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Inwimnil return and thus rivalid itiijxrnilvsihir arbitrape profit The Service
reasoned dial tin- pricing of (hr prepayment rcfln. d dir exportation of ihr Slate fund
dial Il would lie able lo Invest die amount of die prepayment al a yield materially
h.glier llian (he yield on die City's bonds. Asa result, ihe Service believed dial bodi
die City and Stale fund would bencfli form the earnings on tlie Investments. In
addition, U.c Service argued dial die prepayment constituted the use of bond proceeds
to acquire "Invcsirnent-type properly” al a yield higher (ban dial on die lionds (after
taking imo account Ihe discount received on the prepayment) in tin | absent die
discount pricing of die prepayment there would be no economic savings for the City.

Ultimately, die City prevailed on appeal as the Court of Appeals concluded dial
there was an existing obligation of (lie City lo die Slate fund, die f "y would nol
benefii from die investment of amounts by die State fund and the prepayment of the
City'sown debt obligation lo the Slate fund did nol consdlute the acquisition of
investment tyjx- property by die City. The City was then able to refund Its obligaUon
to the Stale fund by issuing lax exempt POBS.

While the unusual facts in tills rase have application lieyond the City of Columbus.
mu h application is likely to lie fairly limited and lo attract unfavorable attention

from the Internal Revenue Service.

E. Tax-Exempt Working Capital Bonds

While directly Issuing bonds to deposit Ihe proceeds into a pension fund does not
appear lo lie permitted under current lax law governing tax-exempt bonds, in certain
cases It may be possible for a stale (L local government to Indirectly fund 'he current
year's pension deposit, 1or example, a stale or local government may Issue short
lerni lax or revenue am. ipalion notes or long term working capital bonds to finance
acash Dow budget delit .1 or a so railed structural budget deficit. 1 he drficit analysis
would include any cash How deficit relating lo dip stale or local government's
obligation m deposit ar i unis Into Its pension lund.

li may lie dial this tyj ol financing is best done so dial die Ixirxl proceeds are
nol required lo be deposited in (Ire pension fund, bill ralher. are used to lund deficits
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created by woiking capital cxjieiidltures Including Ihe deposit of amounts Into the
pension fund. In other words. It IS Impoi nl dial die bom" proceeds nol he Traced"
Into the pension fund 0! tequiied to Ix* deposited tliere ai , die bonds should nol tie
called Pension Obligation Bonds

Among other things, long term honds of this ly;ie would bring Into play llie
application of some complex federal tax rules relating lo when proceeds can Ix*
treated as spent, allocation of die deficit in sizing llie Issue, permitted amortization
structure, die applic:.don of so-called "oilier replacement proceeds" rules, applicable
yield and other invesutienl rcs'ricdons, post issuance compliance mailers, plus Ihe
intersection in sizing and in post-issuance compliance widi lhe Issuance of normal
(ax or revenue andcipaUon notes and any odior "bort term or long term working
capital obligations.

F. Investment of POB Proceeds in Municipal Obligations

The primary lax problem in Ihe use of lax exempt POBs lo make a deposit lo a
pension fund Is dial die proceeds are nol healed as spent, but rather are treated as
invested. Moreover, under the so-called "proceeds spent lasi" rule applicable lo
working capital financings, diesc proceeds cannot be treated as paid out lo pension
recipients until all oilier available amounts are first expended, which as a practical
matter, means that llie proceeds will never be deemed expended. Unless the
investment yield on die investments In die pension fund is not more Ilian Ox; yield
on die bonds, die bonds will become laxalil® arbitrage bonds. In addition, die

hedge bond" rules would result In the bonds being healed as taxable licdge bonds
unless die issuer actually expected to spend (he proceeds within a three or five year
time frame, taking Into account ihe "proceeds sjX'nt last mle

However, under both die arbitrage rules and die hedge bond rules. Interest on tix*
bonds used to fund the pension fund could lie tax exempt if Ihe issuer invested Ihe
proceeds of the bonds In municipal obligations die Interest on which is not subject to
the alternative minimum lax (so-called "non-AM T" municipal bonds). Under these
provisions as long as the amount of mm AM | municipal bond investments In llie

PtNSION OBLIGATION BONDS



[X"i\slrir fund is al Irasi equal to 95% ol ihe amount of POBs outstanding al any
time. Intotesl on llie POBs will lie lax exempt. Asthe POBs are amortized. there is a
similar reduction in llie amount required lo be Invested only In non-AMT municipal
bonds in tho (tension lund

W hile this structure allows fui POBs lo lie Issued as lax exempt, llie henelll ol
+lax exemption on die (winds may be outweighed by Ihe limitation 01l llie type
ol Investments allowed xviih the proceeds

G. Other Considerations: Effect on TRANs

Tax and revenue anticipation notes (TRANS). are typi ally issued by state and
governmental units ol all sizes lo fund die annual cash flow deficit wlilch arises due
lo (he timing mismatch Ixis.wn annual revenues and annual expenses. TRANs are
almost always issued as shorl teim notes with maturities of 13 months or less and are
repaid at or shortly after the end of the fiscal yeai by wlilch time it Is expected dial
revenues will have Taughl up" with expenses. To die extent die POB proceeds are
used lo fund a dcposil lo the pension fund dial otherwise would liave been made oul
of current years revenues, die deficit will I* likely be reduced by die same amount,
impacting die sizing of any TRANs issued for dial year. The onp circumstance where
this would not liappen is if die calculation of the maximum iash flow deficit used In
sizing (he TRANSs shows dial it is incurred prloi to die time or die pension deposit
In dial tase. die use of proceeds lo make that deposit would not have any Impact Ol
th" size of die TRAN issue
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CHAPTER SEVEN

Federal Reimbursement Issues

Certain costs of slate and local governtnonl In administering programs under
grants from or contracts with llie federal government are eligible for reimbursement
from die federal government. Such costs Include compensation and benefits.
Including pension benefits, nf stale or local government employees for W +lime
devoted 10 die administration of such programs. Such allocable pension benefit costs
even Include die interest assigned to die slate or local governments unfunded liability.
The principles governing such reimbursement are set oul In Office of Management
and Budget Circular A-87. Some slates have similar programs for reimbursement of
local governments for costs related to lhe administration of stale programs.

POBs replace die state or local government's payment of some or all of those
pension costs with payment of the principal of ami Interest on die POBs. issuers
will want to be comfortable dial die federal government will Iteal debt service on
the POBs as die surrogate for the pension obligations funded or refunded with the
POBs and will ronlinue 10 reimburse Its allocable sltare. Statements have been
issued by llie Office of Management and Budget and the Department of Health
and Human Services to die effect that the POBs. Including principal (representing
amounts paid lo (he pension fund). Interest and cosLs of issuance, will lie allowable
as tlie pension costs funded ¢ refunded diereby. so long as the POBs are nol more
costly to the federal government dian the regular pension costs funded or refunded
over tlie remaining life of die unfunded liability. Tlie same principles should apply
lo refunding POBs. Further details of ferlei al anil stale reimbursement programs are

tieyond die scope of this pamphlet
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CHAPTER TIGHT

New York

A greater number of POBs (reaighly 55) liave been issue.) by the slate and local
governments In New York over the past decade than from any other state.

The issuance of POBs by local governments in New York was first authunrod I<
1989. Tlie State and Local Employees Retirement System of the State of New York
("ERS"). tlie New York State Police and Fire Retirement System {"PFRS") and the
New York State Teachers Retirement System ("TRS", In the aggregate referred to as
the 'NYS Retirement System”) were el. modified in 1989 with respect to Hie method
by which die annual contribu..on amounts were to be calculated in die future. Asa
result, each system was significantly underfunded, requiring a "catch up payment to
return to actuarial full funding. Participating local governmental units were offered
the option of (1) amortizing the UAAL amount due by a date certain dirough a
direct loan from the State which carried an 8% (for TRS) or 8'/(% (foi ERS and
PFRS) rate of interest undl the liability was fully met, or (2) flnanrnig the UAAL
through die issuance of general obligation bonds over a statutory period (applicable
to the particular retirement system), or (3) paying cash by the dale certtin. Few local
governments, except smalljurisdictions with few employees, took Ihe third option.

During the period 1989 through 1993, counties, cities and larger school districts,
in pardcular, issued general obligation bonds io pay ofT (I Ir then current balance
of unainorllzed UAAL wlienever interest rates dipped sufficiently to permit a lower
net interest cost on their own bunds than the 8% or 8'/i% rale belt g charged by the
State  During this period, local governments could issue ten year general obligadon
bonds svidi net Interest costs in the range of 6% to 7.375% depending on dieu credit
rating Flie 1989 legislation further provided that at such time as die remaining
amortization period was less than flv* >ears, local governments could no longer ;"sne
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thrir own rlrbt to pn, oil die outstanding balances. idms, with n permitted
maximum statutory amor;imiion period of seventeen yrar* for mast UAALS e
possibility of financing ol the 1989 UAALS ended In the 2001-2002 rival year of
most local governments

Beginning ni 1995, the State adopted legislation almost every year meatUir new
reUreinent Incentive programs for various cab-gorles of State and local govt* intent
employees, largely lo soppotl a goal of efficient downswing of govemn'.e it Generally,
the legislation establishing these programs t'd not at die time inclod pm isions
lor financing of llie resulting unfunded liabilities. Such costs, which ad d to any
existing UAAL. v.ere paid eithei by amoitizallon tiirough Itic NYS R uement
System or by cash.

Concurrently in iliis lime period, another type of pension-related program was
dev loped by the State liglslature which authorized local governn r . to create
sor'tce award and defined benefit programs for volunteer ambulant and fire fighting
personnel. Llie IrgislaUon jrurmilted ihe financing of rntributioi >io certain ol
siicli programs attributable to years of volunteer seivtce rendered uring tlie five years
pitoi to adoption of surh programs. Such financing cannot "ic ai mrtlzed over a
period cxcmling five years.

In 20f.2. new legislation was adopied for die p.iipose of strucunal reform in the
method and manner of employer contributions to tlie NYS Retirement System,
which legislation also included two provisions for the Issuance of P('B ..

| Local goveinnie,it> arc nosv pelmilted ' . issue POBs for any ovi'sl ndtng
obligations In the State lor any existing retirement incentive progi-mt (r t .
tlie retirement incentive prigrams estatilished annually in the "ear-V m 1995
through 2002) fl his piovis oil was dialled by Oiilck attorneys r.. liehalf
of the New Yolk Slat- Assnthtlon of Counties.) Ihe amortization period is
limited to five years.

X Similar In die 19P9 legislation, a lor al government (and the Stale itself with
regard to iLsown employees) is permitted to amortize a portion of its no *nal
annual ionlilhulion lot one fiscal year iliat is, local governments an* peinutted
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to amortize die amount due on December 15. 2004 to ilic F.RS or PFRS
component of die NYS Retirement System (except deficiency payments,
adjustments relating to prior sear p. ymentx. obligatlorts ‘or retirement Incentivrs
or orJier simlUi .mounts) to the extent Ihat such amount exceeds 7% ol die
estimated "pensionable salary" base for the then current fiscal year (2004-2005)
Tills ‘amount eligible for amortization" may be amortized over a five year period
al 8% with die State, or local governments are aiidiortzcd to Issue their own debt
obligations to pay such amount, with maximum maturity not to exceed five
years. On or about October 15. 2003, the State Comptroller is to determine
die “amounts eligible for amortization "

Tlte only type of financing specifically audioiizcd for POBs in New York Stale
ar- general obligation tKinds (which obligations include a pledge of the foil failli arid
credit and taxing power of die local government). Tliese bonds must be issued in
tlie same manner, under die same procedural requirement*, and subject to the same
debt limits and odvT constraints as for any capital project of the local government.
Mandatory or permissive referendum requirements applicable to general obligaUon
bonds of the particular type of local government apply to bond resolutions
authorizing POBs. Foi example, school districts mast receive voter approval before
Issuing debt for any purpose audiorized by die 2003 legislation (Note that die
legislation in 1989 exempted such school district POBs from the voter approval
requirement; this omission in lhe 2003 legislation may be corrected during a futurr
legislative session.) Likewise, fire districts would need prior voter approval. |he bond
resoludons of counties, towns and villages which auihortze payment (or live years
or less are not subject to mandatory or permissive referendum. Similarly, city Ikitid
ordinances should not lie subject to mandatory or pcrmissl'e referendum unless
specified by applicable special city charter provisions

Once abond resolution has liecn adopied by a ItKal government authorizing
die issuance of POBs. il is generally necessary lo publish a legal notice of estoppel
including a summary of tlie bond resolution and allow the 20 day estoppel [>eriotl
lo elapse prior to the sale of the POBs. The purpose of die estoppel notice is to
ensure (lull rlebt issued by Ihe local government cannot be challenged on any basis.
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protcdu al 01 otlienvisc. except on conslilulional grounds once die estop[>cl period
elapsed.

Tlie New Yoik Slate Legislature lias also authorized the Stale ttw/f lo borrow in
order to fund it UAAL on at least two occasions. In 1996, the State through the
Dormitory Authority of (he Slate of New York issued J773.475.000 of POBs as
annual appropriation debt  These honds had a final maturity In 2003. The 2003
legislation described above also amended (tie Stale Retirement and Social Security
Law to audiorize die State to amorlor a portion of die Slates contribudon bit* for
the fiscal year ending March 31, 2005. The amortizable portion is calculated In die
same manner as dial pcimilted local governments. Likewise, the Slate may eldier
amortize dial poidon through the office of ihe Stale Comptroller for five years at
8% or issue POBs.
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CHAPTER NINE

California

Pension obligation bonds had their start with the famous City of Oakland.
California pension bond financing In 1985, the first POB in the country, wlilch
Orrlck helped to Invent and for which it served as bond counsel. That financing
and a number of copy-cats dial rapidly followed were tax-exempt and primarily
driven by dicn legal arbitrage possibilities. As explained In Chapter 6. tax-exempt
POBs largely came lo an end with tlie introduction of tax legislaUon dial became
part of the Tax Reform Act of 1986.

A new taxable version of POBs surfaced in late 1993. During die last decade
since. Ihirteen or so cities and seventeen or so counbces in California liave issued ovet
60 POBs (second only to New York) aggregating more dian S11 billion (more lhan
from any other state). With die exception of one tax exempt transaction rule (see
Chapter 6C) POB transactions issued as lease revenue lionds, all of these POBS
have been Issued under the local agency refunding law (drafted by Orrtck a few
years before for other purposes). California cities and counties do not have specifi<
authority to issue POBs.* However, the local agency refunding law is available (o
all local public entities in California to refund prior bonds oi "odtet evidence of
indebtedness." T\ pension obligation to "he county pension system, die California
Public Employee, Retirement System or other retirement system is memorialized as a
"debenture," thereby liecoming an "evidence ol indebledness." whirh can lie refunded
by POBs under the local agenev refunding law.

* The State ol California enacted specific authority for Stale POBs in 7003,

PENSION OBLIGATION BONDS



32

llie POBs are typirally structured as obligations payable from tlte general fund
of the rity or county Issuer. Ilicy are not full faith and credit taxing power general
obligation bonds backed by the issuer's taxing power, because the California
Constitutions debt limitation requires such type of bonds to lie approved by two-
thirds of llie electorate Instead. California POBs have generally been designed to
lie valid without voter approval under ajudicially created exception lo tlie State
Constitution debt limitation, which exception is generally referred lo as "obligations
Imposed by law’. See discussion In Section A2 of Chapter 5. Because Otis exception
to the Constitutional debt Until was and is much less developed In llie case law (few
rases not directly on point) than the other twojudicially created exceptions (for
lease financing and revenue bonds) each POB issue In California has heen validated
pursuant to California’s validation statute (Code of Civil Procedure §§860 etsn/.)

While there have heen many validation atlions lor POBs. so far they have all
ended with a default lodgment and no published opinion, meaning that they have
no precedential . 'u > application tn any transaction other than tlte specific
transaction (s) validated

What is validated in such validation linns is not legal principles liul the lionds
and ihe other principal legal documents appioved In a bond resolution. Before tlie
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validation action Is filed. It Is necessary for tlie state or local government Issuer to
Ilist adopt Ihr rrsol'itlon and authorize lire bonds, thr documents and the validation
action. Tlte validation action is filed In the superior court ol tin- county In which (lie
Issuer is located, and an order for publication of summons Is received. Summons
can then be published (usually In a newspaper of general circulation In the city or
rounty In wluch the Issuer Is located), which takes a minimum of 21 days. If no one
answers the complaint by tlie date specified In the summons, which must lie al least
10 days after completion of publication, tiie clerk ran enter a default, and schedule a
hearing betote theJudge for the default Judgment (tlie tinting of which will de[>end
on (lieJurisdiction, and may be a day or two or, In some Jurisdictions at least 15 days
afte' the clerk enters the default).

So assuming tlie very best case, obtaining a validation Judgment lakes a minimum
of 31 to 46 days (depending on dieJurisdiction) afi-r filing tiie validation complaint
0 f course. Issuers are at tlie mercy of thejudge and die clerk, and It sometimes
takes a ive-l or more to get an order for publication of summaons, or longer than
15 days after die clerk enters a default lo schedule the heating In addition, the
judge could lake die matter under submission for an Indefinite amount of time,
or even disagree with the proposed default Judgment, and decline to validate llie
transaction. Once granted, tlie defaultjudgment may be appealed on jurisdictional
grounds within 30 days. Therefore, it Is typically assumed Ihai the validation action
will take approximately 60 days (not including the appeal period). It is generally
considered reasonable to sell tlie POBs without waiting (or the 30 day appeal period
to run. assuming no one lias answered the complaint. liecause Ihe grounds fix ap|x-al
are so narrow, but usually Ihe bond rlosing does not occur until after the apx>al
period lias expired

If someone does answer the complaint, then there is true two party litigation on
die nieiils. Wliilc some expedited procedures arc available, the timing for resolution
of llie litigation cannot tie predicted, and may take many months unless settled or
aliandoned. So far. no one has answered Ihe complaint and default Judgments have
been obtained for every city and county POB Issuer. However, the same was not true
of the State of California, whose validation complaint was answered by the Howard
Jarvis Taxpayers Association, and resulted in a decision on September 23. 2003 bv
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Ihr Sacramento Count) Superior Court declining lo validate tite Starr* proposed
I'0Bs. which derision, .is of tills writing, Is bring appealed by thr Stair

'Dir validation attiom can tmtl usually do validate not only Ilie POBs to lie
issuctj but also any luiurr POBs or refunding POBs. Not ail validation actions
are as Inclusive nr as flexible as llirv could be (some leaving oul future new mone>
or refunding POBs or costs of Issuance or locking tot semiannual Interest payment
dates, etc.). and must br can-fully reviewed before relied on for future POBs or
refunding POBs.

Note, as mentioned in Section A2 of Chaptci 5. dial ilte "obligation, imposed by
law" concept Ihat is generally used - support POBs In California litres not support
reserves Ol capitalized interest because Inclusion of such components In die bond
Issue arc (0051(1011x1 vulllional not mandatory (as evidenced by llie numerous
California POBs Issued without diem) and tlicrefore not "obligations Imposed by
law ' Costs of Issuance, on llie other hand, can lie included on the theory that they
cannot be avoided, i.ic It ahility to include capitalized interest makes acliievtng
rurTen' budget relief mnie challenging (see discussion of structure options In Section
C nf Chapter £). Alternatively, tlie POBs could be Issued as annual appropriation
bonds or asset strip lease revenue bonds (sec* Section A3 and 4 of Chapter 5), which
can include reserves and capitalized interest.
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CHAPTER TEN

Oregon

Stale and local government Issuers In Oregon have been among the most active
users of POBs lo finance Utclr share of unfunded liability to llie Oregon Public
Employees Retirement System POBs are Issued In OreRon either as limited lax
bonds or as revenue lionds

Pilnr to die passage of the Pension Bonding Act In 2001. die City of Portland.
Multnomah County and Josepltine County Issued slgnilicant sized POBS under
Otegon's Uniform Revenue Bond Act. In 2001, die Oregon legislative Assembly
approved die Pension Bonding Act (which Orrick attorneys svere involved in
drafting). Tlie Pension Bonding Art granted audiorit) to "governmental units."
Including cities, counties, school districts, special districts, public corporations and
intergovernmental corporations, to sell full failh and credit obligations for thy
purpose of refinancing pension obligations. POB* vsued under die Pension Bonding
Art are not subject to voter approval or annual appropriation and may lie issued by
local gosemmenls individually or Jointly.

Significant pooled POB issues have been done by Oregon sellout districts,
community rollege districts and local governments In these transactions, the
participants pledge dieir full faidt and credit within ihe limitations of llie Otzgon
Constitution and issue limited lax bonds, payable from available general funds of the
issuer Available general funds include all ad valorem property tax revenues received
from levies under each Issuer's permanent 'ate limit and all other unrestricted taxes,
fees, charges and revenues legally available to pay debt service on the POBs The
Issuers nr" not authorized lo levy additional taxes to pay Ihe POBs
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lit lire (toiler! « Itoil diMiii i and community college district trarvsH tlonv Individual
districts issued limited tax POBs In favor of a bonrl Truwec. which In lurn Issued
obligations lliai represent a ixnpnr(Innate and undivided Interest in anti riglu tu
rrrclvr POB payments puisuant to a Trim Agreement Tlte POBs were furtlier
Vrtired Ny an Inteirept Agreement between tlie Stale Department of Education and
tlte vIkkil disUlrLs and rnmmunllv colleges unrlcr which tlte Trustee was authorized
In intercept s(tecl(Ir education resentlM cxherwIM (tald by tite State to tfie school
districts and community collegia in an amount equal to tlie debt service on each
issuer's POBs. Specific example-, of rrcrntly completed Oregon pooled r'OB Issues
Include S153.582.299.60 Oregon Community College D1 irlris Limited Tax
Pension Obligations. Series 2003 (Federally Taxable); $927.079.763 45 Oregon
School Boards Association Limlled lax Pension Obligations. Series 2003 (Federally
taxable), and $238,743,693.40 (Ttegon Local Governments Limb'd Tax Pension
Obllgaiiuns. S-rins 2002 (Federally Taxable). Each of the pooled transactions have
Irecn enhanced by bond Insurance. By pooling tlicse transartlons. ihe Issueis svere
able to increase the amount of bonds sold, which Increased access to Investors, and
to lower Inlercsl rales and reduce rusts of Issuance.

INVESTORS

OBLIGATIONS

DISTRICT DISTRICT DISTRICT DISTRICT
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Otlicrjurisdiction*. Including lie City of Portland, City of Corvallis, Multnomah
County. Marlon County. Josephine County. Eugene Water and Electric Board and
Portland Community College District have sold POBs on a stand alone bash

As an alternative to Issuing POBs as limiteO tax bonds pursuant lo tlie Pension
Bonding Act as doscilbed above. Issuers have the option to Lssue POBs as revenue
berids pursuant to die Uniform Revenue Bond Act or the Pension Bonding Aci
Tlie Uniform Revenue Bond Act allows municipalities . Issue revenue bonds few
any public purpose secured by designated "revenues * wlilch may Include taxes and
virtually all oilier general and special fund revenues and receipts of die municipalities
The Uniform Revenue Bond Act requires notice and a 60 day referendum period
during which revenue Ixmds are normally subject lo referral to a vole of the electorate
If within the 60-dry period 5% or more of llie voters file petitions requesting a
vole on llie honds. Revenue bonds issued pursuant to tlie Pension Bonding Act aie
exempt from tills requirement.

In a special election on September 16. 2003. Oregon voters appioverl an
amendment to the Oregon Coastitution that authorizes die Stale Treasurer to Issue
POBs as general obligation b nds of the Stale of Ciregon for die purpose of (laying
substantially all of the Stales UAAL. Tlie amendment provides dial the general
obligation of die Siale must contain a direct promise on behalf of Ihe Stale to pay
die principal, premium. If any, and interest on that indebtedness. T he State also
will pledge its full faidi and crec.il and taxing power to pay dial indebtedness;
however, the ad valorem (axing power of the Stale may nol be pledged to pay dial
indebtedness The amount of POB Indebtedness authorized by die amendment that
may tie outstanding al any time cannot exceed 1% of the real market value of all
property In the Slate. Tlie Stale presently expects to issue approximately $2 billion
In POBs and to list lliem on die Luxembourg Slack Exchange in order lo rarilitalr

sales lo European investors.

In 2003. ihe Oregon Legislative Assembly made substantial changes tn Oregon
PFRS. The amouni of litigation surrounding I'FRS In Oregon Is Increasing, and a
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numlrcr of r'tallengM to if* legislative changes are pencil egin the count Several
lawsuits have been Hied in dee Oregon Supreme Court and In die fedcr; 1 district
rourl In Oregon seeking cn cave changes lliat were enacted to PERS M(Joined or
declared an unconstitutional Impairment of contract or unconstitutional taking of
property Although tlrese cases are not directly related to any particular bond Issues.
Ilielr outcome could liave far reaching implications with respect to PERS and related

liability.
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CHAPTER ELEVEN

Similar To POBs

Pension obligations are similar to oilier slate and local government nun-bond
obllgadons. which Il may be possible to fund In a manner similar lo POBs. While
this pamphlet Is Intended lo  «r primarily POBs. and diey are the most frequently
used and highly developed of this category, it is useful lo note, at least Iwiefly. dial
dicre may be other appliradons of the same concepts discussed above. Several
examples (nol an cxliaustive list) may Include such other acluarially based Insurante
or benefit obligations as workers compensation, healdi benefits and unemployment
insurance or such non-actuarial jbllgations imposed by law as court rendered
Judgments for damages against die stale or local government and. In California,
county obligations under the Teeter delinquent property tax program
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Return to Regular Formal

Pension obligaton bonds (POBs), the once-arcane debt instrument used to finance unfunded pension
liatMities. have returned with a vengr ince after a brief hiatus, and are again making their mark on the
public finance landscape. A number of conditions have fallen into plare to spark this resurgence, including:

e The rapid growth in unfunded liabilities for public pension funds over the last few years, driven b;
investment losse . benefit enhancements, and greater longevity of pension plan ber.uficiaries;

 The relatively low interest-rate environment, which widens the spreads between the POB interest
costs paid by the issuer/employer and the assumed investment return ra(e of the pension systems,
which makes the economics of the transaction more attractive; and

e The potential cost savings from a POB, as many state and local employers struggle with budgetary
Imbalances and other savings alternatives become scarce.

Because of the confluence of these factors, POBs are back This report details the mechanics of how
POBs work, their history, the special risks unique to this debt instrument, the critical rating factors and

implications, and future prospects.

How POBs Work

While the financial implications of POBs are complex, the actual mechanics are relatively simple.
Generally, the municipal employer will use the findings from the most recent actuarial valuation, or have
a new valuation completed, to determine the pension system's unfunded actuarial accrued liability
(UAAL). Then, it will decide what portion of the UAAL (either all or a pari) will be funded with the POB.
In the 1990s most employers funded the entire UAAL, but for various reasons discussed below, many
now tend to finance less than the full amount. Once the POB is sized and sold, the net proceeds are
placed in the pension trust fund to be commingled with the other funds, and usually invested according
to the existing asset allocation guidelines (see Chart). Thus, the pension fund experiences a rapid
increase in -»ssets resulting ina higher funded ratio (actuarial value of assets divided ,y actuarial
accrued liability). For the POB to generate savings for the employer, the investment e; jrn rate on the
POB proceeds must oe greater than the interest cost of the bonds (and ideally equa. to, or exceed the
pension system's investment return assumption), and the Iar%er the spread betwee | tries™? lo two rates
the better. The employer, as POB issuer and obligor, would then be projected to achieve k wer total
pension contribution and debt service costs than itwould have if ithad not sold the POB.
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3 Brief History
While there were a few issues in the 1980s, the first big wave of POBs really came in the early 1990s,
By the end of the decade about $15 billion of POBs had been issued The years 2000 and 2001 were
slow from a POB standpoint, with 2000 correlating to the apex of U.S. public pension fundin% at an
average funded ratios of slightly over 100%, up from only about 80% in 1990. These robust funding
gains were fueled by above-average equity returns during the period and a general shift in the _
Welgfhtlng of public pension assets to this asset class from fixed-income. The corollary to a high funding
level is a lower or nonexistent UA .. Falling funo..ig ratio?. now estimated to be heading towards the
90%, have been exacerbated by a combination of adverso circumstances, some uncontrollable and
some self-inflicted. These factors include the decrease inasset /alues from poor equity returns and the
increase in liabilities from benefit enhancements and demographic changes (for example, members
living longer). The second wave of POBs, driven by burgeoning unfunded liabilities, has come on strong
in 2002 and 2003. As in the first wave, California counties have heen leading the pack, and there are a
number of repeat borrowers, but there are also significant new players. The slate of Illinois, which
issued in June of this year, now holds the POB record for sheer size at $10 billion — almost four times
larger than the previous record. Oregon sold a $2 billion issue last fall, and other states that have
recently completed or plan a POB sale include Kansas, Wisconsin, and West Virginia.

B POB Risks
The principal risks to the issuer of a POB all into a number of categories:

Arbitrage (investment return/POB interest cost);
Leverage;

Market risk; and

Political.

POBs are essentially an arbitrage play, the success of which is dependent on the premise that the
pension fund assets (including POB proceeds) will earn on average more than the interest cost on the
POBs and hopefully the assumed investment return rate (generally about 8%) or better each year for
the life of the bonds. If the bonds are sold al an interest cost of 6%. for example, the spread could
generate handsome savings ifthe investment returns goals are met over the life of the bonds. The
F_roblem is that there is no certainty that the average 8% return will be realized over time, and therein
ies the principal risk of ".he POB to the issuer. Ifthetpensmn fund earns 8% or more on the POB
proceeds, then the result will be success by virtue of having to pay lower pension-related costs
%contnbut_lons plus POB interest) than without the POB. Howevor, if the investment reium is less than
the POB interest cost, the transaction becomes a drag on cash flows. Not only will the employer have
the new POB debt service costs but also higher contribution rates attributable to new unfunded
liabilities from under performin? investment returns. If ret, rns are above 6% (as in the example above)
but below 8%. the employer will have increasing contribution rate costs, but itwuuid have had them
even without the FOB. When investment returns are less than the POB interest costs, the POB puts

additional strains on financial operations rather than helping.

While the 1990s produced some impressive investment returns, no pension fund consistently earns 8%
or higher every year in perpetuity; returns vary dramatically and ma% (or may not) average the
investment return assumption or even the POB interest rate cost. The POB paradigm has a goal to
average or beat the 8% investment return assumption over the long-term. With the appropr.ate asset
allocation strategy this goal may be attainable, but market experience over the last several years has
led some to believe that an 8% return assumption may oe loo aggressive.

Another factor in evaluating the success of a PwB is that its ful* effect can only fully be tallied at final
maturity of the bonds. Due to market gyrations, @ FOB may look like a great success for several years,
oreven a decade, only to see investment gains erode, and at maturity are pronounced a failure.
Conversely the exact oPposite may be true, with poor rc-sults in the early years later overcome to
achieve projected benefits in the final analysis.

In any event, we do know that even if projections are r <;» over the life of the POBs, there
will be years with returns that are higher, and some xliat ;«re lower (maybe significantly), than the 8%
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bogey. We do not have to look hack very far to see evidence of such swings: in fiscal 2001 the S&P500
index of domestic equities fell 16%. in 2002 it fell another 19%. but In 2003 it fell only 1.6%. These
market declines hurt issuers with POBs outstanding: most had to pay Increased contribution rates to
cover the new actuarial losses, plus they had the higher debt service costs due to the POB.

The risk of adding too much leverage is another factor for POB issuers to consider. Borrowing for any
purpose increases leverage, and incurring debt to pay unfunded liabilities is no different. While the
Issuer is substituting one type of long-term liability (POB) for another (UAAL), there is a difference. In
most cases, bond debt service is a "harder* obligation than the "softer" contribution payments used to
amortize the UAAL. Bond debt service must be paid in full and on time or the issue falls into default,
with wide ramifications. For certain employers, contribution payments, on the other hand, may be
temporarily deferred or reduced withoui serious negative consequences. Therefore, the size of the POB
relative to the total debt structure of the issuer must be measured interms of what level of debt service
can be managed ifactual future investment returns do not meet the original POB plan projections.

Because POBs generate very large infusions of funds into the pension system compared with the more
steady Investment and reinvestment of interest, dividends, and contributions by the fund, the plan for
mvestln? POB proceeds must be considered. Should the monies be invested according to the existing
asset allocation guidelines, or should POB proceeds have a special allocation strate%y because of
current market conditions or expectations? Ifthe chief investment officer of the fund believes that
international equities, for example, are overvalued, maybe a delay in filling that allocation would be
warranted. On the other hand, in that pension funds are long-term investors, most have stuck with their
traditional allocations for proceeds, eschewing market timing strategies. Whatever the strategy may be,

it should be fully vetted before the POB sale.

Another aspect that few envisioned when this instrument was first initiated is the political risk hidden,
almost like a Trojan horse, within the POB structure. As was mentioned in a feature on this subject,
("Pension Obligation Bonds: Unique Rating Documentation”, RatingsDirect, March. 4. 1999), POBs can
become victims of their own success. For example, ifa POB is issued for the full UAAL, resulting in a
100% funded ratio, and subsequent higher-than-average returns push the ratio to 110% or 120%, there
will ar.se tremendous political pressure to distribute the so-called "excess" funding by increasing
benefits, thus incurring new liabilities. The excess funding touted in the late 1990s turned out to be
illusory. Even systems holstered b}é POBs that did not increase benefits found themselves in under
funded positions foIIowingz the market declines from 2000 to 2003. Those tl ai fell victim to the siren's
song and increased benefits have even lower funding levels. Some pension funding ratios declined to
the extent that the employers' opted to gc Lack to the market to issue POBs for a second time.

a Analysis

The rating process (or POBs basically parallels that of long-term debt with similar security plus with
certain additional analytical "actors pertinent to the POB and pension system. Most POBs Issued to
date have a GO or general fund pledge. Also, a high percentage of ihose sold have been additionall
secured by bond insurance. In Standard & Poor's analysis specific to POBs we focus on the effect o
the bonds on the issuer's debt «'ructure and its ability to meet its obligations. The financial review
includes the impact on both the jalance sheet and the operating statement or cash flows. The status of
the issuer's pension fund on a pro forma basis is also part of the review as with any similar analysis.

From the balance sheet perspective, we look at how the POB fits into the issuer's total debt plan. Does
the POB dramatically alter the issuer's debt profile? We look at total debt with and without the POB so
as not to penalize a POB issuer in comparison to another issuer that might have relatively low debt (and
no POBs) but sizable unfunded pension liabilities. Also, we evaluate the Ievera?e added by the POB.
Does it markedly increase hard, fixed costs (bond debt service) in place of a softer, more discretionary
obligation (pension contributions)? Ifsub par investment returns put upward pressure on contribution
rates w.i they, coupled with the new higher debt service costs due to the POB, put the issuer's budget
under greater strain? The issuer must also be cognizant of the effect the POB issuance may have on
statutory debt limits. Will the POB use up debt capacity that might be needed for other, more pressing

needs?

From a cash flow standpoint, Standard & Poor's reviews projected debt service and contribution costs,
with and without the POB, including the validity of the assumptions including those for POB interest
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costs and pension fund investment returns. How do the projections compare in total and on an annual
basis? The spread between interest costs and investment return gienerates the savings expected from
the transaction. What is the magnitude of annual savings and total presen* value savings? Where (in
what yearsR are the savings taken? Are the savings front-loaded inan attempt to mask budgetary
stress? Will any front-loading lead to higher, unsustainable contribution rates in later years? Do the
potential savings form the POB outweigh the risks involved The analysis of the cash flows is a critical
component to understanding the full impact of the transaction.

As part of the POB analysis we also review the current status of the recipient of bond proceeds — the
pension system itself. What is the statutory relationship between the issuer/employer and fund? How
nave the laws and precedents for making contributions affected funding progress and how do they play
into the POB strateqy? Have funding levels generally been increasing over time? What are the funding

goals and how will the POB impact these objectives?

The pension fund’s general actuarial methods and assumptions also will be reviewed for comparative
purposes. The fund's asset allocation strategy will be studied for consistency with the POB assumptions
and for the general risk profile. An aggressive investment strategy may make the POB objectives more
difficult to achieve on a consistent basis.

3 Rating Implications
Employers looking to help manage their unfunded liabilities through the issuance of a POB should
weigh the pros and cons very carefully. Any applicable risks from the above list should be evaluated.
There should be a clear POB plan with attainable actuarial and investment assumptions and a
conservative structure. Prudent allocation for projected savings over time limits the chances for

problems

Itis possible for POBs to have a negative effect on credit quality, especially in the investment
environment over the last several years or ifthey were structured poorly at the outset. Standard &
Poor's will continue to evaluate POB risks in light of each employer's individual profile at the time of sale
as well as their projected effects over time. POBs may work as planned over the long-term, but short-
term fiscal dislocations resulting from these structures are part of ther baggage.

m Special Rating Documentation Requirements for POBs
The unique nature of POBs requires certain additional documentation not normally requested for other

types ot ratings:

e POB financing plan, including its effect on the overall debt plan;

Projections of UAAL contributions and debt service with and without the POB;

Latest pension fund annual report;

e Most recent actuarial valuation and experience studies of the fund; and

Pension fund's current asset allocation strategy and plan for investing POB proceeds.

Copyright C 1994-2003 Standard & Poor's, a division of The McGraw-Hill Companies.
All'Rights Reserved. Privacy Policy
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State governments have a long history of providing retirement security for their emplryees-and in many
cases certain local government employees-through large, defined benefit pension systems, which,
throughout the 20th century, had been successful in meeting their intended ?oals. However, after state
pension funds reached (heir apex of financial soundness, based on funding levels 'n 2000, they have
since deteriorated-in many cases precipitously-leaving most funds with the problem of managing new,
large unfunded liabilities. The rapid growth and significant magnitude of these liabilities has become an
increasing credit concern for many state ratings, reaching crisis proportions in some cases.

This article provides a brief overview of public pension funds in the U.S., along with the factors leading to
their current status and come of the options available for managing pension liabilities. In addition, the
status of a number of state funds, with a range offundin% levels, and some of the strategies states have
used to address their respective pension situations, will be examined.

1 Historical Background

Defined benefit pension plans, as used hy most states, provide a systematic meihoa for sitting aside
sufficient monies to pay promised retirement benefits to employees in the future. The benefits are
funded bg contributions, usually from both employer and employee, and the investment income derived
from such contributions. Most states have two principal funds: one for state employees, and possibly
certain local government employees, called public employee retirement systems, and one for teachers,
referred to as state teachers' retirement systems. Some have one, monolithic system for all government
employees (state and local), while others have multipie systems for individual job specialties, such as

judges and safety officers.

Public pension funds inthe U.S., of which tlie lion's share of assets belong to state funds, have come a
long way from their humble beginnings-some dating to the beginning of the 20th century. Starting v/ith
little or no 3ssets to offset liabilities, and some initially operatin? 0N a pay-as-you-go-basis, pension
funds gradually improved their funding ratios gactuarlal_value of assets divided by actuarial accrued
|Iabl|lty% to the 50'/0 level in the mid-1970s, and further io around 80% by 1990. Early cn. pension assets
were Invested largely, if not exclusively, in fixed income invessnems. Gradually, investment strategies
became more diversified, howaver, and by the end of the 1990s public funds had increased their
allocations to equities and other higher yielding asset classes s:gnificantly. This shift In allocations
coincided with, and to some exienlwas fueled by, the bull markets in domestic equities that lasted from
the early 1980s through fiscal 2000. At June 30 (the fiscal yeai-end for most public pension fundsa,
2000, the average funding ratio for all U.S. public funds was slightly above 100%, arid was oven higher

for state funds.

The party to celebrate the final defeat of unfunded pension liabilities was short-lived, unfortunately, as
dark clouds soon began to appear Trends that wouid adversely affect actuarial balance impacted both
liabilities and assets. Liabilities were being inflated not only by normal growth and inflationary pressures
but also by overt changes in benefits and actuarial assumptions. The late 1990s saw a number of
improvements to pension benefits, which automatically boosted liabilities, and the actuarial
consequences of many of these changes really kicked in aher 2000 due to the normal delayed reaction
in contribution increases. Demographic and lifestyle trends--along with the resultant assumption
changes, such as retirees living longer (a%;lobal phenomenon) and more employees taking early
retirement-had a similar, expansionary -effect on liabilities. However, the biggest component in the
steep decline in fundin(% levels from fiscals 2001 to 2003 came from the asset side, and was caused b
the bottom falling out of the domestic equity markets. The investment return assumption requirement for
most public funds to maintain actuarial balance, about 8%, could not be sustained when the average
allocation to domestic equities stood at 4C%-50% and the annual returns of the S&P 500 Index were
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negative 13%. negative 19%. and positive 2% in fLcals 20G1, 2092. and 20G3. respectively. The net
result wns that, by June 30, 2003 average funding ratios fov state funds had fallen from an average
overfunded level in 2000 to an estimated 80%-90% in jus' three short years. While the S&P 500 saw a
17% gam «t nscai y°ar-end June 30, 2G04, public pension fund actuarial results, on average for the
?/ear, will not report ma#o. funding gains due tc the effects of Jne actunrial smoothing of gains and

0sses over a period of years used hy mest. With five-year smoothing, for example, a fund in fiscal 2004
would still be accounting for a portion of the losses (or gains) from the prior four years.

a Alternatives to Improve Funding

The range of onions to fixa pension mismatch ot assets and liablities is relatively narrow, and almost
al’ ere difficult to implement due lo Ie%al, economic or political impediments. Corrective measures
shouid ad to stop or slow pension liability growth or grow assets, cr.boih. From a liability standpoint,
most states have constitutional or statutorr pension oenefit protections that preclude any reductions in
benefits already promised to existing emF oyees. One; way oround these restrictions is to dose off the
current benefit to new employees and offer new employees a reduced level of benefits. This tactic of
creating a new tier of benefits has been used by a number cf funds to reduce liability growth.
Completely closing existing plans and creating new, less generous defined benefit olans, and even new

defined contribution plans, is another option.

Changing actuarial assumptions to reduce labilities has been used in the past; the current demographic
and economic realities re'ateo to ths major variables, however, make these options difficult. The raising
of the actuarial investment return assumption lo 8.25% fror 8.00%, tor example, would automatical
lower actuaria! liabilities, all other assumptions being equal. However, the investment experience over
tne past three or four years and current expectations would tend to preclude such a change at this time.

The princioal options to improve pension halance by increasing assets fall into three main categories:

e The pension fund may *lter its asset allocation stratogy tc enhance investment returns;

> The pension fund sponsor may sell persion obligation bonds (POBs), placing tne proceeds in
the pension trust and thus reducing or eliminating the unfunded actuarial accrued Iiability
(AAL); and

*Annual contribution rates for sponsors or employees may be increased.

Pension funds inthe U S ,as major global investors with more than $2 trillion in assets, have developed
sophisticated asset allocation plans over the years, and, with access to professional asset managers,
attempt to maximize leturns within their prescribed tolerance for risk. For an individual fund to
dramatically enhance yields by altering its aliocaticns, there would most likely need to be a sea change
in thinking about the fund's view of risk. Minor tweakin? ol strategies is a more regular occurrence as
funds seek to keep up with changing markets, risk profiles, and expected returns of various asset
classes, but major strategy changes leading to markedly improved results are rare

Some states, as sponsors, have op'ed to pursue the P03 route to significantly boost assets in one bold
move, while .. *he same time taking advantage cf the projected lower carrying charges this vehicle
offers lo a sponsci. (Fcr further informafion, ser report titled "Pension Obligation Bonds Are Surgin?
After Brief Hiatus," published Jan. 20. 2004. on RatingsDirect). While no panacea, POBs are basically
an arbitrage play based on the premise that, as a resiJt of the bond proceeds being invested at an
expected y'e'd abo''e the cost of the bonds, net savings will be achieved by the sponsor over the life of
the bonds. In other words, after the issuance of the POB, combined debt service plus pension
contribution costs will be lower than they would have been w nuta POB. The success of this formula
depends rn the realization of a certain investment return, whicn is in no way guaranteed. Whether a
POB succeeds or fails cannot fully be evaluated until tne finai maturity of ihe bond, and it is a given that
some years will be winners and others losers. The bad years may add short-term fiscal stress to the
POB issuer (pension sponoor), which could be significant based on the amount of leverage ihe POB
exerts. With most POBSs having been issued over the ﬁast 10 years or so, it would be premature to
pronounce them an unqualified success (or failure). The best that can be said to date Is that POB
results have been mixeJ, with some having met or exceeded expectations while others have come up
short based largely on the vicissitudes of market timing.

unfunded liabilities, is to simply increase annual contrib ution rates. Indeed, a maéor principle of an
actuarially funded defined benefit plan is thai, ifassets and liabilities become unbalanced, increasing

The last major option for increasing assets, and the most common alternative used to manage new,



(or decreasing iftlvj system is overfunded) contributions will bring the system back into balance.
Sometimes employee contributions ore increased, hut usually it is the sponsor that steps ug to the
p'ate: the investment risk 0" a public defined benefit pian and the burden to make good on benefit
promises are ultimately the responsibilities of the sponsor. Thus, the principal byproduct of the current
state pension ‘unding crisis has bean increasing contribution costs coming at a time when states, in
recent years. ha'*e bean squeezed by weak -avenues and burgeoning expenses, including security and

health care cost pressures.

How Are Some States Managing Their Pension Liabilities?

Arizona.
The Arizona State Retirement System, a muItiEIe—emponer defined benefit plan, provides pension

benefits foremployees of the state, political subdivision*, and public schools, with more than 500
employers anc 222,000 active members. The system's funded ratio fell to 98.4% at June 30, 2003,
after a decade of more than 100% funding. As reported inthe June 30, 2003, actuarial valuation, the
major contributor to this decline was investment losses for the year that resulted ina decrease in the
actuarial value of assets by $1.2 billion. In November 2002, the state retirement system board
removed the requirement that actuarial assets be within 20% of market value, and changed the
period for recognizing investment gains or losses to 10 years frc ~ ve years. At June 30, 2003, *he
system’s market value of assets (%18.1 billion) was 77% of actu value. The 2003 actuarial
valuation developed hypothetical contribution rates for both employees and employers (odd-year
calculations are not actually implemented; of 6.95% each, compared with 1.92% each in 2001.

California.
California has two ‘arge state pension funds: one for state and certain local employees--California

Public Employees’Retirement System (CalPERS)--with assets exceeding $170 billion; and the other
for leachers-California Stare Teachers' Retirement System (CalSTRS)-with more than $115 billion
in assets. These systems have been exFeriencing some of the same pressures as pension funds in
other sui-.es, and have experienced declines in funding levels. For example, the funded ratio for the
state member category of CalPERS had failen to 84% as of June 30, 2003, compared with 111% in
2000. State contributions to Ca'PERS for its emf)loyees, as actuarially deizrmined, have risen from
$160 million in fiscal 20C1 to $2.2 biliion in fiscal 2004. In the same vein trv, funded ratio for the
CalSTRS defined benefit plan fell from 11C% in 2COC to 82% in 2003. However, total amounts
contributed to CalSTRS by members, employers, arid lhe state, as set by statute, increased just

10% during the same period.

A numoer of changes for both pension systems have oeen proposed over the last year. In relation to
CalPERS, tht state's 2005 budget included certain pension reforms, such as a two-year delay of
contributions into CalPERS from new miscellaneous and industrial employees, thus obviating the
staia’s obligation to make contributions on their behalf over that period. A $900 million POB was
propose;), the proceeds of which would be used to pay a portion of the current contribution payment
as opposed to paying a portion of the unfunded actuarial accrued liability like most other POBs.
Court validation of the POBs is being sought. The 2005 state budget also included proposals to
increase emolcyee contribution rates and iower benefits or new employees tc pre-1999 levels.

In December 2004, CalSTRS proposed a .lumber of options to help address the funding deficiencg
in its defined benefit nlan. At June 30, 2003, the system’s unfunded actuarial obligation totaled $23.1
billion. The first option was for the state to issue a POB to pay down the entire liability. Other options
included u change :nihe amortization period of the unfunded liability and a number of changes to
how benefit are calculated. One option that could have a large eftect on the amortization cost is to
eliminate the 2% benefit adjustment. Several alternatives included increases in contribution rates by

all three contribution bases: members, employers, and the siate.

On July 1, 2003, the state did not make its full contribution payment to CalSTRS' supplemental
benefit maintenance account, although it did make the required payment lo the system's defined
benefit program. The state paid $59 million of the 5559 million required supplemental benefit
maintenance account amount. In October 2003, CalSTRS filed suit in Uacramento County Superior
Cuurt to have the $500 million payment restured. The state is currently defending the action.

Of late, proposals to replace the two California siate defined benefit plans with defined contribution
plans, anti to eliminate state contributions to CalSTRS, have been actively debated.



Florida.
The Florida Retirement System was created in 1970. The system was created to provide a defined

benefit pension plan for particifation employees. The plan is administered by the state division of
retirement inthe department of management services. Participation by loccl governments in the
state is optional, but is generally irrevocable once the government opts to participate in the plan.
Currently there are 866 participating employers and 956,875 individual participants. Of the total
participants, 23.5% are retirees and beneficiaries. Contrary to tiends for most other states, the
actuarial value of asset? in tne system has consistently exceeded the actuarial accrued liabilities in
recent years. The funded ratio of the pension system has ranged from 112% in fiscal 2004 to 118%
in fiscal 2000. Investment performance in fiscal 2004 was strong, with a return of 16.6% compared
with the 7.75% assumed rate of return. The actuarial value of assets at July 1, 2004, was $106.7
billion. The solid asset position of the Florida Retirement System has provided budget relief in the
iorm of lower contribution requirements for the state and participating loccl governments.

[linois.
llinois sponsors five defined benefit retirement plans for about 630,000 members and annuitants,

including public employees, teachers, university personnel, and judges. Bv 2003, the funded ratio of
the Illinois funds ranked near the bottom compared with other states in the U.S. Contributing to the
$26.9 billion increase in unfunded liabilities from 2000 to 2003 were:

« Contribution shortfalls ($4.8 billion of the total),
* Investment losses ($14.1 billion), and
« Benefit improvements ($3.3 billion).

Adding to the state’s pension woes is a 2002 early retirement incentive plan for state empIO%ees,
which resulted in a liability that, at $2 j billion, was quadruple the original estimate. Part of the
variance was due to a much larger .lumber of employees (11,032) taking part in the Frogiram than
originally projected (7,215). Due to the requirement of a 10-year amortization of this liability, the early
retirement program contribution for 2005 is $382 million, compared with the originally projected $70

million.

In 2003, the state sold a $10 billion POB, the largest on record, using the proceeds to fund a portion
of the UAAL ($8.1 billion) and to pay ($1.9 biIIiong the state's current pension contribution for tiscals
2003 and 2004. The POB increased the combined system's funded ratio by seven percentage
points. At the end of fiscal 2003, the funded ratio for the combined systems was 57% (after giving
effect to the POB), and the UAAL was $35.8 hillion.

New York State.

The New York State comptroller is the sole trustee of the state's common retirement fund, which
includes all assets of the New York State Retirement System. Members of the system ;.re typically
employees of New York State or employees of municipalities in the state (excluding New York City).
As of March 31. 2004, there were 2,985 participating %overnment emfloyers in the system. The
overall membership in the system exceeds 970,000; this includes 641,721 members and 328,357
retirees and beneficiaries. Overall, membership has expanded continuously, but the growth from
retirees has been most significant. Retirees now make up 34% of the system's members, compared
with 26% in 1990. Benefit payments continue to rise, reflecting improvements in final average
salaries, cost of living adjustments, and benefit improvements. The increased benefit payments,
coupled with the performance of the stock market after 2000, have required significant employer
contribution increases, with significant increases forecasted for the next two years as well. At March
31, 2004, about 63% of the pension system assets were invested in various stocks. For the largest
component in the system-tne New York State and Local Employees' Retirement System-employer
contributions had averagied 1.75% from fiscals 1996 through 2003. Contributions wi!" increase in
fiscal 2004 to 5.9%, totaling $1.2 billion. This rate is projected to more than double in fiscal 2005 to
12.9%, or a $2.6 billion contribution, followed by an estimated 11.4% contribution rate in fiscal 2006.
Similar increases are forecasted in the New York State and Locai Police and Fire Retirement
System (PFRS) for fiscal 2004. The contribution rates for fiscals 2005 and 2006 are projected to be
even steeper for PFRS, however, growing to 17.6% and 16.3%, respectively. These contribution
increases have been, and will continue to be, a significant source of budget pressure for the state
and its local governments. The legislature has allowed a portion of the increase to be funded with
the issuance of oonds or a loan from the state comFtroIIer. For governments that choose this option,
fixed costs to service oension contributions will include an interest component, with the fixed costs
extended for uo to 10 years. The system uses the aggregate actuarial funding method, which does



not identify or separately amortize unfunded actuarial liabilities. Due to the use of this funding
method, there is no disclosure or schedule provided on funding progress.

Oregon.
Oregon has historically delivered pension benefits for state and local employees through a single

system called the Oregon PuNic Employees Retirement System (OPERS). After experiencing
relatively high funding levels through the 1990s, the UAAL of OPERS at Dec. 31, 2001, was
estimated at $9.7 billion, almost three times the prior year. With 2002 investment losses, this figure
was estimated to be almost $15 billion—of which about one-third was the state’s share. Contributing
factors to the increase in UAAL included some of the usual suspects: benefit increases in the late
1990s and poor investment returns, in addition, under the plan, tier-one members were guaranteed
a minimum 8% on their regular account assets regardless of actual investment returns earned by the
system, and in 2001 and 2002, like most other funds, the system genera! ;d negative returns.

In 2003, the state in.bated a number of reforms to OPERS, including:

Modernizing the mortality tables and requiring regular updates;
Shifting future employee contributions to a defined contribution plan;
Converting the annual 8% guaranteed rate of return to an assumed 8% to be received over

the length of members' service;
e Temporarily suspending future cost of living increases for retirees in certain instances; and

Creating a new, more inde<-  ont, retirement system hoard,

In additi n, for new employees hired after Aug. 29, 2003, the state created a new retirement plan
called the Oregon Public Service Retirement Plan, which includes both defined benefit and defined
contribution cor ponents. Employer contributions fund the defined benefit plan, and employee

contributions fund the defined contribution plan.

The legislative changes to OPERS resulted in ar. estimated reduction in the state's UAAL to $2.2
billion from $4.6 billion. Anumber of lawsuits have heen filed challenging some of the OPERS
changes. The state intends to continue to defend the challenges. In October 2003, the state sold $2
billion of GO POBs to further reducn its UAAL. The preliminary results of the OPERS 2003 actuarial
valuation reported the pension system’s funded ratio at about 97%. Employer contribution rates
under the valuation showed an increase to 18.27% from 9.96%.

W est Virginia.
The West Virginia Teachers' Retirement System (TRS) is a multiple-employer, defined benefit plan
for 55 county school systems, certain state higher education employees, and the state boards of
education and higher education. The state provides substantially all funding for ihe system. TRS has
occupied the _jttom rung among state plans in terms of funded ratios fur some time. As of July 1,
2003, the funded ratio was 19%, and the UAAL was $5.1 biliion. The state supreme court has ruled
that the UAAL of TRS is a uublic debt, and has required the state to fund TRS in an actuarially
sound manner. This requirement entails the elimination of the UAAL over a 40-year period beginning
July 1, 1934, enabling TRS to meet cash flow requirements to fulfill future obligations to members.

While fora number of years West Virginia has attempted to clear the way to issue a POB to hello
lower or eliminate the UAAL in TRS and other state funds, its efforts have been blocked by lega
issues, including the requirement for voter approval. If bonding is not an option, the state may have
to pursue other avenues to cure its pension ills.

m Looking Ahead

States are under varying degrees of pressure to fund the burgeoning liabilities of their pension systems.
Tne common theme lies in developing strategies to manage increasing contribution rates at a time
when other demands are conspiring to break the budget: growing health care, education, and security
costs toname a few. Options to reduce pension liabilities or even slow their growth, and thus moderate
contribution rates, are few and usually difficult lo bring to fruition. Even with adequate investment

, returns, the pension funding problem will be inthe forefront for at least a few more years, and possibly

N*much longer ifthe markets don't cooperate. As if pension liabilities were not enough to handle, slates
and other governments will soon have to deal with funding issues related to liabilities from Other
Postemployment Benefits (OPEB)-largely retiree health care costs. The GASB has established new
accounting rules for reporting on OPEB liabilities. (For further information, see report titled "Reporting &



Credit Implications of GASB 45 Statement on Other Postemployment Benefits,” published Dec. 1, 2004,
fon RatirigsDirect.) Both pension and OPEB liabilities will act to constrain ratings over the foreseeable
future. —  mmmmmmmmeeeee—- "
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What do the volatility in equity prices and the decline in market indices over the past year crtwo mean for
the security ofpublic pension investments and, further, what is their effect on the strategy, used by a
numberofgovernmental pension sponsors over the last decade, of selling pension obligation bonds to fund
the unfunded liability oftheir pension funds? Specifically, given the current and expected market
conditions, was the POB str tegy a good idea and, if so, does it still have validity, and does this technique
represent a viable opportunity for governmental sponsors who may find themselves wrestling with
unfunded liabilities a; aresult of the declines in equity performance?

Brief History

While a few POBs were done in the 1980s, they really came into their own in the 1990s with more than $ 10
billion being sold. Over the last two years, only a few, relatively small, POBs have been floated. The
average principal amount for POBs ranged from S100 million to 5300 million with a few exceeding SI
billion or more. Most POBs issued to date have been general obligation or general fund secured,

capitalizing on the credit quality of the pension system’s sponsor.

The POB Experience Through 2000

With this kind o f debt instrument, timing is very importantand issuers of POBs in the early- to mid-1990s
could not have had better timing. W hile public pension funds during the 1990s were boosting their average
allocations in domestic equities from 33% to almost 50%, the returns on this asset class were sustained at
levels well above the historical experience. The average annual increase in the S&P 500 index for the 10
fiscal years ended June 30,2000 (most public pension funds have June fiscal years), was almost 16%,
compared to a historical average ofabout 10%. The five-year total portfolio return for public funds has
averaged more than 13%. These performances should be viewed in the context of average investment

return assumptions for public pension systems ofonly about 8%.

Following the issuance o fl0 B s to increase the funding status or to fully fund a system, this excess return
phenomenon could easily result in funded ratios greatly exceeding 100%. However, in Lhat actuarially
funded pension systems tend to be self-balancing, this overfunding unbalance would have heen corrected
by actions taken to affect either the pension fund's assets or liabilities, or both. In these circumstances,
pension fund sponsors would, upon the recommendation oftheir actuaries, decrease or temporarily
eliminate pension contributions (contribution holiday), thus slowing the growth of assets. On the liability
side, some sponsors made the decision to improve employee benefits, instantly increased liabilities bul also
balancing overfunding. Regardless ofhow the "problem" of overfunding was managed by sponsors or
pension funds that used POBs prior lo fiscal 2000, POBs produceJ as promised, an economic benefit and

in most cases it was substantial.



2001: Harbinger of Tough Times for POBs?

For the fiscal year ended June 30.2001, the SAP 500 declined 15.8% (.and fell a further 15% in the next
quarter), which was its worst performance since fiscal 1982. This fiscal 2001 result followed the below-
avcrage performance ofpositive 6% for fiscal 2000. Following two decades ofabove-average equity
returns, itis probable that these returns will approach the historical pattern going forward.

W hile along-term environment of weak investment returns will lower pension funding levels, it may be
premature for issuers of POBs and pension funds in general to adjust investment expectations based on the
most recent results. As more data become available, if it is apparent that a trend is developing, some
reective changes made be needed Regardless ofthe causes, any investment underperformance over an
extended period oftime will lead to actuarial losses and new unfunded liabilities, resulting in the need to
increase contribution rates to bring the systems b*ck into balance It should be keptin mind that such a
need would be in sharp contrast to recent years, when \ decrease in the needed contribution rates actualy
provided budgetary flexibility for fund sponsors. Many funds now use smoothing methods for actuarial
purposes in valuing assets to spread investment gains and losses over up to five years. This practice would
temper the effects of the fiscals 2000 and 2001 investment return experieikKe. With five-year smoothing, for
example, only 20% ofthe fiscal 2001 losses would be included in the June 30, 2001 valuation, which

would still be taking into account prior year gains as far back as 1997.

No matter how sponsors who utilize a POB strategy choose to manage theiractuarial gains from the excess
investment returns following PO B sales Gower contributions or increased benefits), most are likely still
fully funded, albeit with alower cushion. In a long-term lowe: return environment with declining funding
levels, those systems that have taker the bulk o f their excess funding out oftheir POB structure may see

trouble ahead.

Forexample, say a state sold POBs in 1985 with a 30-ycar amortization to fully fund itsretirement system
and had average annual investmentreturns of 12% against its investment assumption of 8%. Howrever,
instead ofpermitting the natural increase in the funded ratio that these conditions would have caused, the
state managed its funding ratio, through contribution holidays and benefit improvements, to maintain the
ratio ata:iund 100%. If we are in fact heading into a lower return period (the average annual increase in
the S&P 500 for the 16 years from 1966 to 1982 was a meager 2.7%, for example), the state may have
already reaped all its gains from the transaction structure and be headed for losses. If actuarial losses start
to be incurred, contributions will have to increase. If returns fall below the interest cost on its POB that will
mean that the POB will have become a net financial drain, ifinvestment yields fall below POB interest
cost, total debt service, including that on the PO B, plus normal and new unfunded actuarial accmed liability
(due to low returns) contributions, will now be higher than if the POB had not been sold. Tojudge the full
effect ofaPOB, however, any future losses have to be weighed against prior period gains. With aPOB, its
ultimate success, or failure, can only bejuc_,ed at its final maturity is approached The financial dynamics
may be a winning formula for 25 years, for example, and then a losing one in the last five years (or vice

versa).

POBi Going Forward

Standard & Poor's factors the effects of a pension obligation bond strategy into the long-term rating o f the
sponsor. Standard &Poor's hasviewed POBs as a strategy for savings on canying charges as long as the
transaction was structured conservatively and the assumptions were reasonable and attainable. This requires
aclear financing plan including reasonable assumptions and manageable leverage. Prudent expectations for
investment returns and the cautious use of resultant savings help insure aPOB's success. Another positive
factor fora POB is, of course, to be fortunate enough to sell the bonds in a low interest rate environment,
thereby increasing the spread between interest costs and investment return expectations and lowering the
risk of undcrperformance. The long-term expectations for investment returns have not yet changed because
ofthe recent return expenence or current economic and political conditions and public funds will rely on
diversification ofinvestments lo maintain necessary total returns. Thus, a sound POB plan today should be
asviable asitwas 10 years ago. The 2000 Public Pension Coordinating Council Survey of St: te and Local
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Public pension plan costs are becoming a bigger drain on U.S. state and local
government resources. Many state and local governments have been hit particularly
hard in the past several years as they struggle with their worst deficits in decades.

While current government employees watch their pension and other post-retirement
benefit contributions rise sharply, a growing number of retired employees are becoming

concerned about the future of their own pensions.

As the various gove[nmentalfjurisd.ictipns decide how they will raise the money needed
to fund these mounting benefit obligations, and how to *arget the root cause of the
funding gap, Standard & Poor's Ratings Services is taking a closer look at pension and
other post-employment benefits (OPEB) issues. This article examines the credit
implications of pension benefit and OPEB obligations and how accountants are revisiting
the way municipalities can best reflect the true benefit obligations.

mCredit Implications
When Standard & Poor's credit analysts determine the credit implications of public
pension obllﬂatlons, they look at these liabilities in the light of an employers total debt
structure with an eye tor what the consequences may be on the employer's ability to
pay debt service in meeting these benefit obligations.

“We wantto have a reasonably current accounting ol the retirement system's funding
status, and an understanding of hew the employer plans to mana.?.e. these liabilities,"
said Standard & Poofs credit analyst Parry Young. "Pension liabilities help shape an
employers credit profile, and the maginltu e of the current challenge for some could
contribute to ratmﬁ downgrades. While some previously well-funded plans are in a
better position to handle the new liabilities driven by poor investment returns and
benefit enhancements, most plans and thaiesponsors are between a rock and a hard

place,” Mr. Young said

Other than facing the music and increasing contributions, the options for employers
with increased unfunded liabilities to make significant funding Progre_ss are verr
limited On the liability side of the ledger, reducing benefit levels, which would lower

liahilities, is very difficult to accomplish and frequently constitutionally prohibited.

For example, inthe state of Oregon’s rehrernent system, member accounts were
credited with a minimum 8% annual return even ifthe fund's market gains fell below
that level. The state is trying to reform this and certain other features of the system,
which would reduce the system's total liability by billions of dollars. These changes
would be tested in the courts.

Changinﬁ actuarial assumptions could also result in decreased liabilities; however, the
trends affecting some of the major assumptions are going in the wrong direction. For
exam,ole, with employees generally living longer, demographic assumption changes
usually serve only to increase liabilities Some sponsors have delayed the
implementation of updated mortality tables, but this only delays the inevitable impact

on liabilities.

On the asset side, because of the weak investment performance over the last several
years, the upside potential 'or higher investment return assumptions is rather slim.
The only recent changes to investment return assumptions have been downward

adjustments, which again increases liabilities,

Another option for states is to defer or adjust contributions In many cases, however,
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tl.e states must make the full payment. Partial payments may be possible in any one
year, but anywhere from 70% to 90% of employers generally make the full aduanally
required contribution. Illinois has a continuing appropriation: once the actuary decides
on the rate, the state has to make that contribution. In several California counties, if
the board of supervisors does not make the contribution set by the actuary, the
county's independently elected auditor must take available county funds and place

them inthe pension trust fund.

“Ifs a pretty* strong mechanism." Mr. Young said. “Omitting or reducin(f contributions
mag be a short-term budgetary fix, but it does not solve the unfunded liability

problem.”

mThe Pension Obligation Bond Solution
Another solution to funding pensions is for states to issue pension obligation bonds
(POBs), the proceeds of which are used to fund the plan and reduce the liability.

“But you are left with a bond on your balance sheet,” Mr. Young said. "The primary
risk is that you do not achieve a high enough investment return to cover the POB debt
service cost or the actuarial investment return assumption, in which case the shortfall
results in new unfunded liabilities. Under this scenario, which has been the experience
over the past several years, POB issuers are incurring new unfunded liabilities, and
higher contribution rates related to that, on top of the additional expense of POB debt

service," he added.

Over the Iong-term, a POB might still be a workable solution, but in the short-term,
they may add to fiscal stress, according to Mr. Young. A number of California issuers
that issued POBs inthe 1990s experienced poo: returns, enhanced benefits, and
adverse legal decisions, have reached reduced funding levels to the point where they
are issuing POBs a[qam._Hundre_ds of millions of POBs have been sold since Ma
2002, mainly by California counties, along with more than $15 billion during the £990s.
Several large POB issues are planned or have been completed, including one by

llinois for $10 billion.

mThe Evolution of Pension Accounting

Pension accounting has been dormant for many years, but the weak economic
conditions are bringing itto light again, according to Standard & Poor's Chief
Accountant Nen Bukspan. Worldwide, accounting standard setters, including the
Government Accounting Standards Board (GASB), the U.S. Financial Accountants
Standards Board, the International Accounting Standards Board (IASB), and the UK.
Accounting Standards Board have all announced, or are in the process of declaring
numerous standard-setting activities related to accounting for pension and OPEBs,

including changes to the required disclosures

For example, the IASB will decide whether "smoothing." a feature that makes it appear
that a company is experiencing gains when they are actua'ly recording losses, is
acceptable By 2005, all EU-listed companies are required to adopt International
Accounting Standards, and expected to reflect pension and OPEB obligations and

related assets.

The recently issued GASB OPEB ExFosure is important because OPEB liahilities
previously were not required to be reflected as an obligation by governmental equity.
However, once the exposure draft is finalized, accounting for OPEBs will substantially
conform to the accounting for pensions Pension and OPEB obligations are difficult for
analysts to monitor due to the inherent uncertainties associated with the estimation
process, the complexity and inconsistency of the applicable accounting models, and
the lack of sufficiently robust and timely disclosures

To complicate matters, employers use an assortment of plans, defined ber, fit,
defined contributions, insurance contracts, pay-as;you-Po, single-employer and
multiple-employer arrangements, or any combination of these programs.

The funding requirements also change; the government dictates some and local
fundlng regulators dictate others. "Many times the actual funding to qPIan could
exceed the minimum funding rules, and different jurisdictions have difterent objectives
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when establishing the minimum funding requirements.” Mr Bukspan said

Unlike pensions, OPEBs are generally funded on a pay-as-you-go basis, which has a
cash stream that is very different from a pre-funding cash stream. However, cash
outlays, even in a pay-as-you-go program, can become extensive, particularly

because of early retirement and downsizing.

Due to the changin% economic circumstances, sponsors are revisiting their pension
assumptions, curtailing benefits in many circumstances, and revisitiné; funding needs
and policies There are near-term liquidity implications, as evidenced by pension
obligation bond issuance, sale of noncore assetu, and contributions of noncore assets

to the pension plans,” said Mr Bukspan.,

Although plan surpluses may be beneficial from a credit perspective, the){]cann.ot be
viewed as cash eguwalents, since the employer's practical ability to tap them directly

is generally limited.

In its analysis, Standard & Poor's considers the ability of an entity to actually use the
surplus, whether or not it is reflected in its financial statements. Depending on the
local laws, when a surplus exists, the employer can curtail contributions, or may use a
portion of the surplus to fund other benefits. An employer may also be able to enrich
pension benefits In lieu of wcge increases and fund downsizing through early

retirement programs.

For public pension funds, any "excess" funding advantages Howto a sponsor through
the pension contribution mechanism in the form of lower or temporarily omitted future
contributions ("contribution holidays"). Laws and regulations do not allow sponsors to
directly remove such excess funds from a pension trust fund.

mThe Future of Public Pension Plan Scrutiny

For Standard & Poor's, the challenge is — as it always has been — to collect the most

accurate information possible about the potential implications of a bei.efit plan on the
entity's financial position and cash flow to understand the potential exposure involved.
Standard & Poor’s will be paying close attention to actual and potential liabilities and
cash flow requirements of state and local governments arising from pension and other

post-employment benefits

By Will Siss

Copyright C 1994-2004 Standard A Poor*, a division of The — i i
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February 25, 2075

Representative Mike Hawker

Alaska State Legislature
State Capitol
Juneau, AK 99801-1182

Re: Pension Obligation Bond (POB) Analysisfor PERS/TRS

Dear Representative Hawker:

As we discussed at our last meeting in Juneau, wc arc pleased to present you with our analysis of several options
available to the State to improve the financial condition of PERS and TRS. We at UBS would welcome the

opportunity to work with you in crafting the most appropriate strategy to accomplish this goal, including the use of
pension obligation bonds (POBs) as a low-cost funding mechanism. Assuming a POB issuefor the total unfunded

liability (UAAL) ofapproximately iS.O billion, this transaction wouldgenerate in excess ofSl. 6 billion o fexpected
present value savings to the State. The State may also determine that issuing a POB for only a portion of its unfunded

liability is the most appropriate funding strategy.

UBS is the leading underwriter of POBs nationally and our pension financing team has worked with numerous states
and municipalities in evaluating the impact of various strategies to improve the financial health of their public pension
systems. UBS believes that POBs should be viewed as one of several tools that the State should utilize in managing its
current UAAL T7e use of multiple strategies, including POBs, is particularly important for the State since a material
portion of the UAAL is due to post-employment healthcare benefits. As you arc aware, the combination ofa growing
UAAL and increasing State contributions to pay down this deficit will have a significantly negative impact on the
Slate’s General Fund over the next several fiscal years (and beyond). According to a report by the Division of
Retirement and Benefits dated November 3, 2004, the State will face an increase in its contributions of over

$108 million in FYO06 alone. POBs can not only provide significant expected savings, but also a mechanism to
mitigate the negative budgetary impact of paying down the UAAL over the next several fiscal years.

The attached materials arc meant to serve as a reference guide for you, and they include our analysis ofa POB
opportunity for the State as well as published research reports by rating agencies and independent third parties on the
benefits and risks of POBs. Clearly, POBs are not a panacea for the challenges of ensuring adequate contribution
rates, prudent portfolio management ar | even overall system oversight. However, given current market conditions,
POBs may offer the State an exceptionally compelling opportunity to more efficiently fund its pension system as well
as manage the required future contribution rate increases to bring PERS/TRS to more appropriate funding levels.

Again, UBS would welcome the opportunity to discuss POBs and other options available to the State as it looks to

address these very important issues.

Sincerely,
James Ziglar, Sr. John Costagliola Robert Doherty
Managing Director Managing Director Managing Director

cc: Senator Therriault
Senator Stedman

UBSHredial Svice* Inc. Prasubsidiary of LBS AG
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State of Alaska

Executive Summary
Current Funding Status ofPERS and TRS

m The combined total unfunded liability (UAAL) of the Public Employees’ Retirement System
(PERS) and the Teachers’ Retirement System (TRS) is nearly $5.0 billion as of June 30, 2003

m Unlike most other states, Alaska’s UAAL includes liabilities for unfunded pension benefits as
well as unfunded post-employment healthcare benefits Chealth benefits’™)

Funding Status PERS TRS Total

UAAL for Pension Benefits $ (1,356,740) $ 438,685 $ (919,055)
UAAL for Health Benefits 4,231,112 1,644,639 5,875,751
Total UAAL 2,874,372 2,083,324 4,957,696

Source. Actual ial Valuation Reportsfor PERSand TRSas ofJune 30, 2003 (S in thousands).

m PERS and TRS also have in excess of $445 million of total unrecognized investment losses that
are scheduled to be recognized over the next four years

m The UAAL and any recognized investment losses are paid down over a 25-year period and accrue
yearly interest charges at a rate of 8.25%

m The cost of paying down this UAAL will have a significant near-term impact on the State’s
General Fund in terms of increased contributions over the next several fiscal years (and
beyond) — areport by the Division of Retirement and Benefits dated November 3, 2004
estimates an additional contribution increase of $108 million in FYO6 alone

& I1IBS



State of Alaska

Executive Summary
Post-Employment Healthcare Benefits

m Rising healthcare costs represent a real and growing threat to the financial condition of PERS and
TRS, and by extension to the retirement security of the State’s retirees

m Including the cost of health benefits, PERS is 72.8% funded and TRS is 64.3% funded

m Excluding the cost of health benefits, PERS is 121.4% funded anu TRS is 89.5% funded

Funding Ratio PERS TRS
Pension Benefits 121.4% 89.5%
Total Benefits (Pension + Health) 72.8 64.3

Source: ictuarial Valuc'ion Reportsjor PERS and TRSas ofJune 30, 2003.

m GASB Statement 45 will require in 2006/2007 that all qualified public pension plans must begin
to account for the cost of their future health benefits, much like Alaska currently does

m Although GASB 45 will not require plan sponsors to actually fund UAALs for health benefits, the
State faces significant increases in its healthcare costs and should continue to seek ways to
improve its funding of accrued health benefit liabilities



Executive Summary
Pension Obligation Bonds (POBSs)

m Pension obligation bonds (POBs) provide a cost-effective and efficient method of improving the
funding of PER S and TRS while generating up to $1.6 billion in expected present value savings

m Given current interest rates, which remain near 45-year lows, the State would be able to issue
POBs at an all-in cost of funds of approximately 5.20% and eliminate all or a portion of its UAAL

m Compared to the interest charge of 8.25% on its UAAL, the State would save over 300 basis
points per year in lower POB debt service payments

m The table below summarizes the expected savings from a scenario that “fully funds” PERS and
TRS. The State could issue a POB forjust 50% of the total UAAL (or any other percentage) and

still generate significant expected savings

Expected POB Savings PERS TRS Total

Deposit to System S 3,451,417,000 $ 2,414,746,000 $ 5,866,163,000
PV Savings 954,166,477 685,812,157 1,639,978,634
FY05/06 Relief 58,541,098 44,829,220 103,370,318
FY06/07 Relief 66,583,534 23,618,001 90,201,535
FY07/08 Relief 42,532,756 37,354,146 79,886,902
Total FY05-08 Relief 167,657,388 105,801,367 273,458,754
Gross Savings 2.482,224,569 1,844,531,505 4,326,756,074

a The expected savings from a POB can be structured to generate upfront budgetary relief, mitigate
required contribution rate increases and achieve other policy objectives

1IBS
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Executive Summary
Expected Benefits 0 fPOBs :0 PERS/TRS Retiree , Employees and the State

m POBs can and should be viewed as an additional tool to manage the State’s funding requirements

m POBs are not “free money” nor without risk; however, if structured properly, a POB transaction
can be an efficient, effective and prudent funding mechanism

m POBs are arefinancing option available to the State and PERS/TRS to bring [full] funding sooner
and reduce the impact of any necessary future contribution increases

m POBs effectively refinance the UAAL (8.25%) at the lower POB bond rate (5.20%) by replacing
current UAAL payments with lower POB debt service payments

m Expected savings from POBs are generally calculated as the difference between existing projected
UAAL payments versus the POB debt service that would replace them

m |n its simplified form, POBs can be viewed as arefinancing of the State and its employers’
UAAL obligations, whose expected savings are dependei ' upon the effective earnings rate of

PERS/TRS over the next 25 years

m POBs are not without financial or policy risks. UBS believes that an appropriate analysis and
consideration of these risks is essential and would welcome the opportunity to assist the State
evaluate its options to return PERS/TRS to financial health
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Managing the State’s Funding Deficit

m The key to success is to identify the State’s policy objectives and financing goals

m The State has several financial and policy tools available to manage its UAAL:

Increase the State’s and/or other employers’ contribution rate
Increase the employees’ contribution rate

Decrease pension/health benefits

Improve investment returns

Modify actuarial assumptions

Introduce a new “tier” with higher contributions and/or lower benefits
Convert from defined benefit to defined contribution plan
Reduce expenditures for other State services

Issue pension obligation bonds (POBs)

m POBs arejust one of many options but have severa unique potential benefits and advantages:

— Access to lower-cost borrowing to improve funding ratios and solvency of PERS/TRS

Manage current and future “effective” increases in contribution rates to amortize the UAAL
Fully amoriize all or a portion of the UAAL within the time limits established by statute/GARB
Shape POB debt service to reduce UAAL payments in the near term and over the life of the transaction

Generate substantial expected present value savings relative to actuarially determined contribution schedule

4. uBs
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UAAL Amortization Schedules

m The current UAAL amortization period is 25 years, as established by the Board

m The total UAAL (PERS + TRS) is projected to increase to $6.5 billion in EY 2015 before
beginning to decline

Fiscal Year

Source Actuarial Valuation Reportsfor PERS and TRSas ofJune 30, 2003 (I in thousands).

m The actuarially projected amortization schedules illustrated above do not fully pay down the
UAAL, but do leave PERS/TRS funded at about the 95% level in 25 years

m A POB may enable the State and its employers to achieve at a lower cost this same level of
funding immediately as opposed to waiting 25 years



Vjin State of Alaska

UAAL Contribution Rates

m The State and its employers are riot making sufficient ¢ ntributions to PERS/TRS at the present
time to fully amortize its UAAL over a 25-year period

Fiscal Year

Source Actuarial Valuation Reportsfor PERS ant! TRSat ofJune 30, 2003 (S in thousands).

m For PERS, the total employer contribution rate for FY 2006 adopted by the Board is 16.77%
versus the actuarially required rate of 25.63%

m For TRS, the total employer contribution rate for FY 2006 adopted by the Board is 21.00% versus
the actuarially required rate of 38.85%

m A POB may effectively reduce or otherwise mitigate required future increases in the employer
contribution rate with the use of the expected savings from the transaction
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Unrecognized Investment Losses

m PERS and TRS have in excess of $445 million of total unrecognized investment losses that are
scheduled to be recognized over the next four years

— PERS currently has a total of $295.8 million of unrecognized investment losses

— TRS currently has a total of $149.7 million of unrecognized investment losses
m These unrecognized investment losses will be recognized equally over the next four years

m As these losses become recognized as part of the UAAL, they will be paid down over a 25-year
period and accrue yearly interest charges at arate of 8.25%

m According to the FY 2004 CAFR for PERS/TRS, “the current asset allocation that the Alaska
State Pension Investment Board for the [System’s] investments is expected to provide a five year

median return of 7.72%”

m Given this expectation, the PERS/TRS Board ought to consider seriously either adjusting its asset
allocation or its assumed investment return rate of 8.25%
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Pension Obligation Bonds (POBs) Overview

Current Plan

1
Annual Pension
UAAL Amortization Funds “,e
Payment

m Thi? total UAAL for PERS/TRS is expected to be
amortized over 25 years (FY 2029)

m For PERS, the total employer contribution rate is
expected to increase over this period from
11.77% to 30.22%

m For TRS, the total employer contribution rate is
expected to increase over this period from
16.00% to 47.62%

m Inherent in the amortization schedule is an 8.25%
actuarial earnings rate on unfunded liabilities

A fter POB Transaction

One-Time 1 #
/A jspa® Deposit to Pension
Pension Funds Fundsl
POB Annual _
Debt Service
Proceeds
Payments

investors

State issues pension obligation bonds (POBS)
Bond proceeds to PERS/TRS to pay down UAAL

State obligation to make UAAL payments replaced
with POB debt service payments to bondholders

Expected savings is the difference between the all-in
bond rate of approximately 5.20% and the actuarial
earnings rate of 8.25%
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Summary of Results

[Assumptions L owls .

Dated 07/01/05

Delivery 07/01/05

First Interest 01/01/06

Final Maturity 01/01/29

Term 25.00

PV Factor 8.25%
[(Cxpectcd PQB Savings PFRS y lrfts .V, Total

PV Savings (%) 25.82% 28.12% 26.73%
PV Savings (%) $ 954,166,477 $ 685,812,157 $ 1,639,978,634
FYO05/06 Relief 58,541,098 44,829,220 103,370,318
FY06/07 Relief 66,583,534 23,618,001 90,201,535
FY07/08 Relief 42,532,756 37,354,146 79,886,902
Total FY05-08 Relief 167,657,388 105,801,367 273,458,754
Avc. FY09-29 Relief 110,217,485 82,796,673 96,507,079
Gross Savings 2,482,224,569 1,844,531,505 4,326,756,074
Deposit to System 3,451,417,000 2,414,746,000 5,866,163,000
Notes:

(1) Market as of 02/18/05.
(2) Assumes that PERS/TRS earns 8.25% in investment returns.
(3) Assumes a fixed universe of assets and liabilities.
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PERS Full Funding Option — 100% of Projected UAAL

Expected PV Savings ofNearly $1.0 Billion

$
Expected Savings Summary - e fee &

5.19%

25.82%
$ 954,166,477
2,482,224,569
3,451,417,000

All-in Bond Rate
PV Savings (%)
PV Savings ($)
Gross Savings
Deposit to PERS

Expected Fiscal Savings

FY05/06 Relief
FYO06/07 Relief
FYO07/08 Relief
Total FY05-08 Relief
Avc. FY09-29 Relief

S750,000,00G -l IPOB Debt Service
wProjected UAAL Contributions

600,000,000 - Expected
Savings

450.000.000 -

300.000.000 -

150.000.000

2005 2007 2009 2011 2013 2015 2017 2019 2021 2023
Fiscal Year

#UUS

* t,
$ 58,541,098
66,583,534
42,532,756
167,657,388
110,217,485

2025 2027 2029
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TRS Full Funding Option — 100% of Projected UAAL
Expected PV Savings of $686 Million

Expected Savings Summary E Expected fiscal* Savings
All-in Bond Rate 5.19% FY05/06 Relief

PV Savings (%) 12% FY06/07 Relief

PV Savings (%) $ 685,812,157 FYO07/08 Relief

Gross Savings 1844,531,505 Total FY05-08 Relief
Deposit to PERS 2,414,746,000 Ave. FY09-29 Relief

IPOB Debt Service
sProjected UAAL Contributions

2005 2007 2009 2011 2013 2015 2017 2019 2021 2023 2025
Fiscal Year

$

2027

#

44,829,220
23,618,001
27,754,146
105,801,767
82,796,673

2029
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PERS Partial Funding Option — 50% of Projected UAAL
Expected PV Savings of$477 Million

[Expected Savings Summary

All-in Bond Rate
PV Savings (%)
nV Savings (%)

Grost' Savings

Deposit to PERS

HS

2005

5.19%

25.82%
$ 477,083,239
1,241,112,285
1,725,708,500

IPOB Debt Service
*Projected UAAL Contributions

2007 2009 2011 2013

L

2015

2017
Fiscal Year

'""HF.xpectcd Fiscal Savings

FYO05/06 Relief
FY06/07 Relief
FYO07/08 Relief
Total FY05-08 Relief
Ave. FY09-29 Relief

2019 2021 2023 2025

$ 29,270,549

2027

33,291,767
21,266,378
83,828,694
55,108,743

2029
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TRS Partial Funding Option — 50% of Projected UAAL
Expected PV Savings of $343 Million

«

Expected Savings Stinimarv

All-in Bond Rate

PV Savings (%)
PV Savings ($1
Gross Savings
Deposit to PERS

$750,000,000
GI)OOO,no -
450.000.000
300.000.000 -

150.000.000 -

0.1

2005

5.19%

28.12%
$ 342,906,079
922,265,753
1,207,373,000

IPOB Debt Service
wProjected UAAL Contributions

2007 2009 2011 2013

FY05/06 Relief
FYO06/07 Relief
FYO07/08 Relief
Total FY05-08 Relief
Ave. FY09-29 Relief

2015 2017 2019 2021 2023
Fiscal Year

2025

2027

22.414,610
11,809,001
13,877,073
52,900,884
41,398,337

2029

14
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Expected Benefits of POBs

m Significant expected present value savings to meet the State’s fiscal and policy objectives

— Generate up to $1.6 billion in expected present value savings

— Fully amortize UAAL within 25 years

— Improve financial security of PERS/TRS retirees and employees
— Miitigate future contribution increases

— Structure transaction to produce near term budgetary relief (if desired)

m Proven and acceptable tool to manage pre-existing liability
— Replacing a UAAL at 8.25% with a bond rate of approximately 5.20%

m Effective tool to manage/mitigate required contribution rate increases

m Statistical and probability analysis provides comfort

— Earnings assumptions are for a 25+ year period

— Historic investment management performance for PERS/TRS is strong
m Extremely favorable interest rate environment

m Bond market participants are receptive to POBs, including bond insurers, rating agencies and
domestic/international institutional investors

#IH!S
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Potential Risks of POBs

m Primary risk is failure to meet earnings expectation of actuarially assumed rate of 8.25% ovei life
of bond deal (this “risk™ currently exists with the entire asset portfolio pool)

— |Ifearnings > actuarial rate: investment arbitrage increases expected savings

— |Ifearnings = actuarial rate: projected savings is achieved

— Ifearnings < actuarial rate > bond rate: reduced expected savings

— Ifearnings < bond rate: dissavings

Impact of Investment Returns on Expected Savings

Years

m Precise amount of savings is dependent upon realized rate of return over life of bond deal — not
single year performance



Risk Mitigation for POBs

* Even if market returns in the early years are below the actuarial rate, it is possible to earn back the
difference over the term of the transaction

8.25% Actuarial Rate Breakeven Matrix
Earnings rates required over halance .?famortization period to reach expected savings

Marker Y ears**)! Market. Return

Returns i 2 eV 3 1 e« 5 *
8.61% 9.00% 9.43% 9.90% 10.42%
8.39 8.54 8.70 8.88 9.08
8.34 8.45 8.56 8.68 8.82
8.30 8.36 842 8.49 8.56
8.25 8.25 8.25 8.25 8.21
8.22 8.19 8.15 8.11 8.06
8.18 8.10 8.01 7.92 7.82
8.14 8.01 7.88 7.73 7.57
8.10 7.93 7.75 7.55 7.33

m For example, if PERS/TRS achieved areturn of only 7.00% (instead of the 8.25% actuarial rate)
for the first three years, then it would need to achieve an average return of 8.42% (versus 8.25%)
over the remaining term of the bonds to realize the full expecteu savings figures

m Conversely, if earnings are above the actuarial rate in the early years, earnings in subsequent
years do not need to be as high to realize projected savings, as long as funds are not diverted for

other budgetary purposes
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Introduction to UBS Financial Services Inc.

m UBS is one of the world’s oldest, UBS Domestic Offices
most established and stable banks ooy
DMiUn ke Bath Ll

m [n June 2003 UBS PaineWebber Inc.
became UBS Financial Services Inc.,
the US retail brokerage arm of UBS
AG

m UBS is a full-service national
securities firm that provides
comprehensive and customized
solutions for our clients
m UBS Financial Services Inc.’s core UBS Financiys%%es Inc.
business units include:

_ Municipal Securities GrOUp V  World's Urges! private bulk

Strong credit ratings (Aal/AA-*/AAv)

— Wealth Management S Total client assets 0fS1.5 trillion
v' Top 10 financial services firm b
— Global Asset Management mavket capitalisation (3623 billo)

v' | eading global research platform
#3 in Europe, Mi in Asia and .
worldwide) ]

& nss

umy -
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UBS’s Commitment to Public Finance

2004 Senior Managed National Negotiated Rankings

(Sin millions)
UBSHrada Sa
Citigroup
Goldman Sacha
[chman Brothers
JPMorgan
Beat Stearma
Morgan Stanley
RBC Dain Rauachcr
Merrill Lynch

Bane of Amenca

m UBS is the #4 ranked senior manager of municipal debt for negotiated transactions

1$22,742 )
[ $22,268 J
JSI8697
1980805
SIUEES
| 93024

30082

1512,129.9

) D

M, 151

1
$500

Senior Managed Negotiated Market Share
Market Share (%)

25.0% -

20.0

15.0

10.0

5.0

0.0
1998

Volume (Shils)\ S24.4

1999

S18.9

m m Market Share

2000

S18.2

2001

$21.2

"Rank

2002

536.8

2003

538.4

m UBS has a demonstrated commitment to and is a dominant player in this industry

2004

S41.2

2005
YTD

S5
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UBS’s Commitment to and Presence in the State of Alaska

m For 25 years, UBS has been actively involved in over 50% of all debt issued in the State of
Alaska, either as an underwriter or financial advisor
S Senior Manager of recent State of Alaska International Airports System Bonds
- $94,925,000 Revenue and Refunding Bonds, Series 2003A and 2003B
- $140,780,000 Revenue Bonds, Series 2002A and 2002B
S Senior Manager to Alaska Municipal Bond Bank Authority
- Appointed in January 2004 for 3-5 years
S Financial Advisor to Municipality of Anchorage

- Broad experience since 1981
- Advisor to $5.9 billion of Municipality’s bond issues, including Anchorage General Obligation, School,
Water & Wastewater, Municipal Light & Power and Telephone Utilities

b UBS is proud to be one of the few national firms to maintain aretail office in Anchorage, which
services over 6,500 accounts with total assets exceeding $500 million. UBS is also an active
trader of the State’s bonds, with over 4,300 trades alone since 2000

Anchorage Retail Office' PM I yE Ki'tnil «1 . Institutional Total,
No. ol'*  Volume No. of \ ulume No. ol Volume
m 9 Financial Advisors .Year  Trutlvls (Sin01)0) Trades (Sin 0110)  1rades (S in 000)
2003 974 66,880 71 30,770 1,045 97,650
m Over $509.4 million assets under management 2002 1,016 92,035 40 33,370 1,056 125,405
2001 831 83,830 49 22,330 880 106,160
m $1.6 million in total payroll 2000 1,013 88,699 49 56,840 1,062 145,539

20
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UBS is the Industry Leader in Pension Obligation Bonds (POBS)

m UBS is ranked #4 in the pension obligation bond market — completing 32 issues totaling $7.88
billion or 20.0% of the POB market since 1993

UBS's Senior Managed Negotiated Pension Experience UBS’s Senior Managed Negotiated Taxable Experience
1993 to 2004 1993 to 2004
(Uofissues/$ in millions) (Hofissues/S in millions)
0 fissues Nnberoflaes
\E5 SvntH HHHBH m Il
Cflerwp S5009 S25.1S72
KM‘] Goldman <ad» |U | 1136424
Mcmll | ynch =.MS
Bear Steams S3J617 RBCDui
OHAM Sarbi Bar Sers
MMMm 2M16 Mem! Lynch >10.341.1
MignSarey 2650
AB\IA\MD JI’ Morgan
banc M fnrr«a m Banc of Amenta
S 10) 0 6D 2 ]I(D) 7D “IW
Source Securities Data Corporation. Source Securities Data Corporation

m UBS has served asjoint book-running manager for the largest and most complex POBs
done to date, including the State of lllinois ($10 billion), State of Oregon ($2.1 billion) and
State of Wisconsin ($L.79 billion)

m As the State'* senior manager, UBS will bring all of its experience and expertise to bear on
structuring the optimal solution to achieve the State’s fiscal and policy objectives

1illS 21
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UBS’s POP Experience, 1993 - 2005 Selected Deals

Siniliors)

d

3

Salt Dalr
10127104

02/0394

UBS and Bear Stearms were Joint Book-Running Managers. There were three additional co-senior managers and SDC credit wes split equally among the five.

S

Ijr Imount

4304
S 189031
5 92107
S281738

. 1US 1tptritnrr
litdrer

San Diego Metro Transit Dev Bd
San Diego Metro Transit Dev Bd
Fresno County

Fresno County i

Kansas Development Fin Auth
Wisconsin
Oregon )
Kansas Development Fin Auth
[llinois"*

Kern County

Kent County

Sonoma Cotnty
West Haven
Woonsocket

Fresno County

Ban%]or

Portland

Jew Orleans

Fresno County

Phila Auth for Indus Dev
Worcester

Fresno Count,

Denver City & Co SD 41
QOakland

Kem County

Buffalo

Buffalo

City of Dallas

San D|e?o County

San Derfudino Coun%
Portland Comm Coll Dt
Gainesville

NJ Econonuc Dev Auth
San Diego County
Bridgepart

Merced Cou_n%

NJ Economic Dev Auth
NYS Dorm Authority
Los Angeles County
Los Angeles County
Onngc County

San Diego Colinty
Senior Managed
Co-Managed

Total

. LHVPlajmiruilv
ti1> Huh lIrd,;>SutiiinNed to Jinn - tirdir> Irtk.|
Sole Senjor Mgr 388 388
Sole Senior Mgr 636 38.7
Joint Book Runner 15.0 75.0
Joint Book Runner 8310 3219
Senior Mgr. 489.9 2500
Joint Book Runner 42940 750.8
Co-Senior Manager 2052.3 1459
Senior Mgr 7.7 36.3
Joint Bogk Runner 12J17.9 148.1
Senjor Mar. 500 500
Senjor Mqr 336.3 2314
Senior Mgr 758.3 216.8
Sole Senior Mgr 151.3 67
Senior Mgr 1574 90.0
Sole Senior Mgr 1364 171
Senior Mgr 33.6
Sole Senior Mgr 110
Senior Mar 215 1485
Senior Mt 1247 948
Senior Mor 15728 14466
Senior Mgr 1776 1660
Sole Senior Mgr 2328 1849
Senior Mar 442.1 3609
Senior Mgr 476.0 342.6
Senior Mar 2100 221
Senjor Mar 103 90
Senior Mgr 161 122
Co-Mgr 50 30
Co-Mar 1428 600
Co-Mgr 59.2 49.9
Co-Mgr 240 22
Co-Mgr 428 150
Co-Mar 750 39
Co-Mgr 1475 17
Co-Mar 1523 485
Co-Mgr 126 07
Co-Mar 5606 515
Co-Mar 147 141
Co-Mar 1200 66
Co-Mgr 3930 304
Co-Mar 640 58
Co-Mgr 86 1 47

Tite State of Illinois transaction with the exception of one meturity wes sold group net.
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Current POB Market Update

m POBs are acommonly used financial tool to improve the funding levels of state and local pension

systems. Since 1993, there have been over 350 POB issues totaling $40.3 billion

m POBs are interest rate sensitive and many issuers are proactively considering POBs to lock—in

current interest rates and expected savings figures

m |f interest rates rise (as forecasted), the expected savings from a POB transaction will diminish or

even disappear

UBS’s Recently Priced POBs:
Kansas

Kern County, L . .
y State of Illinois State of Oregon State of Wisconsin Development

California . .
Finance Authority
Dr»i)ny

| | AD

$238,177,000 $10,000,000,000 $2,083,960,000 $1,794,850,000 $500,000,000

Senior Book Joint Book Joint Book Senior Book
Running Manager Running Manager  Co-Senior Manager  Running Manager Running Manager
May 15,2003 June 5, 2003 October 28, 2003 December 10, 2003  February 26, 2004

Fresno County,
California

9

$327,898,000
Joint Book
Running Manager
March 10, 2004
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Next Steps — POB Strategy and Implementation
m Limited window of opportunity due to potential increased rates
m General education of interested parties

m Policy analysis of use of expected savings and debt structure

m Drafting of enabling legislation to provide opportunity for State to take advantage of expected
cost savings

m Legislative authorization and action

m Confirmation of existing pension fund data, assumptions and paydown schedule

m Determination of appropriate annual contribution rate for the State

m Deal specific decision—-making
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Alaska’s UBS Banking Team

Investment Banking

JAMES W. ZIGLAR, Sr.
Managing Directo/ & Chief Business Strategist

Mr. Ziglar joined UBS as a Managing Director and Chief Business Strategist for the Municipal Securities Group on June 1, 2004. Mr.
Ziglar has 23 years of experience in the public finance business as an investment banker and lawyer, including over 10 years with
UBS prior to departing in 1998 to serve as Svigcant at Arms of the United States Senate. Most recently, Mr. Ziglar was Distinguished
Visiting Professor of Law at George Washington University Law School and a Fellow at Harvard University’s John F Kennedy
School of Government Institute of Politics. He was Commissioner of the Immigration and Naturalization Service from August 2001
until his retirement from federal service in November 2002. In addition tj his positions as Commissioner of the INS and as Sergeant
al Anns of the United States Senate, he has served at various times as Assistant Secretary of lhe Interior for Water and Science -
where he oversaw the operations of the Bureau of Reclamation, the Bureau of Mines and the U.S. Geological Survey, as a law clerk to
Supreme Court Associate Justice Harry A. Blackmun, as a congressional and public affairs officer at the Department of Justice, and as
an aide to the Chairman of the U.S. Senate Judiciary Committee.

Mr. Ziglar earned h;" undergraduate and law degrees from The George Washington University. He isa member of the bar in New
York, Arizona, Virginia and the District of Columbia.

JOHN COSTAGLIOLA
Managing Director & Manager of West Coast Infrastructure

John Costagliola has 19 years of experience in public finance and leads the Firm’s efforts in Alaska. Mr. Costngliola has served as the
Financial Advisor to the Municipality of Anchorage since 1993, and senior managed bond issues within the State for the Airport
system. Bond Bank Authority and AIDEA. Mr. Costagliola is in frequent dialogues with rating agencies on Alaska issues and credit
concerns. Mr. Costagliola has very broad experience with electric utilities, water and sewer systems, general government finance and
credit issues. Hejoined UBS in 1993 after seven years with Standard and Poor’s Corporation where he was a Director and manager cf
their utility gioup in the Western Regional Office. While at S&P, Mr. Costagliola was principal analyst and chaired numerous rating
committees within all public finance sectors. He has a Bachelor’s degree from Fordham University and is an MSRB principal.
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Alaska’s UBS Banking Team

ROBERT DOHERTY

Managing Director & Co-Head National Infrastructure Group

Mr. Doherty has over 18 years of banking experience. He recently joined UBS from Merrill Lynch, where his responsibilities
included managing the Firm’s geographic banking relationships in the Midwest, South and East Coast. Mr. Doherty was also
responsible for the Firm’s pension obligation bond group and served as the lead banker for the State of New Jersey’s $2.8 hillion
pension obligation bond transaction - the largestjnunicipal transaction then executed. The State of New Jersey’s POB Financing was
named “Deal of the Year” by Smith’s Survey. At UBS, Mr. Doherty has served as the lead banker for several senior managed POBs,
including the State of Kansas’ $500 million issue and State of Wisconsin’s $1.8 billion issue which was named “Midwest Deal of the
Year" by The Bond Buyer. Mr. Doherty is currently working on senior managed POB transactions for the City of Detroit

($1.3 billion) and the City of San Antonio ($350 million). Mr. Doherty also served as the lead banker for the States of Wisconsin,
Ohio Kentucky, New Jersey, Michigan i nd Massachusetts on numerous transactions. He has significant banking experience

designing customized financial solutions for clients.

Mr. Doherty received his MBA from the University of Chicago and his undergraduate degree in international politics from
Georgetown University’s School of Foreign Service.

TOM YANG

First Vice President

Tom Yang is a member of UBS’ Transportation Finance Group. He currently manages our West Coast transportation and airport
efforts. Mr. Yang is an expert on structuring bond financings secured by innovative transit credits such as the Congestion Mitigation
and Air Quality funds, FTA’s Section 5307 formula funds and Section 5309 New Starts funds, congestion mitigation and air quality
funds, farcbor. revenues and state transportation grant funds. He recently served as the senior banker on a $77 million pension
obligation bond issue for San Diego Transit Corporation, the first pension obligation bond financing completed for a transit agency.

Mr. Yang also served as the day-to-day banker for two recent financings for Alaska International Airports System. His senior
managed bond issues in the past 24 months include Los Angeles County Metropolitan Transportation Authority, San Francisco
Airport Commission, Burbank Airport Authority, San Diego Metropolitan Transit Development Board, Sacramento Regional Transit
District, North San Diego County Transit District, Boise Airport and Riverside Transit Agency.

Mr. Yang graduated with High Honors from the University of California, Berkeley with a degree in Mechanical Engineering.

$ULiS 27
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Alaska’s UBS Banking Team

BRYANT JENKJNS
Assistant Vice President

Mr. Jenkins has over 6 years of public finance experience and has provided quantitative analysis and transaction support for over $7.3
billion in senior managed financings for clients including pension obligation bonds for the State of Illinois, Kansas Development
Finance Authority, San Diego Metropolitan Transit Development Board and the State of Oregon. His experience also includes
working with Alaska issuers including the Alaska Municipal Bond Bank and the Munici ality of Anchorage.

Mr. Jenkins received his B.A. in Economics from Columbia University and M.B.A. from Stanford University.

MARK T. KIM
Assistant Vice President

Mr. Kim joined UBS in 2002 and is a member of the firm’s National Infrastructure Group. Mr. Kim’s experience includes structuring
multiple senior managed transactions totaling over $3.0 billion. These transactions include $1.2 billion (including a $587 million
swaption) for the Long Island Power Authority (LIPA) in connection with a major restructuring program. More recently, Mr. Kim has
focused on structuring pension obligation bond issues and other taxable transactions for clients at the state and local level, including
the State of Wisconsin’s $1.8 billion POB, which was awarded the Bond Buyer s “Midwest Deal of the Year” award. Prior to joining
UBS, Mr. Kim served as a Staff Attorney for the Federal Election Commission (FEC) in Washington, D.C.

Mr. Kim received his Ph.D. in Public Policy from Harvard University; J.D. in Public Law from Cornell Law School; and B.A. in
Philosophy from Northwestern University. Mr. Kim is a member of the Bars of the District of Columbia and the State of New York.
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Alaska’s UBS Banking Team

Underwriting

STEVE M. PILLER
Director

Mr. Pillcr has 20 years experience in the municipal securities industry. As a Director in UBS’s Syndicate Department, he is
resp msiblc for the underwriting and marketing of municipal transactions, including negotiated and competitive underwritings, both

tax-exempt and taxable.

In addition to developing marketing strategies for municipal issues in the primary market, Mr. Piller coordinates the distribution
process with the client and bankers. This includes identifying buyers, working closely with the retail and institutional sales divisions
and apprising the client of market conditions and economic developments that could affect interest rate levels. Mr. Piller also
coordinates the trading and marketing of secondary risk positions for new issues. Mr. Pillcr attended York College.

Derivative Products

RHAHIME A. BELL
Managing Director

Rhahimc Bell, Co-head of the Municipal Derivatives Group, joined UBS in May, 1999. Prior to joining UBS, Mr. Bell was a Vice-
President in the Global Derivatives Group at J.P. Morgan. Most recently, Mr. Bell was responsible for advising corporations and
government entities in Latin America on interest rate and currency risk management. Prior to his work in Latin America, Mr. Bell
was responsible for marketing tax-exempt derivatives to municipalities within the United States. Mr. Bell negotiated and executed
over 700 interest rate swap, options and forward purchase agreements during 1993 and 1998. In addition, Mr. Bell was responsible
for trading and risk management of the TBMA/LIBOR basis position for J.P. Morgan. Mr. Bell graduated from Georgetown
University in 1991 with a dual degree in Finance and International Management.
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Alaska’s UBS Banking Team

Municipal Research

BRAD GEWEHR

Managing Director

Mr. Gewcehrjoined UBS in March 1998 as Director of Municipal Research. In addition to providing research for UBS’s retail and
institutional investors, Mr. Gewehr and his staff have assisted many of UBS’s banking clients in developing effective credit rating and
investor relations strategies. Immediately prior tojoining UBS, Mr. Gewchr was a Managing Director in the Public Finance Group of
Moody’s Investors Service. He supervised a staff of analysts responsible for assigned and maintaining ratings on municipal tax-
backed, utility revenue, and lease credits in 26 states, including California, New York, Florida, and Illinois. As a senior member of
Rating Committee, he participated in rating decisions for major credits throughout the United States. Brad also led analytical
specialty teams covering the water and wastewater and state revolving fund sectors.

Prior to joining Moody’s in 1991, Mr. Gewehr was a Project Manager and Transportation Analyst with the Port Authority of NY &
NJ. He holds a.i MBA in Finance from New York University and a BA from Amherst College.
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UBS’s POB Structuring Methodology

Step 1: Determine the Dollar Value ofthe UAAL
m Asset valuation (e.g., actuarial, mark to market, etc.)

m Present value of future liabilities

UAAL = Liabilities - Assets

Step 2: Determine the Existing UAAL Payment Schedule
m Number of years or amortization period

m Amortization method (e.g., level percentage of payroll, statutorily determined, €fc.)
m Actuarial assumptions (e.g., covered payroll, annual pay increase, €ic.)

m State portion of UAAL

m GASB Note 25 and 45 considerations

UAalL Payment= Covered Payroll x UAAL Contribution R ate
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UBS’s POB Structuring Methodology

Step 3: Structure POBs against UAAL Payment Schedule

m Understand PHRS/TRS’s fiscal and policy objectives (e.g., immediate cashflow relief, level
savings, efc.)

m Structure bonds to help achieve PERS/TRS’s objectives by:

— Principal Deferral

— Income Bonds

— Stepped Coupon Bonds

— Capitalized Appreciation Bonds (“CABs”)

— Capitalized Interest Fund
m Derivative Products (e.g., synthetic fixed, step coupons, €tc.)

m Calculate Expected Savings

Expected Savings = Existing UAAL Payment- POB Debt Service
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POB Case Studies

Customized Solutionsfor Our POB CIli nts

m UBS’s senior managed POB experience encompasses issuers at the State, City, County and
System levels and includes avariety of innovative credit and financing structures designed to help

our clients meet their financial and policy objectives

m Given an issuer’s specific situation, UBS has consistently created unique marketing plans, rating
agency presentations, legislative strategies, financial tools and deal structures that have helped our

clients realize their goals

m Below are highlights of several challenges that our clients have faced and the customized
solutions that UBS created as senior manager

Transaction Challenge

Philadelphia, Special legislation required; needed budget reliefover
PA 10-ycar period; pension system severely underfunded

Portland ME Very steep UAAL payment curve, savings targets for
implementation of deal

Denver Lease appropriation credit with school property as
Public collateral; desired savings over tim., pension solution
Schools, CO  needed for labor negotiations

Oakland, CA  Only allowed for 15-year transaction; severely
underfunded system, weak credit

-&1 BS

Sutiilinii
Legislation passed to allow for conduit issuer - still obtained BIS weighting o f20%; funded 50%

of UAAL; extensive use of CABS to structure debt to meet revenue requirements; income bonds
to provide call flexibility; all-in cost 0f6.63% vs. 9.00% actuarial rate

Tailored savings through “synthetic" stepped coupon bond; saved 32 basis points versus natural
structure

Devised “proportional" savings structure; structured term bond It 10-year 102% call feature;
obtained aggressive insurance commitment, 7.19% TIC versus deal target 0f7.40% and actuarial

rate 0f 8.50%

"Prepaid” first 15 years of amortization through contract with System, extensive use of CABs;
aggressive insurance commitment
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Case Study: The State of Wisconsin’s $1,794 Billion POB
Background

m UBS served asjoint book running manager for the State of Wisconsin’s $1,794,850,000 General
Fund Annual Appropriation Bonds of 2003, $850 million Series A (Taxable Fixed Rate) and $945
million Series B (Taxable Auction Rate Certificates)

m The State sold bonds to retire the Unfunded Pension and ASLCC Liabilities owed to the
Wisconsin Retirement System (‘WRS’)and lower its financing cost from 8% to the bond rate

m Bonds were Structured against the combination of the State’s projected pension liability and
ASLCC liability payments shown below as the “red line”

mProjected Pension Liability Payments OIProjected ASLCC Liability Payments

State Payments (SM M)

» I i I I I I I I i I I I
2004 2006 2008 2010 2012 2014 2016 2018 2020 2022 2024 2026 2 '8 2030

Fiscal Year
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Case Study: The State of Wisconsin’s $1,794 Billion POB

Structure
Series A - 10 Year Bullet
Series A- Term Bond 2018
Series A - Terra Bond 2026
Series A - Total
Scries B - ARCs Unhedged (assumed rate of 5.59%)
Series B - ARC Synthetically Fixed
Series B- Total

TOTAL GFAAB Issue

ifclllis

250.000.000
100.000.000

Nonaw
850,000,000

349,700,000
595.150.000
S 944,850,000

S 1,794,850,000

2 )]

Ratings

Untnhanced Al/A+/AA-
Enhanced Aaa/AAAMAA
Corporate Equivalent: Aal
Credit: General Fund Annual Appropriation Bonds of 2003
Pricing Date: 12/10/2003
Dated Date: 12/18/2003
Call Feature: Make-Whole Call 2014 at Treasury Rate plus 12.5 bps
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Case Study: The State of Wisconsin’s $1,794 Billion POB
Benefits

m The State was able to fully fund its accrued pension and sick leave liabilities
m The transaction generated substantial expected PV savings of over $323 million or 22%
m The State realized immediate cash flow savings and significant budgetary relief

m An all-in true interest cost of 5.804% for the entire transaction (assumes unhedged ARCs at
5.59%)

m The State reduced its overall
financing costs by executed its
first synthetic fixed rate swap of
$595 million with an all-in swap
rate of 5.47% (average life 25.24
years)

m First issuance of ARCs issued at
an initial rate of 1.20% offer
future financial flexibility

Fiscal Year
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Case Study: The State of Wisconsin’s $1,794 Billion POB
Credit and Call Features

m The bonds are backed by State appropriations as part of the General Fund Annual Appropriation
Bond credit; a new credit, which UBS help the State inaugurate. The key security features

include:
— Moral Obligation — Stabilization Fund

— High Priority Payment Status — Cashflow/Debt Management Techniques

— Continuing Budget Authority — Bond Insurance

— Appropriation Mechanism

m Underlying ratings of (ALZA+/AA-) with a Moody’s corporate equivalent rating of (Aal)
m The entire issue was insured: Series A by FSA and Series 8 by x L Capital Assurance

m A $32,935 million Stabilization Fund was established to protect against rising interest rates
associated with the unhedged ARCs and which serve as additional security for the issue

m The structure included a $250 million, non-callable, 10-year bullet. The State expects to
refinance this entire amount in on or before 2013 with additional bonds that have already been

authorized under the Indenture
m Two term bonds (2018 and 2026) have an optional, make-whole call provision

m [ssue included nine subserics of ARCs totaling $350 million, which provides the state with
significant financial flexibility



State of Alaska

Case Study: The State of Wisconsin’s $1,794 Billion POB
Marketing

m UBS managed a global offering plan. Clearance through DTC, Euroclear, and Clearstream. The
Bonds are listed on the Luxembourg Stock Exchange

m UBS coordinated and helped present at an International Roadshow, which included meetings in
the United States, Germany and Ireland

m |In addition to UBS’s domestic capabilities, UBS’s global sales force helped set up in—person
meetings with 17 institutional investors in Europe and UBS’s global roadshow coordinator helped

ensure flawless meeting arrangement for the State and UBS bankers

m UBS scripted and recorded a Bloomberg Electronic Roadshow for institutional investors in all
market segments to use in considering the Bonds
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Case Study:

RATINGS

RELEVANT DATES

OPTIONAL REDEMPTION
TAX STATUS

PUBLICLY OFFERED
LISTED

GLOBAL BOOK ENTRY

AMORTIZATION

Moody'*
Corporate Equivalent
Aas
Pricing
June 5, 2003
None
Taxable

United States, Europe and Asia

Luxembourg Stock Exchange

DTC, Clearstrcam and Euroclcar

Date

June 1.2008
June 1, 2009
June 1, 2010
June 1,2011
June 1,2012
June 1.2013
June 1.2014
June 1,2015
June 1, 2016
June t, 2017
June 1.2018
June 1. 2019
June 1,2020
June 1,2021
June 1,2022
June 1.2023
June 1,7024
June 1,2025
June 1. 2026
June 1, 2027
June 1, 2028
June 1,2029
June 1, 2030
June 1, 2031
June 1,2032
June 1,2033

Principal
50,000,000
50,000.000
50,000,000
50,000,000

375,000,000

1.375.000.000

1.650,000,000

Mnkine 1unit

100,000,000

975.000.000
1.050.000.000
1.100.000.000

Municipal
Aa3

Dated
June 12, 2003

. foupon

4950

5100

4.960

5100

The State of Illinois9%$10 Billion POB

s
|
)

Pension

S&P
AA

Delivery
June 12, 2003

Price

99 897
99 879
99,851
99 833
99.968
99 802
99.787
99773

99 955

99.872

too 000

'Itinihinnrlg '
5Yr Note

10 Yr. Note
10Yr Note
10Yr "ore

Yr. Note
10Yr Note

10Yr Note

30 Yr Bond

30 Yr Bond

S10,000,000,000
slate Of 1llinois
General Obligation Bonds
Funding Series of June 2003 (Taxable)

Fitch Ratings

AA
First Interest
Dec 1,2003
- Yield Spread 1 I1

2222 30 bps
2292 60 hyir
3324 0 tips
3.324 25 ps
3.3 43 bps
334 55 bps
3.3 65 bps
334 75 bpi
3324 103 bps
4380 58 bps
4380 72 bps
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