financial and other assistance to governmental employers

31 to enable the governmental employers to reduce their costs o f providing retirement
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1 and other benefits to their employees by prepaying all or a portion of their shares o f

2 the unfunded accrued actuarial liabilities of retirement systems;

3 (2) receiving payments and providing servicing for payments to or

4 from participating governmental employers: and

5 (3) performing other duties and providing other services as the

6 subsidiary corporation considers necessary or desirable to further the purposes set out

7 in (1) and (2) o f  this subsection.

8 (b) The bond bank authority may incorporate under AS 10.20.146 - 10.20.166

9 a subsidiary corporation created under (a) of this section. The bond bank authority

10 may transfer assets o f the bond bank authority to the subsidiary corporation and may

11 agree to secure bonds, notes, commercial paper, or other obligations of the subsidiary

12 corporation with a reserve fund established under AS 44.85.270.

13 (c) A subsidiary corporation created under (a) o f  this section may borrow

14 money and issue bonds, notes, commercial paper, or other obligations as evidence of

15 that borrowing and may have all the powers o f the bond bank authority that the bond

16 bank authority grants to it. The provisions o f AS 44.85.130 • 44.85.170 and 44.85.270

17 - 44.85.390 apply to the subsidiary corporation and to bonds, notes, commercial paper,

18 or other obligations issued by the subsidiary corporation. Unless otherwise provided

19 by the bond bank authority, the debts, liabilities, and obligations of the subsidiary

20 corporation are not the debts, liabilities, or obligations of the bond bank authority.

21 (d) The staff o f the bond bank authority serves as staff of a subsidiary

22 corporation created under (a) o f this section. The bond bank authority shall determine

23 the membership or the process for selecting the membership of the board of directors

24 o f the subsidiary corporation. The bond bank authority may permit some or all of its

25 directors to serve on the board o f directors o f the subsidiary corporation.

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

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

28 under AS 44.85.085(c):

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

30 employers;

31 (2) to incur debt in furtherance o f its putposes in the form of bonds,
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notes, commercial paper, or other forms as the subsidiary corporation considers 

appropriate;

(3) to secure its debt with a pledge o f  any assets that are available to 

the subsidiary corporation for the purpose, including identified revenue and 

contractual payments from participating governmental employers, and the general 

assets and revenue o f the subsidiary corporation; and

(4) to entei into contracts with underwriters, bond counsel, financial 

advisors, accountants, actuaries, and other contractors to provide assistance as the 

subsidiary corporation considers desirable to accomplish its purposes.

* Sec. 4. AS 44.85.100(b) is amended to read:

(b) The bond bank authority shall include in the report required by (a) of this 

section an estimate of the amount of revenue bonds o f the bond bank authority to be 

issued during the fiscal year following the fiscal year in which the report is submitted. 

O ther than refunding bonds and other than bonds, notes, commercial paper, or 

other obligations issued under AS 44.85.086 and 44.85.180fa)(5). the [THE] bond 

bank authority may not issue revenue bonds [, OTHER THAN REFUNDING 

BONDS,] in excess of $75,000,000 during any fiscal year beginning after June 30, 

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

for that fiscal year.

* Sec. 5. AS 44.85.180(a) is amended to read:

(a) Subject to AS 44.85.100(b), the bond bank authority may issue its bonds or 

notes in principal amounts that it considers necessary to provide funds for any 

purposes under 'his chapter, including

(1) th ^ u rc h a s ^ o f  municipal bonds,

(2) the making o f  loans through the purchase o f municipal bonds, 

notes, or certificates of participation secured by an agreement between the bond bank 

authority and a municipality or a municipal joint insurance arrangement organized 

under AS 21.76;

(3) the payment, funding, or refunding o f the principal of, or interest or 

redemption premiums on, bonds or notes issued by it whether the bonds or notes or 

interest to be funded or refunded have or have not become due;
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1 (4) the establishment or increase of reserves to secure or to pay bonds

2 or notes or interest cn  bonds or notes and all other costs or expenses of the bond bank

3 authority incident to and necessary or convenient to carry out its corporate purposes

4 and powers^

5 (51 assisting governm ental employers to prepay all or a portion of

6 their share of the unfunded accrued actuarial liabilities of retirem ent systems.

7 with security as the bond bank authority  considers reasonable.

8 * Sec. 6. AS 44.85.180(c) is amended to read:

9 (c) Notwithstanding the provisions of (a) and (b) o f  this section, the total

10 amount of bond bank authority bonds and notes outstanding at any one time [,

11 EXCEPT BONDS OR NOTES ISSUED TO FUND OR REFUND BONDS OR

12 NOTES,] may not exceed $500,000,000. This subjection does no? apply to (1)

13 bonds or notes issued to fund or refund bonds o r notes: (2) bonds, notes,

14 commercial paper, and other obligations issued under AS 44.85.086 or

15 44.85.180(a)(5).

16 * Sec. 7. AS 44.85.410(a)(5) is amended by adding a new paragraph to read:

17 (8) "governmental employer" means the State o f Alaska or a

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

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

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

21 employer.

22 * See. 8. This act takes effect immediately under AS 01.10.070(c).
^  / /  .  / -

V ,
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CHAPTER ONE

Introduction

Pension ob lig ation  I Hinds ("P O B s " ) are bonds issued by a s late o r loca l governm ent 
to  pay Its ob ligation  to the pension fu n d  o r  system  In w hich Its em p loyees (o r  o tlie rs  
fo r whose pension benefits It is responsib le) are mem bers. P O B s  are an increasingly 
p opu la r way fo r state o r  loca l governm ents to  accom p lish  a variety o f  financia l and 
o th e r (in c lud ing  po litica l) objectives.

A ccord ing to  T h om son  F inancia l, d u ring  the past decade there have been at least 
2 7 5  P O B  Issues by state and  local governm ent Issuers In at least 2 2  states.

T h e  purpose o f  this pam ph let Is to  In troduce interested parties to  d ie  reasons why 
P O B s  are issued, advantages/disadvantages, structure alternatives, federa l lax  Issues, 
and representative p rogram s tn three states where P O B s  are pa rticu la rly  popu la r.

T h e  au th o r is chair o f  d ie  Pub lic Finance D epa rtm en t at O r r ic k . H e rrin g ton  8r 
Su tc liffe  LLP and has been b ond  counsel on  m o re  than twenty P O B s  in  various states. 
O rric k  is the na tion s p rem ier bond  counse l firm , ranked num be r on e  fo r  m o re  Ilian  
a decade.' w ith  extensive experience in a ll types o f  P O B  and  s im ila r financings.'

• Rankings lor securities transactions of various types are performed annually by Thomson Financial, 
which has ranked Orrick number one In (he country as bond counsel since prior to 1990. In an average 
year, Orrick handles more lhan _oo bond issues, aggregating more than S20 billion.
’ Orrick is ranked by Thomson Financial as the number one bond counsel in Ihe country lor POBs over 
Ihe Iasi decade, with more lhan 4 limes as many such issues as Ihe second ranked firm.
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CHAPTER TWO

Pension Obligations

Pension ob ligations genera lly fa ll in to  tw o categories:

A. Unfunded Accrued Actuarial Liability (UAAL)

T h e  un funded  accrued actuarial liab ility  ("U A A L " ) Is de te rm ined  by tlie actuary 
fo r  the pension fu n d  to  lie the am oun t by w hich the p ension  fu n d  is short o f  the 
am oun t that w ill be necessary, w ith ou t fu r th e r paym ents fro m  tlie  s ta le o r loca l 
governm ent, to  pay lieneflts a lready rned  by  cu rren t and  fo rm e r em p loyees 
covered by the pension system . T lie  U A A L  is based o n  assum ptions (in  som e cases 
established by d ie actuary and in  som e cases by d ie  pension system o r by t lie  state o r 
local governm ent) as to  retirem ent age. m orta lity , p ro jected salary Increases attribu ted 
to  in fla tion , across-the-board raises and  m erit raises, increases in  reO remcnt benefits, 
cost-o f- liv ing  adjustm ents, va luation o f  cu rren t assets, investment re tu rn  and other 
matters. In  o rder to  avoir! v o la tility  in  the U A A L  based o n  swings in  m arke t 
va luadon , the investment gains anti losses on  assets In tlie  [tension fu nd  are o ften  
recognized (somcdmes referred to as "sm ood ted " ) over a 3  to  5 year iie rio d .1 T h e  
state o r loca l government Is ob ligated to  am ortize  d ie  U A A L  over a period established 
by law o r agreement w id i d ie [tension system , typ ica lly  at an assigned Interest rate 
established by tlie  pension system, which assigned interest rate Is usually the same as 
the actuary ’s assumed rate o f investm ent te tu rn  o n  pension fund  assets (sometim es 
referred to  as tlie  "Actuarial Kate").

' Note that the smoothing methodology referred to may result in “ unreall/ed" or “ lagging" unfunded 
liability. Sec discussion o f POB possibilities in footnote 4.
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B. Normal annual contribution
In addition to making payments toward any U A A L . the stale or local government 

Is required to make payments to the pension lurid each year In respect of Ihe present 
value of tlie benefit ; being earned by the current employees covered by die pension 
fund (dial Is. the amount being earned by diosc employees with each paycheck 
necessary to pav future retirement benefits, based on assumptions of mortality rates, 
salary increases, assumed rate of investment income and the oilier assunipdons 
referred to In the preceding patagrapli), generally referred to as the "normal annual 
contribution."

AN INTRODUCTIO N TO

CHAPTER THREE

Reasons For Issuing POBs

T h e  reasons why state or loca l governments Issue P O B s  vary from issuer to Issuer 
and from lime to  tim e w td i econom ic condiUons and od te r circum stances. However, 
these reasons genera lly  fa ll Into one o r m ore  o f  die fo llow in g  categories:

A. In te re s t  Rate S av in g s

As described in C hap ter Two. most pension systems assign an interest com ponen t 
to  the  payments d ie state o r loca l governm ent Is requ ired to  m ake in respect o f  its 
U A A L . Assigned Interest rates cu rren tly  genera lly  range from  7 '/ ,%  to  8 '/ ,%  
depend ing on  d ie  particu la r pension system. W h en  taxable bond  rates are low, and  
as o f  fa ll 2 0 0 3  dtey are rough ly  5 .9 5 %  o r less fo r 3 0  year deb t, then P O B s  can 
fu n c tion  like a classic Interest rate savings re fund ing  Fo r exam p le . If the assigned 
rate Is 7 .5 %  o n  a U A A L  o f $ IOU,0 0 0 ,0 0 0 , d ie  annua l a ll in  cost w ou ld  lie rough ly  
$ 8 ,5 0 0  0 0 0  assum ing a 3 0  year am ortiza tion , com pared  to  an a ll in cost o f  
$ 7 ,3 0 0 ,0 0 0  o n  PO B s  am ortized over tlie same period assum ing a 5 .9 5 %  interest 
ra le  and  costs o f  issuance o f  1% . These savings to  a degree can he fron t loaded o r 
otherw ise structu red to occur w lion must needed (see Section C  o f  C lia p te r 5 )

On die other hand, because the factors on which tlie UAAL is based are constantly 
changing (such as mortality and Investment return), tlie final amount of interest rale 
savings cannot lie determined with certainty. Also, the assigned interest rate may 
change from time to time during die life of tlie bond issue, and, at least theoretically, 
the amount o f interest rate savings could become negadve (even If all tlie other 
factors remain die same) if tlie assigned Interest rate weie to drop and remain lielow
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I lie  b ond  Interest ra le fo r a substantia l pe riod . S o  far this lias n o t occurred , even 
tlio u g h  tlie  assigned in tc irs l ra le  n som e cases Iws d ropped  by m ore  titan one 
percentage poin t since die m id  990s . T h is  possib ility is fu rth e rm o re  genera lly  
considered to  lie  un like ly , because tlie assigned Interest ra le  Is based o n  an assumed 
Investm ent rate n f retu rn  which reflects investments w ith a higher risk p ro file  and, 
therefore , h igher pro jected re tu rn  Ilian  the PO B s .

B. D iscoun ts

In  som e cases, it m ay also bo possib le to negotiate d iscounts w ith  the pension 
system  fo r  ea rly  payment o l the n o rm a l annua l c on tr ib u tion  o r even the U A A L  
(w hich m ay le llect tlie  |iension fund's assumed ra le  o f  investment re tu rn  o r even its 
then cu rren t investment ippo rtun ity ). It may a lso be an o p p o rtu n ity  to  renegotiate 
o i lie r  term s o f  the ponst »i ob ligation .

C. A rb i t rage

G ene ra lly , ponsiot unds m ay Invest In a m u r ii b roader tango o f  investments 
titan tlie  state o r  In  i* governm ents , and Die size and  diversity o f  the pension fund's 
p o r t fo lio  a llow s I a higher risk p ro file  titan the state o r loca l govpm m en i cou ld  
p iu d cn t ly  sust w i l l its own I' "ra im en ts . As m entioned  above, ti lls  Is why tlie 
assumed ra le  o f  ns stm en l re tu rn  is genera lly m ateria lly  higher than the bond  
rate. T h e  actual investment pe rfo rm ance o f  most pension systems (at least In m ost 
years) lias substai i illy exreeded the assumed interest rate. The re fo re , there is 
tin* possib ility  tl proceeds o l the P O B s  w ill be Invested by tlie pension  fu n d  at 
s ign ifican tly  high t re tu rn  than  ihe  in le te s l cost o n  tlie P O B s  (even i f  interest on  
ll ie  P O B s  Is laxaulc).

In  almost all cases H ip  benefit of earnings on Investment of bond proceeds in the 
pension fund will lie credited tu tlie state or local government Issuer either In reduced

AN INTRODUCTIO N TO

U A A L  o r tcduccd n o rm a l annua l c on trib u tion  o r b o th  In  som e cases, tlie  a lloca tion  
o f  this benefit Is subject to  negotia tion  between the stale or lo ca l governm ent and  the 
pension system and m ay even Ite decided t , the state o r  loca l governm en t each year 
T h is  benefit f rom  earn ings Is w hy Interest o n  P O B s  Is genera lly n o t exempt fro m  
federa l In com e tax (sec C hap te r 6 ) . S o  tins arb itrage Is not the typ ica l m un ic ipa l 
b on d  arbitrage derived from  bo rrow ing  at tax-exempt rates and  Investing at taxable 
rates, but ra ther what m igh t be called risk  arbitrage derived fro m  bo rrow ing  against 
the credit o f  the state o r  local governm ent and  partic ipating th rough  the  pension 
fu n d  in  a p o rt fo lio  o f  investments that Is designed to  p roduce a h lg lie r y ie ld  and  
manage the h igher risk th rough dive iification . O f  course, tlie re  is n o  guaran ty that 
such arb itrage w ill be positive.

D. B udge t  Relief

Particu la rly  In tlte cu rren t en v ito nm en l o l substantial budget deficits. P O B s  are 
be ing used fo r  budget re lie f. T h is  may lie  accom p lls lted  by

(1 ) ream ortiz ing  the U A A L  by rep lacing the ob lig ation  to  the pension fu nd  w ith 
P O B s  having a longe r term  and /o r low er payments In the ea rly  years (o r even no  
debt service in the early years i f  capital appreciation bonds (C A B s ) o r  capita lized 
interest Is used); and /o r

(2 ) fund ing  the n o rm a l annua l c on trib u tion  fo r tlte cu rren t (and  m aybe tlie next) 
fiscal year (to  the extent perm itted by app licab le state law)

E. Labor R e la t ion s  Bene f i ts

Som e  sta le o r  local governm ents have used I’ O C s, at least in p an , in  im prove 
re lations (o r negotia tions) w ith its employees and their un ions by fu nd in g  un funded  
pension liab ility  to  those employees
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In  sol no rases, PO B s  are siinplv betlei lhan Ihe alternatives: (i) paving more 
Into die pension fund, (ii) asking employees to pay more Into the pen .ion fund; 
(iii) reducing hcneflls; m (iv) hoping dial gains on p en .Ion fund investments will 
subsianlially cxreed llie assumed rale of Investm ent return.

F. Better Than The Alternatives

8 AN INTRODUCTION TO

CHAPTER FOUR

Possible Disadvantages of POBs

Desp ite  tlie  foregoing benefits o f  P O B s , there are a few possib le disadvantages:

A. In  som e Jurisd ictions, a state o r lo ca l governm ent m ay negotiate o r  even 
un ila te ra lly  m ake changes in its pension ob lig a tion , perhaps by p ostp on in g  
payments o r  changing assumptions. P O B s  replace Mils p o te - t ia lly  flex ib le  
pension ob ligation  w ith  a m ore  Im m u tab le  b ond  ob lig ation .

B . As exp lained In  Chap ter 3 , while un like ly , it is possib le l l ia l d ie  assigned interest 
rate w ill d rop  be low  die b ond  interest rate o r llia t d ie pension  fu n d  w ill have 
negadve earnings. In  each case fo r  a sustained period .

C . I l the pension fu nd  en joys liigher than  expected earnings, the pension fu n d  
m ay becom e overfunded  and resu lt in  tem pora ry  con tr ib u tion  ho lidays , bu i a lso 
can lead to increases in retirem ent benefits that may be costly  to  sustain at sume 
p o in t in  the fu ture.

D .  P O B s  resu lt in paym ent to  and Investm ent by the pension fu n d  o f  a lu m p  sum  
am oun t that otherw ise w ou ld  have been paid and invested in increm ents over a 
pe riod  o f  years, concentrating rather than spreading m arket tim ing  risks.

E . A lm ost a ll PO B s  arc taxable and most taxable bonds w ith  fixed interest rates 
are so ld  as noncallab le bonds Add ing  a redem ption  featu re w ill o rd in a r ily  
resu lt in  a m ateria lly  higher interest rate cost tiian Ihe same redem p tion  feature 
in tax exem pt bonds. The re fo re , taxable nonca llab le  b ond s m ay be expensive 
to  re fund  o r defease, .’ '•hough there liave lieen a num ber o f  successful te rnk ‘1 
o ffe r re fund ings o f taxable PO B s  (that is a tender o ffe r was m ade fo r  the p rio r 
b onds and the tender price was paid w ith  proceeds o f  new  re fu nd in g  bonds).
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A nothe r way to  add rr\s  this concern  is by using variable rate bonds, which 
m ay  con ta in  redem p tion  p rovis ions w id iou t add itiona l interest rate cost, and 
m ay tie acc om pan ied  by a flo a ting  to -fixed  Interest rate swap i f  a fixed ra le  
ob lig a tion  is desired.

A ijfc that nany ol these issues can be addressed in whole or In part by using POBs to ■ 
fund less than all of the UAAL

AN INTRODUCTION TO

CHAPTER FIVE

Types of POBs

A. Secu r i ty

M ost P O B s  are payab le fro n t the general fu nd  o f  ihe Issuing sta le o r  loca l 
governm ent. As such, they must either satisfy o r be exem pt fiom  tlio  debi lim iia tinn  
p rov is ions typ ica lly  fo u n d  in  tlte app licab le state con stitu tion  and , accord ing ly , 
genera lly  fa ll In to  one o f  die fo llow in g  three categories:

1 . General o b lig a tio n  bonds, w lik h  term  genera lly refers to  bonds tlia t satisfy any 
constitu tiona l debt lim ita tion  and are backed by the fu ll fa ith  and cred it and taxing 
pow er o f  d ie  issuing state o r loca l governm ent. An exam p le is the $ 1 0 ,0 0 0 ,0 0 0 ,0 0 0  
State o f  I l lin o is  G enera l O b lig a tion  B onds Pension Fund ing  Series o f  June 2 0 0 3  
(T axab le ), d ie  largest P O B  Issue to  date A va riadon  Is fu l l fa ith  and  credit lim ited 
tax bonds payable from  availab le general funds but w ithou t any ob lig a tion  to  levy 
add itiona l taxes Sec discussion in C hap ter 10.

2 . O b lig a tio ns  im p ose d  b y  lavy, which term  refers to  an exception re c o g n im l 
in a few  states from  the otherw ise app licab le debt lim ita tion  con ta ined  in  the 
s late con sd tu tion . It app lies to nb llg adons im posed o n  the  state o r loca l 
governm ent by d ie  constitu tion  o r  by statute or. In  som e cases, by cou rt ju dgm en t 
as d istingu ished from  a vo lu n ta ry  exercise o f  the b o rrow ing  ptnver by tin- s la te  o r 
lo ca l governm ent. M ost pension ob ligations w ou ld  qua lify  and . in  states In  which 
d ie  ob ligations im posed by law concept applies, bonds Issued to  fu nd  those pension 
ob lig ation s (P O B s ) are considered to  liave the same legal character as t lie  pension
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ob ligation s llirnnclves P O B s  Issued In C a lifo rn ia  d u iln g  tlte past decade have all 
been ob ligations Im posed b y  law. Sec discussion in C hap ter 9,

P O B s  issued as obligations lm|josed by law generally cannot include reserves or 
capitalized interest I Krause those components of tlte obligation are not considered 
to be Imposed by law. even on die ihetitv tlicy are essential to marketing the bonds 
(because so many obligations imposed by law P O B s  base been Issued wilhoul diem). 
( )n (lie other hand, costs of Issuance mas lie Included. ’Die inability to include 
capitalized Interest means that It may lie diflicult to achieve complete budget relief til 
the early period following issuance of die bunds without resort to capital appreciation 
Ixmds (C A B s ).

3 . A n n u a l  approprialion bonds,  w hich  te rm  re lers to bonds that ate not 
i onsidered  debt subject to  a constitu tiona l debt lim ita tion  because d ie state o r  local 
governm en t Issuer lias n o  legal ob lig ation  to  pay d iem  and paym ent Is therefore 
subject to  annual (o r o ther |ie riod ic ) a p p iop ria d on  o f  funds fo r d ia l purpose at die 
d isc re tion  o f  d ie legislature o r govern ing  body  o f  the state o t loca l governm ent Issuer. 
Fxam plox Include the S / 7 3 .5  million P O B s  issued In I9 9G  fo r llie  State o f N ew  York 
and die $ 2 .8  b illion  P O B s  issued In 19 9 7  fo r d ie  State o f N ew  Jersey

■I Other. In  the m id - 193% and occasiona lly since, som e cldes and coundes In 
C a lifo rn ia  issued P O B s  as so ca lled  asset strip lease revenue bonds o r  certificates 
o f  pa itJc ipatjon  (C O P s ) H ie  city o r coun ty  leased existing facilities (w ith a value 
at least equivalent to  Ihe am oun t o l b o n d s /C O P s  to  be Issued) to a Join t |Kiwers 
a u d to t i ly  o t other governm enta l entity o r to  a nonp ro fit ro rp o ra llo n . sim ultaneously 
leasing them  back, the Ic.isetiack was assigned to  a trustee and  b on d s/C O P s were 
issued secured by the leaseliar k payable Iru tn  d ie  city o r  .o u n ty s  general fund , and 
the p roceeds o f  die IH ind s/C O Ps w rre  paid to  the pension lu n d  net o f  costs o f  
issuance and  reserves and  capita lized Interest retained bv d ie  trustee.

In  certa in  circumstances, it m ay also m ake sense to  use revenue bonds as P O B s  
( lo r  exam p le , i f  the issuer is a revenue p iu du c ln g  enterprise, a u lh o ri ls  nr rlistrict).
(See a lso C h a p in  10 .)
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B. Credit Ratings/Borrowing Capacity
Because PO B s  replace existing pension ob ligations, U uy  are not genera lly  viewed 

as adding to  the debt burden o f  d ie  state o r  loca l governm ent issuer (m uch  like  a 
rn n vcnu on a l re fund ing ).' T o  quo te  d ie rating agencies:

"M oody's believes Ihe issuance o f  pension ob ligation  (m ods (P O B s ) ts ora* 
efTecdvo way o f addressing an un funded  liability . Since P O B s  reduce d ie  cost 
o f  fund ing  an un funded  liability, lltc ir Issuance is nut by Itse lf a credit weakness. 
However, the p lann ing and analysis conducted by a loca l governm ent as p a i l o f  
tlie  decision to grant expanded benefits, d ie government's p lan  fo r fund ing  any 
un funded  pension liability, and Its ab ility  and w illingness to  budget app rop ria te ly  
fo r  any attendant lilgher costs, are reflective o r  d ie  qua lity o f  t lie  government's 
overa ll financia l management. These factors, therefore, w ill be considered in  ou r 
assessment o f  a government's general credit qua lity .’

'S tandard  &  Poor's factors Ihe effects o f  a pension ob lig ation  b ond  strategy In to  
d ie  long -te rm  rating o f  the sponsor Standard Ri Pom's has v lew in  p O B s  as a 
strategy fo r savings on  carry ing charges as long  as the transaction was structu red  
ron se rvadve ly  and  the assumptions were reasonab le and  attainab le . This 
requires a clear financing p lan Inc lud ing  reasonable assum ptions and  manageable 
leverage. Prudent cxpcctadons fix  investment returns and  the cau tions use o f 
resu ltant savings he lp  Insure a P O B s  success. A nother positive factor fot a 
P O B  Is. o f  course, to  be fo rtuna te  enough to  sell d ie bonds In a low  Interest 
ra le  env ironm en t, d iereby Increasing the spread between interest costs and 
investm ent re tu rn  expectations and low ering d ie  risk o f  u n d e rp e rfo rn ia n re

" i i t c h  believes d ia l PO B s, If used m oderate ly and  In c on ju n c tion  w ith a p ruden t 
approach to  investing d ie proceeds and o ther pension assets, can lie  a usefu l to o l 
In  asset liab ility m anagement. However, a fa ilu re to  fo llow  lia lanced and p ruden t 
Investment practices svtdi respect to  P O B  proceeds cou ld  ex|iose d ie  sponsor to  
m arket losses.

' Note that to Ihe extent Ihe POBs lund II e normal annual contiibuhon, new long term debt is oealpd 
which could have an attect on ciedlt latlngs not present it the POBs tund only Ihe UAAI.
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Be tauv - a sjmmisoi s un funded  pension liab ility  Is already factored In to  (lie  ru ling, 
d ie  lu u x t a  o f PO B s  sim p ly m oves tlie  ob lig ation  from  one purl o f  ll ie  balance 
stmet to  another. H ow ever, F it r li notes t in t P O B s  create a tru e  debt, on e  which 
m ust lie paid on  tim e and  in fu ll, rather than a softer pension liab ility  that ra n  
lie  defe rred o r  rc s rfiedu ird  from  tim e to  tim e  du ring  periods o f  fiscal stress. 
Consequen tly . P O B s  ta n  have a significant effect on  financia l flex ib ility  over tim e .'

I fie actual ratings o n  ihe P O B s  w ill depend p rim a rily  o n  legal stru t lu re . Genera! 
ob lig a tion  bonds and  annua l app rop ria tion  P O B s  shou ld  be rated l l ie  same as tlie  
Issuers o i lie r general ob lig a tion  o r  annua l app ro ; •non debt O b lig a tion s Im posed 
by law  P O B s  a ir  genera lly  rated In between: a n o tc li below  the issuers general 
ob lig a tion  btim l rating and a notch a lxive its lease o r  o ther annua l app rop ria tion  debt

C. S t ru c tu r e s

Because I’ O B s  are gcneta lly payable d irectly fro m  tlie  genera l fu n d  o f  d ie slate 
or lo ca l governm enta l Issuer, d ie  structu re o f  d ie  b ond  Issue is usually  s im p le and 
x tra lgh tfo  -ward, vary ing p rim a rily  In interest rate m ode , using one o r a com b ina tion  
o f d ie  fo llow ing :

I Fixed rote bonds.  Because most P O B s  ate issued, at least u i part, to achieve 
Interest ra le  savings, rnosi P O B s  are Issued as fixed rate lionds. T h e  advantages 
are dm sam e as fixed ra le  bonds genera lly ; namely, they lock in Interest cost, and 
w ith  interest rates at h istoric lows, (his Is a very attractive prospect in itself. T lie  
d isadvantages arc: (i) the assigned interest ra le  on  ihe |>ension ob ligations funded  
w ith  P O B s  is n o t fixed, su interest savings cannot be fixed w itli certa inty (see Section 
A o f  C lia p le r  3); and (r.) fixed ta le  taxable bonds an 1 usually so ld  as noncallab ie . so 
iliey  cannot lie easily re funded  o r defeased it ra les d ro p  o r c ii iu in s la n rc s  cliange (see 
d iscussion Section I' o l C liap ie t *1).

f Variable ,ate d e m a n d  bonds.  Vaiiabk- iate dem and bonds are bonds Hie 
Im lde is o f which m ay lender them  bac k to  llie  issoei o r Its agent u p on  short notice
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(usua lly  7 davs. b u l may lie I d ay  1 m on th  o r o ther periods), lo r  a purc liase price 
equal io  par p lus accrued Inieiesi As a resu lt, they bear interest at rates like, and  
11*vc som e m lie t c liata i te ris llcs o f, short te rm  ob ligation s . Variab le  rate dem and 
bonds genera lly  require a liank letter . i f  c redit, standby purchase ag iec iiim t o r  o ilie r 
fac ility  to  assure liqu id ity  In the event Ixincls are tcm le ied  and  cannot I *  rem ai keted. 
Un less the Issuer is h igh ly  rated, variab le ra le  dem and liond s are typ ica lly  alsn credit 
en ltanced w ith  cid icr b ond  Insurance o r bank letter o f  credit o r  iid le r credit facility. 
T h e  advantages o f variab le rate dem and P O B s  are that ( l ) d ic ir Interest rates are 
genera lly  low er d ian fixed rate bonds, and (li) Ihey are usually  subject to  redem ption  
a l any Ume w ithou t p rem ium  and at n o  extra Interest rate cost fo r the right to  
redeem . H ow ever, w h ile  llie  Interest rate usually  Marts ou t low er (ban  lixed  ra le  
b om b , the rate Is variab le and  subjects d ie  Issuer to  interest ta le  exposure and risk In  
d ie  interest rate savings ob jecdve and to  d ie risk a rb llia g e  (tension fu n d  investment 
ob jocdve fo r Issuing d ie P O B s  (sec discussion In Sections A and  C  o f  C hap te i 3 ). 
In terest rates m ay be afTccted no t o n ly  by n v rk e t c ond ition s I m l a lso by d ie  financia l 
c ond ition  o f  ll ie  Issuer o i llie  credit p rov ider o r liqu id ity  p rov ider. In  add it ion , tlie ie 
ate risk , costs and  aggravation associated w ith renewal o f  any bank liqu id ity  o r credit 
facilities, which usually have a le tm  o f  one  to  live years, com pared  to  d ie  P O B s  which 
typ ica lly  have a tem i o f  m o re  d ian  2 0  years,

3  Auction rate bonds.  Auction  rate bonds appear to  lie the most p opu la r current 
variab le  u te  m ode  at this um e because they d o  not require a hank letter o f  credit, 
standby purchase agreement o r s im ila r liqu id ity  fac ility  requ ired  fo r variab le rate 
dem and bonds o r com m erc ia l paper T i lls  is liecause auc tion  rate I K inds are no t 
pu ltab le  back to  the issuer but Instead are subject to  period ic  aucUon (typ ica lly  evei y 
7, 2 8  oc 3 5  days) i f  d ie  ho lder w ou ld  like to  dispose o f  Its bond s o the r t lian  by dirts I 
sale. T h e  Interest rate is reset by Ihe auc tion  price and  lends In tie m a teria lly  less 
d ian  d ie  then curren t fixed ra les (fu r exam ple . In d ie fa ll o f  ?>■ i. 7 day aui tlnn rate 
taxable P O B s  bo re  ra les o f  lo u g h ly  1 .0 5% - 1 1 5 %  com pared  in  3 0  year taxable fixed 
rates o f  app iox lm atc ly  5  9 5 % ) . I lowever. (here Is n o  assurance that a o r l ln n  ra les w ill 
not in i lease to  exceed the lixed ra le  a l w h ich d ie P O B s  cou ld  liave been orig ina lly  
issued. I f  there Is an auction w ith n o  buyers (i f., a (ailed au c tion ), the Interest ta le
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usua lly  to  llw  m ax im um  rate (typ ica lly  12  to  1 5% ) Failed auctions arc rate 
I 1m p rim a ry  i cason dies m ay  o rc u r is ( l ) a c lou d  o f  sonw  k ind  on  the lax -exem ption 
u l llie  ImmiiIs (fo i exam ple , an  IK S  audit or challenge lo  th r  lax exem ption n f s im ila r 
ixu td s). s v liir li is no t a risk fix  n x» t P O B s  I>ccauxc they are taxable; ix  (II) a sbotk  
lo  ih e  security fix  llie  Ix in ris (lo r exam ple, bank rup tcy  o f  an lrti|X>rtarit source o f 
revenue) w hich Is lin jw n liabk' •*1lh genera l fu n d  ob ligations like P O B s  unless die 
issuei goes lia iik iu p t (w li lrh  stales ra n n o i d o  under U .S . b ank rup tcy  law. and  cldcs 
and  ro u n d e s  d o  very ra ie lv ).

■1 I n d e x e d  bo n d s ,  indexed bonds are vaiiab le ta le  bond s d ia l arc not subject to 
lende i back to  d ie  issuer arid , liie ie fo te , d o  no t require a bank liqu id ity  facility, and 
Ix-ar interest al a lixed spread over a m arket Index (typ ica lly  r ld ie t ihree o r six m on th  
L IB O R )  resel at tlie  end o f  each accrual |x -nnd (typ ica lly  qua rte rly  i f  Ih ree m on th  
I . I B O R  is u v d  o r sem iannua lly  I f  six m on th  L IB O R  is used). L IB O R  refers to  die 
I o n d o n  In te rbank O fle re d  Rate and is pub lished daily as page 3 7 5 0  on  d ie  Telerale , 
Inc news and  in fo rm a tio n  service (referred lo  as d ie O ffic ia l L IB O R  Page) Indexed 
bu ild s  o f  tJils typo are used p rim arily  to  facilitate m arketing  o f  P O B s  outside o f  die 
IJ  S  w hen investors are rn o ie  accustomed to L IB O R  based investments, but are also 
attractive to  m any U  S investors as w ell. L ike auction rate bonds. Index bonds may 
be subject to  redem ption  w ithou t pena lly . However, a lso like ant (ion  rate bonds 
there ts n o  assurance d ia l L IB O R  indexed rates w ill no t Increase to  exceed the fixed 
rate ai w hich d ie  P O B s  cou ld  have txxm o rig ina lly  Issued. How ever, un lik e  auction 
ra les , tlx* L IB O R  Index is n o l a lie n e d  by events a ffecting d ie P O B s  Issuer o r llie  
P O B s  Index bond s may a lso be swapped lo  fixed m o re  r f f i r ie n l ly  and  w ith  lltd e  o r 
n o  basis risk com pared  lo  auc tion  o r o ther variable ra le  bonds Itecause llie  g loba l 
swap m arke t Is p rim arily  L IB O R  based.

5 Capital appreciation bonds.  Cap ita l appreciation  bonds (C A B s) are bonds 
d ia l bear n o  cu rren t m tcresi. w h ich  instead is accrued, c om pounded  (usua lly  
sem iannua lly ) and  paid a l l l ie  m atu rity  o f  the bonds. T h ey  are used p rim a iilv  lo  
reduce d e li l service in tlx- ea ily  years A satia tion  is ron vc i lib le  CA B s . d ia l function  
as C A B s fo i several years and  dton convert o i l a certain d a le  to  current interest
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bonds i l‘h interest paid sin tlie tlien accrued value nf tlie imnds. Ix-lng die original 
principal amount plus the amount of accrued, compounded Interest up to thr* 
conversion date). T he disadvantage o f  C A B s  is that hlglier rates o f  Interest ate 
required In order to market diem
G. S w o p s .  I f  variable rale bonds are used, (lie resulting Interest rale exposure may 
be swapped to a fixed rate. In whole or In pari, using a floatlng-to-fixed Interest 
rate swap. While swaps may often make a great deal of sense In this context, tliey 
are complex financial Investments and beyond the scope o f this pamphlet. It is 
important to make sure (hat if a swap is to be used, it is consistent with ihe issuer's 
obJccUves and docs not Itself expose dx: issuer (o risks or consequences the Issuer 
docs not fully understand or ace inconsistent with Its objectives. For example, if llie 
purpose of using variable rate PO B s  is to allow fix refunding or early redemption if 
rales drop or other circumstances cltange. the termination payment dial may be due 
on early terminadon of die swap may ofTsel die benefit ol and effectively prevent 
refunding or redemption. There are also other circumstances in which a substantial 
terminadon payment may tie due from die state or local government such as default 
of die swap provider or downraUng of either party, as well as other terms that can lie 
modified lo suit die slate or local government's objectives. Expert advice should be 
sought before entering Into any swap.

D. P a ym en ts  to  th e  P en s io n  Fund: W ho le  or Part

P O B s  m ay be issued to pay a ll o r any pari o f  d ie  U A A L  o r (depend ing  on  
app licab le s late law) Ihe n o rm a l annua l c on trib u tion .' Frequently , Issuers choose 
lo  u e  PO B s  to  fu nd  o n ly  a p o r lio i o f  d ie  U A A L . genera lly  to  avoid  o i reduce d ie 
concerns describe*) In  Chap ter 4 T h e  p o rd o n  o f  d ie  U A A L  funded  m ay lie (1 ) a 
percentage o f d ie to ta l U A A L  as o f tlx* d a le  o f  Issuance o f  d ie  P O B s . o r  (2 ) a ll o f

1 Depending on stale law and financing structure, it may also be possible lo  finance future ycar* 
normal annual contribution and/or unfunded liability ciealed by investment losses not yet realized 
doe to actuarial smoothing methodologies (which phase In investment gains and losses over a period 
of, usually 3 to 5 , years).
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certain years Contributions tu die U A A L  I f  agreed (o by the pension system, the 
second approach can rrsull In suspension o f all U A A L  contributions during those 
years (rot example, llie next succeeding 10 years) At Ole end o f the period, the 
U A A L  will Ix- rcralculatrd and amortized over tlte remaining original term of the 
U A A L . I lie risk of tills second approach to partial payment of the U A A L . which 
Is much less common than tlie first approach, is tliat if investment perfoimancc of 
tlie pension fund U. substantially below thr assumed rate of return, tlicrr could be 
a significant Increase In tlie amount of U A A L  to bo amortized over the remaining 
term, T o  a degree, that risk can be addressed by subsequent issues of P O B s  (before 
01 after tiie date of recalculation).
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CHAPTER SIX

Tax Issues

A. Taxable  Bond s

Most P O B s  are taxable. That Is, Interest on tlie bonds Is included In gross Income 
for federal tax purposes although they are usually exempt from income taxes of tlie 
state In which tfie issuer Is located. This affects not only tlie interest rate at which 
the P O B s  are sold but also the types of investors to which they are marketed (for 
example, corporate pension funds, charitable endowments and others not subject to 
federal income tax and. for some of the larger issues, non U .S . investors). There ate, 
however, a few circumstances In which P O B s  may he lax exempt.

W h y  most P O B s  are taxable, w ith tlicse few exceptions, is exp la ined below.

B. Tax-Exempt POBs Prior to  1 9 8 6  Tax Act

P rio r to  the enactm ent o f  the Tax R e fo rm  Act o f  1 9 8 6  (t lie  " 1 9 8 6  Tax A rt" ).
P O B s  dial were properly structured could boai interest that was excluded from gross 
Income for federal tax purposes. However, to get tax exempt treatment, investment 
of bond proceeds for the benefit of die covered employees and former employees 
had lo be designed so dial die issuer/employer dirl not lieneflt from the Investment 
In any way oilier (lian relieving Ihe issuer of the responsibility of paying ils leilrees.

If proceeds deposited in the pension fund were expected lo Ix1 Invested in securities 
or obligations with a yield higher Ilian die yield on die POBs. die issuer's obligation 
to make additional contributions into the fund would be reduced in the future, a
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prohibited anllr ipatcd dircrl benefit from tire investment of th r  bond proceeds try 
thr |icrolnn fund.

H ow ever, tlie sUu.ilion was different wliere the Issuer coniracled with someone else 
lo lake over the responsibility of making payment lo die retirees and paid for lhat 
tiarolei of risk Willi proceeds of POBs -  for example, by purchasing an Insurance 
company annuity wliereby llio insurance company look over all liability for Ihe 
payment of ihe pension benefits. In  lhat case, llie insurance company bore die risks 
and Immh<IiLs o f investment return - die issuer go! no hcneflt from Invesdnonls made 
by die Insuianre company even If die expected Investment return was reflected In 
die price paid by die Issuer for the annuity |x>llcy. in addition, die purclutse of an 
annuity was not treated as die purrltasc of a “security" or 'obligation* under Ihe (ax 
lass. A nmnlier of tax exempt POB transactions were consummated in Ihe early 
1980 's in which die pro ecds were deposited Into a pension fund and were used to 
acquire Insurance company annuity tont/acls

C. Tax Reform Act o f 1 9 8 6 ; T ran s i t ion  Rules

I S l o p p i n g  N e w  Issues of T u x - E x e m p t  P e n s i o n  Bo n d s .  As a result o f  die 
duca t o f  a p ro life ra tion  o f  tax-exempt P O B  Issues. Congress decided to  am end llie  
lax  law to  prevent Ih e  investment o f  tax-exem pi bond  proceeds in  annu ity  contracts 
N ew  ru le s  were adop ted  In d ie  I9 8G  Tax Act. "Investm ent type p rope rty ,”  Inc lud ing 
annu ity  contracts, was added to “securities" and  "ob ligations" as p o le n lia l arbitrage 
Investm ents, in  add ition , because o f  d ie  urgency w ith which i( viewed d ie  matter,
( . (ingress inc luded a special effective d a le  ru le  In die 1 986  la x  Act re lating to  annuity 
con trac ts  which app lied  lo  a ll bonds issued a lter September 25  1 9 8 5 . T h e  1 9 8 6  la x  
A n  essentially ended the issuance o i lax -exem pt PO B s  for llie  pu ipose  o f  depositing 
d ie  proc n i l s  in to  a pension fund  or lo r d ie purjK ise o f pu rriias lng  annuities lo  replace 
d ie  issuer's rosix insib llitlcs lo  its retirees, except as described below.

2. Transition Rul e s  for R e f u n d i n g s  of P O B s .  The sratus o f re fund ings o f  p ro -1 9 8 6  
Pax A n  P O B s  was ran specifica lly addressed in the 1 9 8 6  Tax Ac! In  connec tion  
w ith  tw o later lax at is the Technica l 1 d irec tion s B ill o f  1 9 8 8  and  Technical anrl
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M isce llaneous Revenue Act o f  1 9 8 8 , Congress a ile rnp led  lo  c la rify  Its position  on  
re fund ings W h ile  d ie sta tu tory  language and legislative h is to ry  ate a b ll con fused , 
d ie related H ouse . Senate, and Con fe rence C om m itte e  Reports indicate d ia l Congress 
intended genera lly lo  perm it one advan re re fund ing  o f prc-Septein lie i 2 5 . 1 985  P O B s  
(a l least where d ie am oun t o f  the re fund ing  Is no t greater d ian  d ie  am oun t o f p rio r 
bonds). A dd itiona lly , d ie legislative h is to ry  Indicates that Congress in tended to 
perm it any num ber o f  cu rren t re fund ings o f  p ie  Septem ber 2 5 . 1 9 8 5  P O B s  where 
d ie re fund ing  bonds do no! add id ona lly  burden d ie tax-exempt m arket, bu t m erely 
replace existing tax-exempt debt.

0. C o lum bu s  Case

T he  State o f  O h io  created a sta le fu nd  In to  which m un ic ipa l c o rp o ra  lion s  In  llie  
S late were required to  transfer, on  January 1. 1 9 6 7 , a ll existing assets and lla h lll lle s  o l 
d ie lr loca l pension funds fo r po lice and firefighters. U nd e r d ie S ta le law. a ll pension 
liabilities accruing after d ie  transfer w ou ld  lie  supported by curren t em p loye r and 
employee con tribuhous. However, while Ihe S la te  fund  com p le te ly  assumed the assets 
and liab ilities o f  a city's red rem ent fund , d ie  law  m andated d ie  r i ly  pay to  d ie  fund , 
e id ier Im m ediate ly o r over tim e, an am oun t equal lo  Ihe present value o f  d ie  accrued 
but u n funded  liab ility  determ ined al d ie dn ie  o f  the transfer. T lie  C ity  o f  C o lum bu s  
opted lo  satisfy ils  ob lig adon  over lln ie  loged ic r w ith  d ie requ ired Interest

In  1 9 9 3 . ihe Sta le  m od ified  Ihe law lo  a llow  any city sU ll ow ing  m oney lo  the 
fund  to  extinguish its rem ain ing U A A L  In re tu rn  fo r a sing le pay in en l equa l lo  6 5 %  
o f  the then unpaid  p rinc ipa l balance. T h e  C ity  decided to  prepay Its o b lig ad on  
However, upon  hearing d ia l d ie  C ity  was go ing  lo  issue lax exempt bonds lo  fund  Its 
p repaym ent, representatives o f d ie In te rna l Revenue Service n o tified  the C ity  d ia l 
they w ou ld  assert d ia l Interest on  llicse bonds w ou ld  be taxable The C ity  sought a 
p rivate letter ru lin g  from  the In te rna l Revenue Service and  received an adverse ru lin g  
which il ap |iea led to  d ie Tax C ou rt.

In  d ie cou rt proceedings d ie  Ser vice argued, am ong nd ie r tiling ' d ia l the d iv  m u ll 
ihe C ity  received o n  the p repaym ent o f  its ob lig a tion  lo  d ie  fu n d  was a fo rm  o l
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