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I n w im n i l  re tu rn  and  thus r iv a l i d  it i i |x rn i lv s lh lr  ar bit rape p ro fit T h e  Service 
reasoned d ia l tin- pricing o f  (h r  p repaym ent rc fln . d d i r  exporta tion  o f ih r  S late fund  
d ia l II w ou ld  lie able lo  Invest d ie am oun t o f  d ie  p repaym ent a l a y ie ld  m ateria lly  
b .g lie r I lia n  (h e  y ie ld  o n  d ie  City's bonds. As a resu lt, ihe Service believed d ia l b od i 
d ie C ity  and Sta le  fund  w ou ld  benc fli fo rm  the earnings o n  tlie  Investments. In 
add ition , U.c Service argued d ia l d ie p repayment constitu ted the use o f bond  proceeds 
to  acquire " Invcslrnen t-type p rop e rly "  a l a y ie ld  higher (ban d ia l o n  d ie liond s (after 
tak ing im o  account Ihe d iscount received on  the p repaym ent) in  tin I absent die 
d iscoun t pric ing o f  d ie p repaym ent there w ou ld  be n o  econom ic savings fo r the C ity .

U ltim a te ly , d ie  C ity  p revailed  on  appeal as the C o u r t  o f  Appeals conc luded  d ia l 
there was an existing ob lig a tion  o f  (lie  C ity  lo  d ie  S late fu nd , d ie  f  '*y w ou ld  n o l 
benefii fro m  die investment o f  am oun ts  by d ie  State fu n d  and  the p repaym ent o f the 
C ity ’s ow n  debt ob lig ation  lo  the S late fu n d  d id  n o l c on sd lu te  the acqu isition  o f  
investment tyjx- p rope rty  by d ie C ity . T h e  C ity  was then able to  re fund  Its ob llgaU on 
to  the S ta le  fu nd  by issuing lax exem pt P O B s .

W h ile  the unusual facts in tills  rase have app lica tion  lieyond  the C ity  o f  C o lum bu s . 
m u  h app lica tion  is like ly  to  lie  fa ir ly  lim ited  and  lo  attract un favo rab le  a tten tion 
from  the In te rna l Revenue Service.

E. Tax-Exempt Working Capital Bonds

W h ile  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 01 loca l government to Indirectly fund 'he current 
year's pension deposit, l or example, a stale or local government may Issue short 
lerni lax or revenue am. i pa lion notes or long term working capital bonds to finance 
a cash Dow budget delit .1 or a so railed structural budget deficit. I 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.

Ii m ay lie d ia l this tyj o l financing is best d on e  so d ia l d ie Ix irx l proceeds are 
n o l requ ired  lo  be deposited in (Ire pension fu nd , b i l l ra lher. are used to  lu n d  deficits
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created by w o ik ln g  capital cx jie iid ltu res Inc lud ing  Ihe deposit o f  am oun ts  Into the 
pension fund . In  o ther words. It Is Im poi nl d ia l d ie  b om ' proceeds nol he Traced'' 
Into the pension fu nd  01 tequ iied  to  Ix* deposited tlie re  ai , d ie bonds shou ld  n o l tie 
called Pension O b lig a tio n  B onds

A m ong  o ther things, long  te rm  bonds o f  this ly ;ie  w ou ld  b ring  In to  p lay llie  
app lica tion  o f  som e com p lex  federa l tax ru les re lating lo  when proceeds can Ix* 
treated as spent, a lloca tion  o f  d ie  de fic it in  sizing ll ie  Issue, perm itted  am o rtiza tion  
structure, d ie app lic :.d on  o f  so-called  "oilier rep lacement proceeds' ru les, app licab le 
y ie ld  and  o th e r invesutien l rcs'ricdons, post issuance com p liance m a ile rs , p lu s Ihe 
in tersection in  sizing and in  post-issuance com p liance w id i Ihe Issuance o f  n o rm a l 
(ax o r  revenue andcipaUon notes and any o d io r "b o rt term  o r long  te rm  w o rk ing  
capita l ob ligations .

F. In v e s tm en t  of POB P ro c e e d s  in M unic ipa l O b l ig a t io n s

T he  p rim a ry  lax p rob lem  in  Ihe use o f  lax  exem pt P O B s  lo  m ake a deposit lo  a 
pension fu nd  Is d ia l d ie proceeds are n o l hea led  as spent, but rather are treated as 
invested. M oreove r, under the so-called "proceeds spent Iasi" ru le  app licab le  lo  
w ork ing  capita l financings, diesc proceeds cannot be treated as paid ou t lo  pension 
recipients un til a ll o ilie r  availab le am ounts are first expended, which as a practical 
matter, means that ll ie  proceeds w ill never be deemed expended. Un less the 
investment y ie ld on  d ie investments In d ie pension fu nd  is not m o re  Ilia n  Ox; y ie ld 
o n  d ie  bonds, d ie bonds w ill becom e laxalil® arb itrage bonds. In  add it ion , d ie 
hedge b on d " ru les w ou ld  resu lt In the bonds being hea led  as taxable licdge bonds 

unless d ie  issuer actua lly expected to  spend (he  proceeds w ith in  a three o r five year 
tim e fram e, taking In to  account ihe "proceeds s|X‘nt last m le

However, under b o th  d ie arbitrage ru les and d ie  hedge bond  ru les. Interest o n  tlx* 
bonds used to  fu nd  the pension fund  c ou ld  lie tax exem pt i f Ihe issuer invested Ihe  
proceeds o f  the bonds In m un ic ipa l ob ligations d ie  Interest on  which is not sub ject to  
the a lternative m in im um  lax (so-ca lled "n on -A M  T" m un ic ipa l b onds). Under these 
p rov is ions as long as the am oun t o f  m m  A M  I m un ic ipa l bond  investments In ll ie
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|X 'i\s lrir fu n d  is a l Irasi equa l to  9 5 %  o l ihe am oun t o f  P O B s  ou tstand ing  a l any 
tim e . Intotesl on  llie  P O B s  w ill lie lax exempt. As the PO B s  are am ortized . there is a 
s im ila r reduc tion  in ll ie  am oun t required lo  be Invested on ly  In  n o n -A M T  m unic ipa l 
bonds in  tho (tension lu n d

W h ile  this structure a llow s fu i P O B s  lo  lie Issued as lax exem pt, ll ie  h e n e lll o l
• la x  exem ption  on  d ie  (winds m ay be outw eighed by Ihe lim ita tion  011 llie  type 

o l Investm ents allow ed xviih the proceeds

G. O th e r  C on s id e ra t ion s :  Effect on  TRANs

Tax and  revenue antic ipation notes (T R A N s ) . are typi a lly  issued by state and 
governm en ta l un its o l a ll sizes lo  fund  d ie annua l cash flow  deficit w lilch  arises due 
lo  (h e  t im ing  m ismatch Ix i s .w n  annua l revenues and  annual expenses. T R A N s  are 
a lm ost a lw ays issued as s h o r l te im  notes w ith m aturities o f  13 m on th s o r less and are 
repaid at o r  sh o rt ly  after the end o f  the fiscal yeai by w lilch  tim e it Is expected d ia l 
revenues w ill have T augh l up " w ith expenses. T o  d ie  extent d ie P O B  proceeds are 
used lo  fu n d  a dcposil lo  the pension fund  d ia l otherw ise w ou ld  liave been made ou l 
o f  cu rren t years revenues, d ie  deficit w ill I *  like ly  be reduced by d ie  same am oun t, 
im pacting  d ie sizing o f any T R A N s  issued fo r d ia l year. T h e  onp circum stance where 
this w o u ld  n o t liappen is i f  d ie  ca lcu la tion  o f  the m ax im um  ia sh  flow  deficit used In 
sizing (h e  TRA N s shows d ia l it is incurred p r lo i to  d ie  tim e o r  d ie  pension deposit 
In  d ia l tase. d ie use o f  proceeds lo  make that deposit w ou ld  n o t have any Im pact 011 
th "  size o f  d ie T R A N  issue
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CHAPTER SEVEN

Federal Reimbursement Issues

C e rta in  costs o f  slate and  loca l govern t non I In  adm in is te ring  p rog ram s under 
grants fro m  o r  contracts w ith  ll ie  federa l governm ent are e lig ib le  fo r re im bursem ent 
from  d ie  federa l governm ent. Such costs Inc lude com pensa tion  and  benefits. 
In c lud ing  pension benefits, n f s ta le o r  loca l governm ent em p loyees fo r  111 • lim e  
devoted 10 d ie  adm in is tra tion  o f  such program s. Such a llocab le  pension bene fit costs 
even Inc lude d ie interest assigned to  d ie  slate or local g ove rnm en ts  un fu nd ed  liability. 
T h e  p rinc ip les govern ing such re im bursem ent are set o u l In O ffic e  o f  M anagem ent 
and  Budget C irc u la r A -87 . Som e slates have s im ilar p rog ram s fo r re im bursem ent o f  
local governm ents fo r costs re lated to  Ihe adm in is tra tion  o f  s ta le p rog ram s.

P O B s  replace d ie  state o r loca l government's payment o f som e o r  a ll o f  those 
pension costs w ith  payment o f  the p rinc ipa l o f  am i Interest o n  d ie  P O B s . issuers 
w ill want to  be com fo rtab le  d ia l d ie  federa l governm ent w ill Itea l debt service on  
the P O B s  as d ie surrogate fo r the pension ob ligations funded  o r re funded  w ith  the 
P O B s  and  w ill ro n lin u e  10 re im burse Its a llocab le  sltare. S tatem ents have been 
issued by ll ie  O ffic e  o f  M anagement and  Budget and the D epa rtm en t o f  H ea lth  
and  H um an  Services to  d ie effect that the PO B s . In c lud ing  p rinc ipa l (rep resenting 
am ounts paid lo  (he pension fu n d ). Interest and cosLs o f  issuance, w ill lie  a llow ab le  
as tlie pension costs funded c  re funded  diereby. so long  as the P O B s  are n o l m o re  
costly to  the federa l governm ent d ian  the regu lar pension costs funded  o r  re funded  
over tlie  rem ain ing  life  o f  d ie  u n funded  liability. T lie  same princ ip les sh ou ld  app ly 
lo  re fund ing  P O B s . Fu rthe r details o f  ferlei al an il s ta le re im bursem ent p rog ram s are 
tieyond d ie scope o f  this pam phlet
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CHAPTER TIGHT

New York

A greater num be r o f  PO B s  (reaighly 5 5 ) liave been issue.) by the s late and  loca l 
governm ents In N ew  York over the past decade than from  any o th e r state.

T h e  issuance o f  P O B s  by loca l governm ents in  N ew  York was first au th u n rod  !.< 
1 9 8 9 . T lie  State and Local Em p loyees Retirem ent System  o f  the State o f  N ew  York 
("E R S " ) . tlie  N ew  York State Po lice and Fire Re tirem ent System  {" P F R S " ) and  the 
N ew  York State Teachers Re tirem ent System (" T R S " , In the aggregate re ferred to  as 
the 'N Y S  Retirem ent System") were e l. m od ified  in  1 9 8 9  w ith  respect to Hie m ethod  
by wh ich  d ie  annua l c on tr ib u ..o n  am oun ts were to  be calcu lated in  d ie  fu tu re . As a 
resu lt, each system was s ign ificantly underfunded , requ iring  a "catch up  paym ent to  
re tu rn  to actuaria l fu ll fund ing . Partic ipating loca l governm enta l un its were o ffe red  
the op tion  o f  (1 ) am o rtiz ing  the U A A L  am oun t due  by a date certa in  d iro u g h  a 
direct loan  from  the State which carried an 8 %  (fo r  T R S ) o r  8'/(%  (fo i E R S  and 
P F R S ) rate o f  interest u n d l the liab ility  was fu lly  m et, o r (2 ) f ln a n rn ig  the U A A L  
th rough  d ie issuance o f  general ob lig ation  bonds over a sta tu tory  p e riod  (app licab le 
to  the particu la r retirem ent system ), o r (3 ) paying cash by the da le  cert tin . Few loca l 
governm ents, except sm a ll ju r isd ic tion s  w ith few employees, to o k  Ihe th ird  op tion .

D u rin g  the pe riod  1 98 9  th rough  19 9 3 , counties, cities and larger schoo l districts, 
in pardcu lar, issued general ob lig ation  bonds io  pay olT (I Ir then cu rren t balance 
o f u n a in o rllz e d  U A A L  w lienever interest rates d ipped su ffic ien tly  to  p e rm it a low er 
net interest cost on  their own bunds than the 8 %  o r 8 '/i%  ra le  belt g charged by the 
State D u rin g  this period , loca l governm ents cou ld  issue ten year genera l ob lig adon  
bonds svidi net Interest costs in  the range o f  6 %  to  7 .3 7 5 %  depend ing  o n  d ieu credit 
rating Flie 1 9 8 9  legislation fu rth e r p rovided that at such tim e as d ie  rem a in ing  
am o rtiza tion  p e riod  was less than f!v“  > ears, local governm ents cou ld  n o  longer ;"sne
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th r ir  ow n  rlrb t to  pn , o i l  d ie  ou tstand ing  balances. idms, w ith  n perm itted 
m ax im um  sta tu tory  a m o r ; im i ion  period o f seventeen yra r* fo r  mast UA A Ls be 
possib ility  o f  financing  o l the 1 9 8 9  UA ALs ended In the 2 0 0 1 -2 0 0 2  r iv a l year o f  
m ost lo c a l governm ents

B eg inn ing  hi 1995 , the State adopted legislation almost every year m eatU ir new 
reU re inent Incentive p rog ram s fo r various cab-gorles o f  State and  loca l govt* intent 
em p loyees, largely lo  sop p o t l a goal o f  efficient downswing o f  govemn'.e it Genera lly , 
the leg is la tion  establishing these p rogram s t ' d  n o t at d ie  time inc lod  pm  isions 
lo r fin anc ing  o f  llie  resu lting un funded  liabilities. Such costs, which ad d  to  any 
existing U A A L . v.ere paid eithei by am o it iz a llo n  tiirougb  Itic N Y S  R  uement 
System  o r by cash.

C o n cu rre n t ly  in iliis  lim e  period , another type o f  pension-re lated p rog ram  was 
dev lo p ed  by the State li g ls la tu re which au tho rized  local governn r  . to  create 
so r'tce  award and defined benefit p rogram s fo r vo lun teer am bu lan t and fire  fighting 
p e rsonne l. L lie  Irg is laU on  jru rm ilted  ihe fin anc ing  o f  rn n tr ib u tio i > io  certa in o l 
s iic li p rog ram s a ttribu tab le  to  years o f  vo lun tee r seivtce rendered u ring tlie five years 
p ito i to  a d op tion  o f  s u rh  p rog ram s. Such financing cannot '.ic ai m rtlzed over a 
p e riod  c x cm lln g  five years.

In  2 O f.2 . new leg islation was adop ied  fo r d ie  p .iipose  o f stru cuna l re fo rm  in the 
m e th od  and  m anner o f  em p loye r c on tribu tion s to  tlie  N Y S  Retirem ent System , 
w hich leg islation also inc luded  tw o provisions fo r the Issuance o f  P( ’ B ..

I L o c a l goveinn ie ,it>  arc nosv pel m il ted ' . issue P O B s  fo r any ovi'sl ndtng 
ob lig a tion s  In the  State lo r  any existing retirem ent incentive prog i-m t (r t . 
t lie  retirem ent incentive p r igrams estatilished annua lly  in  the "ear - V m  199 5  
th rough  2 0 0 2 ) f l  his p iov is  o i l was d ia lle d  by O i i lc k  attorneys r.. Iieha lf 
o f  the  New Y o lk  S la t -  Assnt h t lo n  o f C oun tie s .) Ih e  am ortiza tion  pe riod  is 
lim ite d  to  five years.

X S im ila r In d ie 1 9 P 9  leg is lation , a lor al governm ent (and the S ta le itse lf w ith 
regard to iLs ow n  em p loyees) is perm itted  to  am ortize  a p o rt io n  o f  its n o  *nal 
annu a l i o n li lh u lio n  lo t on e  fiscal year ilia t is, local governm ents an* pei nutted
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to  am o rtize  d ie  am oun t due on  Decem ber 15 . 2 0 0 4  to  ilic  F .RS  o r P F R S  
com ponen t o f  d ie N Y S  Retirem ent System  (except deficiency paym ents, 
ad justm ents re lating to  p rio r sear p. ymcntx. ob llgatlo rts 'or re tirem ent Incentivrs 
or orJier s lm lU i .m ounts) to  the extent lhat such am ount exceeds 7 %  o l d ie 
estim ated "pensionab le salary" base fo r the then curren t fiscal year ( 2 0 0 4 - 2 0 0 5 )  
T i lls  'am oun t eligib le fo r  am ortiza tion " may be am ortized  over a five year period 
a l 8 %  w ith  d ie  State, o r loca l governm ents are a iid io rtzcd to  Issue the ir ow n  debt 
ob lig ation s to  pay such am oun t, w ith  m ax im um  m atu rity  n o t to  exceed five 
years. O n  o r  abou t O c tob e r 15. 2 0 0 3 , the State C om p tro lle r  is to  de te rm ine 
die “am oun ts  elig ib le fo r am o rtiza tion  "

T lte  on ly  type o f  financing specifica lly aud io iizcd  fo r P O B s  in N ew  Yo rk  S ta le 
a r-  general ob lig ation  tKinds (w hich ob ligations inc lude a pledge o f the fo i l fa i lli  arid 
credit and taxing power o f d ie loca l governm en t). T liese bonds must be issued in 
tlie  same m anner, under d ie  same procedura l requirement*, and subject to  the same 
debt lim its and  o d vT  constraints as fo r any capital p ro ject o f  the loca l governm ent. 
M anda to ry  o r perm issive re ferendum  requ irem ents app licab le to genera l ob lig aU on  
bonds o f  the pa rticu la r type o f  loca l governm ent app ly  to  b ond  reso lu tion s 
au tho riz ing  P O B s . Foi exam ple, schoo l districts m ast receive voter app rova l be fo re  
Issuing debt fo r  any purpose aud io rized  by  d ie  2 0 0 3  leg islation (N o te  that d ie  
leg islation in  1 9 8 9  exem pted such schoo l d istric t P O B s  from  the vote r app rova l 
requ irem ent; this om ission in  Ihe 2 0 0 3  leg islation m ay be corrected du ring  a fu tu rr 
legislative session.) Likewise, fire  districts w ou ld  need p rio r voter app rova l. I he b ond  
reso ludons o f  counties, towns and  villages which au iho rtze  payment (o r live  years 
o r less are no t subject to  m andato ry  or perm issive re ferendum . S im ila r ly , c ity Ik it id 
ord inances sh ou ld  not lie subject to  m andato ry  o r pc rm iss l'e  re fe rendum  unless 
specified by app licab le special c ity  charter provisions

O n ce  a b ond  reso lu tion  has liecn adop ied  by a ItK a l governm ent au th o riz in g  
d ie  issuance o f  PO B s . il is genera lly necessary lo  pub lish  a legal notice o f  estoppel 
inc lud ing  a sum m ary  o f  tlie  b ond  reso lu tion  and a llow  the 2 0  day estoppel |>eriotl 
lo  elapse p rio r to  the sale o f the PO B s . T h e  purpose o f  d ie  estoppel no tice  is to  
ensure ( lu ll rlebt issued by Ihe loca l governm ent cannot be challenged o n  any basis.
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p ro tcd u  al 01 o tlienv lsc . except on  c o n s li lu lio n a l g rounds once d ie estop|>cl period 
elapsed.

T lie  New Y o ik  S la te  Legis lature lias also au thorized  the Sta le ttw lf lo  bor row in 
o rd e r to  fu n d  it' U A A L  o n  at least tw o occasions. In  1996 , the State th rough  the 
D o rm ito ry  A u th o rity  o f  (he S la te  o f  New  York issued J 7 7 3 .4 7 5 .0 0 0  o f  P O B s  as 
annu a l app rop ria tio n  debt These bonds had a fina l m atu rity  In 2 0 0 3 . T h e  2 0 0 3  
leg is lation  described above a lso amended (tie S ta le  Retirem ent and Socia l Security 
Law  to  aud io rize  d ie  State to  am o r1 o r  a p o rt io n  o f  d ie  S la tes con trib u d on  bit* fo r 
the fiscal year end ing M arch  3 1 , 2 0 0 5 . T h e  am ortizab le  p o rtion  is calcu lated In d ie 
same m anne r as d ia l pci m ilte d  local governm ents. L ikew ise, the S late m ay e ld ie r 
am ortize  d ia l po i d o n  th rough  the o ffice  o f  ihe S ta le C om p tro lle r fo r five years at 
8 %  o r issue PO B s .

AN INTRODUCTION TO

CHAPTER NINE

C a lifo rn ia

Pension ob lig ation  bonds had their s ta rt w ith  the fam ou s  C ity  o f  O ak la n d . 
C a lifo rn ia  pension b ond  financing In 1 9 8 5 , the first P O B  in  the coun try , w lilch  
O r r lc k  he lped to  Invent and  fo r  which it served as b ond  counse l. T h a t financing  
and  a num be r o f  copy-cats d ia l rap id ly  fo llow ed  were tax-exem pt and  p rim a rily  
d riven by d icn legal arb itrage possibilities. As exp la ined  In C hap te r 6 . tax-exempt 
P O B s  largely came lo  an end w ith tlie in tro d u c tion  o f  tax leg islaUon d ia l became 
part o f  the Tax R e fo rm  Act o f  19 86 .

A new taxable version o f  PO B s  surfaced in late 19 9 3 . D u r in g  d ie last decade 
since. Ih irteen o r  so cities and seventeen o r  so counbcs in C a lifo rn ia  liave issued ovet 
6 0  PO B s  (second o n ly  to  N ew  York ) aggregating m o re  d ian  S 1 1 b illio n  (m o re  lh an  
from  any o the r state). W ith  d ie exception o f  one  tax exem pt transaction ru le  (see 
C hap ter 6 C ) P O B  transactions issued as lease revenue lionds, a ll o f  these P O B s  
have been Issued under the loca l agency re fund ing  law (d ra fted  by O rrtc k  a few 
years be fo re  fo r o th e r purposes). C a lifo rn ia  cities and  coun ties d o  no t have s|>ecifi< 
au tho rity  to  issue PO B s.*  However, the loca l agency re fund ing  law is availab le (o  
a ll local pub lic entities in  C a lifo rn ia  to  re fund  p rio r bonds o i "odtet evidence o f  
indebtedness." T \  pension ob ligation  to  ’ he coun ty  pension system , d ie  C a lifo rn ia  
Pub lic Em p loyee , Retirem ent System o r  o th e r retirem ent system is m em oria lized  as a 
"debenture," thereby liecom ing an "evidence o l indeb ledness." w h irh  can lie  refunded 
by P O B s  under the loca l agenev re fund ing  law.

* The State ol California enacted specific authority for Stale POBs in 7003. 
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I lie P O B s  are typ ira lly  structu red as ob lig ation s payable from  tlte general fu nd  
o f the r l t y  o r coun ty  Issuer. II ic y  are n o t fu ll fa ith  and credit taxing power general 
o b lig a tion  bond s backed by the issuer's taxing power, because the C a lifo rn ia  
C on s titu tio n s  debt lim ita tion  requires such type o f bonds to  lie approved by two- 
th irds o f  llie  e lectorate Instead. C a lifo rn ia  P O B s  have genera lly been designed to 
lie va lid  w ith ou t voter app rova l under a ju d ic ia lly  created exception lo  tlie  State 
C on s titu tio n  debt lim ita tion , w hich exception is genera lly  referred lo  as "ob ligations 
Im posed by law ’ . See discussion In Section A 2  o f  C hap ter 5 . Because Otis exception 
to  the C on s titu tion a l debt Until was and  is m uch  less developed In l l ie  case law (few  
rases n o t d irectly  on  p o in t) than the o th e r tw o ju d ic ia lly  created exceptions (fo r 
lease fin anc ing  and  revenue bonds) each P O B  issue In  C a lifo rn ia  has been validated 
pursuant to  C a lifo rn ia ’s va lidation  statute (C od e  o f  C iv il P rocedure § § 86 0  et sn/.)

W h ile  there have been m any va lid a tion  at lio n s  lo r  P O B s . so far they have a ll 
ended  w ith  a de fau lt lodgm en t and n o  pub lished o p in io n , m eaning that they have 
n o  p recedentia l . 'u >i app lica tion  tn any transaction o ther than tlte specific 
transact ion  (s) validated

W ha t is validated in such va lidation  linns is n o t legal princip les liu l the lionds 
and ihe o ther p rinc ipa l legal docum ents app ioved  In a bond  reso lu tion . B e fo re  tlie
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validation action Is filed. It Is necessary for tlie state or local government Issuer to 
llist 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 2 1 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 the Judge for the default Judgment (tlie tinting of which will de|>end 
on (lie Jurisdiction, and may be a day or two or, In some Jurisdictions at least 15  days 
afte' the clerk enters the default).

S o  assum ing tlie very best case, ob ta in ing  a va lid a tion  Judgm ent lakes a m in im um  
o f  31 to  4 6  days (depending o n  d ie  Ju risd ic tion ) a f i - r  fi lin g  tiie va lidation  com p la in t 
O f  course. Issuers are at tlie  m ercy o f  the ju d g e  and  d ie c le rk , and It som etim es 
takes a iv e - l o r m o re  to  get an order fo r p ub lica tion  o f  sum m ons, o r longer than 
15 days a fte r d ie  c lerk enters a defau lt l o  schedu le the heating In  add it ion , the 

ju d g e  cou ld  lake  d ie  m atter under subm ission fo r an Inde fin ite  am oun t o f  tim e, 
o r  even disagree w ith the p roposed  d e fau lt Judgm en t, and  dec line to  validate I lie 
transaction . O nce  granted , tlie  de fau lt ju d gm en t m ay be appealed on  ju risd ic tion a l 
g rounds w ith in  3 0  days. The re fo re , it Is typ ica lly  assumed lha i the va lidation  action 
w ill take app rox im ate ly  6 0  days (no t inc lud ing  the appeal p e riod ). It is genera lly 
considered reasonable to sell tlie  P O B s  w ith ou t w aiting (o r the 3 0  day appeal period 
to  ru n . assum ing no  one lias answered the com p la in t. Iiecause Ihe g round s fix  ap|x-al 
are so narrow , but usually Ihe b ond  r lo s ln g  does n o t occur un ti l a fter the ap|x>al 
pe riod  lias expired

I f  som eone does answer the com p la in t, then there is true tw o party litigation  on  
d ie  n ie iils . W lii lc  som e expedited procedures arc availab le, the tim ing  fo r  reso lu tion  
o f  ll ie  litigation  cannot tie predicted, and may take m any  m on ths unless settled o r 
a liandoned . So  far. n o  one has answered Ihe com p la in t and defau lt Judgm ents have 
been ob ta ined  fo r every city and  coun ty P O B  Issuer. However, the same was no t true 
o f the State o f  C a lifo rn ia , whose va lidation  com p la in t was answered by the H ow ard  
Jarvis Taxpayers Association, and resu lted in a decision on  Septem ber 2 3 . 2 0 0 3  bv
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Ih r  Sac ram en to  C o u n t ) Supe rio r C o u r t  dec lin ing lo  validate tlte S ta rr*  proposed 
I’ O B s . w hich de ris ion , .is o f tills  w riting , Is b ring  appealed by th r  S ta ir

'D ir  va lid a tion  at t io m  can tm tl usually  d o  validate no t o n ly  ll ie  P O B s  to  lie 
issuctj but a lso  any lu iu r r  P O B s  o r  re fund ing  P O B s . N o t a il va lidation  actions 
are as Inclusive nr as flex ib le  as l l i r v  c ou ld  be (som e leaving o u l fu tu re  new mone> 
o r  re fu n d in g  P O B s  o r costs o f  Issuance o r lock ing  tot sem iannua l Interest paym ent 
dates, e tc .). and must b r  can -fu lly  reviewed be fo re  re lied  on  fo r fu tu re P O B s  o r 
re fund ing  PO B s .

N ote , as m en tioned  in Section A 2  o f Chaptci 5 . d ia l ilte  "ob lig a tion , im posed by 
law" concept lhat is genera lly  used -  support PO B s  In C a lifo rn ia  litres n o t support 
reserves 01 capitalized interest because Inc lu sion  o f  such com ponen ts In d ie  bond  
Issue arc (0051(1011x1 v u lllio n a l no t m anda to ry  (as evidenced by llie  num erous 
C a lifo rn ia  P O B s  Issued w ithout d iem ) and tlic re fo re  no t "ob ligations Im posed by 
law ’  C osts o f  Issuance, o n  llie  o th e r hand , can lie inc luded on  the theory that they 
cannot be avoided , i .ic It ab ility to  include capitalized interest makes acliievtng 
rurTen' budget re lie f m n ie  cha lleng ing (see discussion o f  structure op tion s In  Section 
C  n f C hap te r f>). A lternative ly , tlie  PO B s  cou ld  be Issued as annual app rop ria tion  
bonds o r  asset strip  lease revenue bonds (sec* Section A 3 and 4 o f  Chap ter 5 ) , which 
can inc lude reserves and capitalized interest.
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CHAPTER TEN

Oregon

Sta le  and  loca l governm ent Issuers In O reg on  have been am ong  the m ost active 
users o f  P O B s  lo  finance U tclr share o f  un fu nd ed  liab ility  to  ll ie  O re g on  Pub lic 
Em p loyees Retirem ent System  P O B s  are Issued In O reR on  e ith e r as lim ited  lax 
bonds o r  as revenue liond s

P iln r to  d ie  passage o f  the Pension B ond in g  Act In 2 0 0 1 . d ie  C ity  o f  P o rt lan d . 
M u ltn om ah  C oun ty  and  Josep ltlne C o u n ty  Issued s lgn ilican t sized P O B s  under 
O tegon's U n ifo rm  Revenue B ond  Act. In  2 0 0 1 , d ie  O reg on  leg is la t iv e  Assembly 
approved d ie Pension B ond in g  Act (w h ich  O rric k  a ttorneys svere invo lved  in 
d ra ftin g ). T lie  Pension B ond in g  A rt granted a u d io r it ) to  "gove rnm en ta l un its ." 
In c lud ing  cities, counties, schoo l d istricts, special d istricts, pub lic  c o rp o ra tion s  and 
in te rgovernm enta l co rp o ra tion s , to  sell fu l l fa i lh  and  cred it ob lig a tion s  fo r th» 
purpose o f  re financing pension ob ligations. PO B * vsued und e r d ie  Pension B ond in g  
A rt are no t subject to  voter approva l o r annua l app rop ria tion  and m ay lie  issued by 
loca l gos’em m en ls  ind iv idua lly  o r Jointly.

S ign ifican t poo led  P O B  issues have been don e  by O re g on  se llou t districts, 
c om m un ity  ro lle g e  d istric ts and  loca l governm en ts In  these transactions, the 
partic ipants pledge d ie ir fu l l fa id t and  credit w ith in  ihe lim ita tion s  o f  l l ie  O tzg o n  
C on s titu tion  and issue lim ited lax bonds, payable fro m  availab le genera l fu nd s  o f  the 
issuer Available general funds inc lude a ll ad va lo rem  p rope rty  tax revenues received 
from  levies under each Issuer's perm anent ’ate lim it and a ll o th e r un restricted taxes, 
fees, charges and revenues lega lly availab le to  pay debt servic e o n  the P O B s  T h e  
Issuers nr" not au thorized  lo  levy add itiona l taxes to  pay Ihe P O B s
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lit lire  (to ile r ! « I t o i l  d iM iii i and com m un ity  co llege district trarvsH t lo n v  Ind iv idua l 
d istric ts issued lim ited  tax P O B s  In  favor o f  a b on rl Truwec. which In  lu rn  Issued 
ob lig a tion s llia i represent a ixnpn r (Innate and  und iv ided  Interest in anti r lg lu  tu 
r r r c lv r  P O B  paym ents pu isuan t to  a T r im  Agreement T lte  P O B s  were fu rtlie r 
v r tired  hy an In te irep t Agreement between tlie  S ta le D epartm en t o f Education and 
tlte v I k k i I  d lsU lrLs and  rn m m u n llv  colleges un rlc r which tlte Trustee was authorized 
In  in tercept s (tec l(lr education  resentlM  cxherw lM  (tald by tlte State to  tfie school 
d istric ts and  c om m un ity  co lleg ia  in  an am oun t equa l to  tlie  debt service o n  each 
issuer's P O B s . Specific example-, o f r rc rn t ly  com p le ted  O regon  poo led  r’ O B  Issues 
Inc lude S I 5 3 .5 8 2 .2 9 9 .6 0  O reg on  C om m u n ity  C o lleg e  D l  i r lr is  L im ited  Tax 
Pension O b lig a tion s . Series 2 0 0 3  (Federa lly  Taxab le ); S 9 2 7 .0 7 9 .7 6 3  4 5  O regon  
S ch oo l Boa rd s Association L lm lle d  lax  Pension O b liga tion s . Series 2 0 0 3  (Federa lly 
taxab le ), and  $ 2 3 8 ,7 4 3 ,6 9 3 .4 0  ( Ttegon Loca l G overnm ents L im b 'd  Tax Pension 

O b llg a iiu n s . S -rin s 2 0 0 2  (Federa lly  Taxab le ). Each o f  the poo led  transactions have 
Irecn enhanced by b ond  Insurance. By p oo lin g  tlicse transartlons . ihe Issueis svere 
ab le to  increase the am oun t o f  bonds so ld , w hich Increased access to  Investors, and 
to  low er In le rc s l ra les and  reduce rusts o f  Issuance.

INVESTORS

OBLIGATIONS

DISTRICT DISTRICT DISTRICT DISTRICT

AN I N T R O D U C T I O N  TO

O t lic r  ju risd ic tion * . Inc lud ing l i e  C ity  o f  Port land , C ity  o f  C o rva llis , M u ltn om ah  
Coun ty . M a r lo n  C oun ty . Josephine C oun ty . Eugene W ater and E lectric B o a rd  and 
Po rt land  C om m un ity  C o llege  D istric t have so ld  P O B s  on  a stand a lone  bash

As an a lternative to  Issuing P O B s  as Ilm lteO tax bonds pursuant lo  tlie  Pension 
B ond ing  Act as doscilbed above. Issuers have the o p tion  to  Lssue P O B s  as revenue 
be rids pursuant to  d ie U n ifo rm  Revenue B on d  Act o r  the Pension B ond in g  Aci 
T lie  U n ifo rm  Revenue B ond  Act a llow s m unic ipa lities . Issue revenue bond s few 
any pub lic purpose secured by designated "revenues ‘  w lilch  m ay Inc lude taxes and 
v irtua lly  a ll o i lie r  general and special fu nd  revenues and  receipts o f  d ie m un ic ipa lities 
T h e  U n ifo rm  Revenue B ond  Act requires notice and  a 6 0  day re fe rendum  period  
du ring which revenue Ixm ds are n o rm a lly  subject lo  re ferra l to  a v o le  o f  the e lectorate 
I f  w ith in  the 6 0 -d ry  pe riod  5 %  o r m o re  o f  ll ie  voters file  petitions requesting a 
vo le  on  llie  bonds. Revenue bonds issued pursuant to  tlie  Pension B ond in g  Act a ie 
exempt from  ti lls  requirement.

In  a special e lec tion  on  Septem ber 16. 2 0 0 3 . O re g on  voters app iove rl an 
am endm ent to  the O regon  C oa s titu tion  that authorizes d ie S ta le Treasurer to  Issue 
P O B s  as genera l ob lig ation  b< nds o f  the S ta le o f  C iregon  fo r d ie purpose of (laying 
substantia lly  a ll o f  the S ta les U A A L . T lie  am endm ent provides d ia l the genera l 
ob lig ation  o f d ie  S ia le  must con ta in  a direct p rom ise  o n  beha lf o f  Ihe S ta le  to  pay 
d ie  p rinc ipa l, p rem ium . I f  any, and interest o n  that indebtedness. T he State a lso 
w ill p ledge its fu ll fa id i and crec.il and  taxing power to  pay d ia l indebtedness; 
however, the ad va lo rem  (axing power o f  the Sta le  m ay n o l be p ledged to  pay d ia l 
indebtedness T h e  am ount o f  P O B  Indebtedness au thorized  by d ie  am endm ent that 
m ay tie ou tstand ing  al any time cannot exceed 1%  o f  the real m arket value o f  all 
p rope rty  In the S late. T lie  Sta le presently expects to  issue app rox im ate ly  $ 2  b illio n  
In  P O B s  and to  list lliem  on  d ie Luxem bou rg  S lack  Exchange in o rd e r lo  ra r i li ta lr  
sales lo  Eu ropean  investors.

In  2 0 0 3 . ihe O reg on  Legislative Assembly m ade substantia l changes tn  O reg on  
P F R S . T h e  am oun i o f  litigation  su rround ing  I’ F R S  In  O regon  Is Increasing, and a
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num lrc r o f  r'tallengM to  i f *  legislative c hanges are pencil eg in the c o u n t Several 
law suits have been Hied in dee O reg on  Suprem e C o u r t and  In d ie fedcr; 1 district 
r o u r l In O reg on  seeking cn cave changes llia t were enacted to  P E R S  M (Joined o r 
declared an uncon stitu tion a l Impairment o f  con tract o r  uncon stitu tion a l tak ing o f  
p rope rty  A lth ough  tlrese cases are not d irectly re lated to  any particu lar b ond  Issues. 
Ilielr ou tc om e  cou ld  liavc far reaching im p lica tions w ith respect to  P E R S  and related 
liab ility .

AN INTRODUCTION TO

CHAPTER ELEVEN

Similar To POBs

Pension ob ligations are sim ilar to  o i lie r slate and  loca l governm ent nun-bond 
ob llgadons . which II m ay be possible to  fu nd  In a m anner s im ila r lo  PO B s . W h ile  
this pam phlet Is In tended lo  • r p rim arily  PO B s . and d iey are the most frequen tly  
used and  h igh ly developed o f this category, it is usefu l lo  note , at least Iwiefly. d ia l 
d icre m ay be o th e r a pp lirad on s  o f  the same concepts discussed above. Severa l 
examples (n o l an cxliaustivc list) m ay Inc lude such o the r ac lu a ria lly  based Insurant e 
o r  benefit ob ligations as w orkers com pensation , hea ld i benefits and  unem p loym en t 
insurance or such non -actuaria l jb llg a tio n s  im posed by law as cou rt rendered 
Judgments fo r damages against d ie  sta le o r loca l governm en t and . In C a lifo rn ia , 
coun ty ob ligations under the Teeter de linquen t p rope rty  tax p rog ram
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Return to Regular FormalResearch :
P e n s i o n  O b l i g a t i o n  B o n d s  A r e  S u r g i n g  A f t e r  B r ie f  H ia t u s
P u b l i c a t )  >n d a t e :  2 0 - J a n - 2 0 0 4
w -e d lt  A n a ly s t :  P a r r y  Y o u n g , N ew  Y o rk  ( 1 )  2 1 2 - 4 3 8 - 2 1 2 0 :  S te v e n  J  M u rp h y . N ew  Y o r k  ( 1 )  2 1 2 - 4 3 8 - 2 0 6 6

P en s io n  ob l ig a to n  b o n d s  (POBs), the  once- a rcane  d eb t  in s t rum en t u s e d  to f in ance  un funded  pens ion  
liatMities. h a v e  re tu rn ed  with a  v e n g r  i n c e  a f te r a  brief h ia tus, a n d  a r e  ag a in  m ak ing  their mark on the 
public finance  l a n d s c ap e .  A n um be r  of cond i t ions h a v e  fallen into p l a r e  to sp a rk  this re su rg en c e ,  including:

• The rapid growth in un funded  liabilities for public p en s io n  fu nd s  over the  las t few years, driven b; 
inves tm en t lo s se  . benefit e n h a n c em e n t s ,  a n d  g r e a te r  longevity of p en s io n  plan ber.uficiaries;

• The relatively low interest-rate environment, which w id en s  the  s p r e a d s  b e tw e en  the  POB interest 
c o s t s  pa id  by the  issuer/employer a n d  the  a s s u m e d  inv e s tm en t  re tu rn  ra (e  of the p ens ion  sy s tem s, 
which m a k e s  the  e co n om ic s  of t h e  tran sac t ion  more  a ttractive; a n d

• The poten tia l c o s t  s a v in g s  from a  POB, a s  m any  s ta t e  a n d  local em p loy e r s  s trugg le  with budge ta ry  
Im ba lan ce s  a n d  o th e r  s av in g s  a l te rna t iv es  b e c om e  sc a r c e .

B e c a u s e  of the  co n f lu en c e  of t h e s e  factors, PO B s  a r e  back  This report de ta i ls  th e  m ech an ic s  of how 
P O B s  work, their history, the  spec ia l  r isks un ique  to this d e b t  ins trument, the  critical rating factors and  
implications, a n d  fu tu re  p ro spec ts .

How POBs Work
While the  financial implications of P O B s  a r e  complex, the  a c tu a l  m ech an ic s  a r e  relatively simple. 
Generally , th e  municipal em p loye r  will u s e  the  findings from th e  m os t  r e c en t  ac tuaria l valuation, or have  
a  n ew  va lua tion  comp le ted , to d e te rm in e  the  p en s io n  sy s tem 's  u n funded  actuaria l  a c c ru e d  liability 
(UAAL). Then, it will d e c id e  what portion of the  UAAL (either all or a  pari) will b e  funded with the  POB.
In the  1990s m o s t  em p loy e r s  funded  the  en tire  UAAL, but for va r ious  r e a s o n s  d i s c u s s e d  belo w, many 
now  tend  to f in an ce  l e s s  than  the  full amoun t.  O n c e  the  POB  is s iz ed  a n d  sold, the  ne t p ro c e ed s  a re  
p la c e d  in the  p e n s io n  trust fund to b e  com m ing led  with the  o th e r  funds, a n d  usually inves ted  accord ing 
to th e  ex is t ing a s s e t  allocation gu ide lin e s  ( see  Chart). Thus, t h e  p en s io n  fund e x p e r ie n c e s  a  rapid 
in c r e a s e  in -»ssets resulting in a  h ighe r funded  ratio (actuarial v a lue  of a s s e t s  divided ,y  actuarial 
a c c ru e d  liability). For the  POB  to g e n e r a t e  s av ing s  for the  employer, the inves tm en t e; jrn ra te  on the 
PO B  p ro c e e d s  m u s t  o e  g re a te r  th an  th e  in te res t  c o s t  of th e  b o n d s  (and ideally equa . to, or e x c e e d  the 
p en s io n  sy s tem 's  inv e s tm en t  return assumption), a n d  the la rge r  the  s p r e a d  b e tw e e  l tries'? lo two ra te s  
t h e  better. T he  employer, a s  POB  i s s u e r  a n d  obligor, would th en  b e  p ro jec ted  to a ch ieve  k w er total 
p en s io n  contr ibu tion an d  d eb t  s e rv ice  c o s t s  than  it would h a v e  if it h ad  not so ld th e  POB.

P e n s i o n  O b l i g a t i o n  B o n d  M e c h a n i c s
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3  Brief History
While the re  w e re  a  few i s s u e s  in the  1980s, the  first big w av e  of P O B s  really c a m e  in th e  early 1990s, 
By the  e n d  of the  d e c a d e  ab o u t  $15 billion of P O B s  h a d  b e e n  i s s u e d  T he  y e a r s  2000 an d  2001 were  
slow from a PO B  s tandpo in t, with 2000 corre la ting  to the  a p e x  of U.S. public p en s io n  funding a t  an  
a v e r a g e  funded  ra t io s  of slightly ove r 100%, up  from only a b o u t  80% in 1990. T h e s e  robus t  funding 
ga ins  w e re  fue led  by above- ave rag e  equity  re tu rn s  during th e  pe r iod  an d  a  g ene ra l  shift in the 
weighting of public p en s io n  a s s e t s  to this a s s e t  c la s s  from fixed-income. The corollary to a  high funding 
level is a  lower or nonex is ten t  U A  .. Falling funo..ig ratio?. now  e s t im a te d  to be  h e ad in g  tow ard s  the 
90%, h a v e  b e e n  e x a c e rb a te d  by a  combina t ion  of a d v e r s o  c ir c um s tan c es ,  s o m e  uncon tro l lab le  a nd  
s om e  self-inflicted. T h e s e  fac to rs  include th e  d e c r e a s e  in a s s e t  /a lues from poo r equi ty  re tu rn s  a n d  the 
i n c r e a s e  in liabilities from benef i t  e n h a n c em e n t s  a n d  d em o g ra p h ic  c h a n g e s  (for exam p le ,  m em be r s  
living longer). T h e  s e c o n d  w av e  of POBs, d r iven by bu rg eo n in g  un fund ed  liabilities, h a s  c om e  on  s trong 
in 2002 an d  2003. As in th e  first wave, California c o un t ie s  h a v e  b e e n  lead ing  the  pack, a n d  th e re  a re  a 
n um b e r  of r e p e a t  borrowers, bu t  th e re  a re  a l s o  s ign if ican t n ew  players . T h e  s la te  of Illinois, which 
i s su ed  in J u n e  of this year, now  ho lds  the PO B  re co rd  for s h e e r  s ize  a t  $10 billion —  a lm o s t  four t imes 
larger th an  th e  p rev iou s  record. O reg on  so ld  a  $2 billion i s s u e  las t fall, a n d  o the r  s t a t e s  tha t h ave  
recently  c om p le ted  o r p lan a PO B  sa le  include K an sa s ,  W iscons in , a n d  W es t  Virginia.

B POB Risks
The principal risks to  the  i s s u e r  of a  POB  all into a  n um b e r  of c a tego r ie s :

• A rbitrage ( investment return/POB in te re s t  cost);
• L everage ;
• Market risk; a n d
• Political.

PO B s a r e  e s sen t ia l ly  a n  a rb i t rage  play, the  s u c c e s s  of which is d e p e n d e n t  on the  p rem is e  tha t the  
p ens ion  fund a s s e t s  (including POB  p ro c e ed s)  will e a r n  on  a v e r a g e  m o re  than  the  in te re s t  co s t  on the 
PO B s a n d  hopefu lly  the  a s s u m e d  inv e s tm en t  re tu rn  ra te  (genera lly  a b ou t  8%) o r b e t te r  e a c h  y e a r  for 
the  life of the  b ond s .  If the  b o n d s  a re  so ld  a l  a n  in te re s t  c o s t  o f 6%. for example, th e  s p r e a d  could 
g e n e r a t e  h a n d s o m e  s a v in g s  if t h e  inve s tm en t re tu rn s  g o a l s  a r e  m e t  ove r the  life of th e  bonds .  The 
p rob lem  is tha t th e re  is no  c er ta in ty  tha t th e  a v e r a g e  8% re tu rn  will b e  rea l ized ove r  time, a n d  therein 
lies th e  principal risk o f '.he PO B  to the  issuer. If th e  p e n s io n  fund e a r n s  8% or m o re  on th e  POB 
p ro c e ed s ,  th en  th e  resu lt will b e  s u c c e s s  by virtue of hav ing  to p ay  lower pens ion-re la ted  c o s t s  
(contributions p lus  PO B  interest) than  without the  POB. Howevor, if the  inves tm en t r e ium  is l e s s  than  
the  PO B  in te re s t  cost, the t ran sac t ion  b e c o m e s  a d ra g  on c a s h  flows. Not only will th e  em p loye r  have  
the  n ew  POB  d e b t  se rv ice  c o s t s  but a lso  h ighe r contr ibu tion r a t e s  a ttr ibu tab le  to n ew  un funded  
liabilities from u n d e r  perform ing inves tm en t re tu rns . If ret, rn s  a r e  a b o v e  6% (as in the  e x am p le  above) 
but be low  8%. th e  emp loye r  will h a v e  in c rea s ing  contr ibu tion ra te  costs ,  but it wuu id  h a v e  h ad  them  
ev en  without th e  FOB. W hen  inv e s tm en t  re tu rn s  a r e  l e s s  th a n  the  PO B  in te res t  co s ts ,  th e  POB pu ts  
additional s t r a in s  on  financial o p e r a t io n s  ra th e r  th an  helping.

While the  1990s p ro d u c ed  s o m e  im p ress iv e  in v e s tm en t  re tu rns , no  p en s io n  fund cons is ten t ly  e a r n s  8% 
or h igher ev e ry  y e a r  in perpetuity; re tu rn s  va ry  dramatica lly  a n d  m ay  (or m ay  not) a v e r a g e  the 
inves tm en t re tu rn  a s sum p t io n  o r e v en  the  PO B  in te re s t  ra te  cost .  T h e  POB p a rad igm  h a s  a  goal to 
a v e r a g e  or b e a t  the  8% inv e s tm en t  re turn a s s um p t io n  ov e r  t h e  long-term. With the  app rop r .a te  a s s e t  
allocation s t r a te g y  this goal m ay  b e  a tta inab le , but m a rk e t  e x p e r ie n c e  over the  last s e v e r a l  y e a r s  h a s  
led s o m e  to be l ieve  tha t an  8% return a s s um p t io n  m ay  o e  loo  agg re s s iv e .

Another fac tor in eva lua t ing  the  s u c c e s s  of a  PwB  is tha t its ful* effect c an  only fully b e  tallied at final 
maturity of th e  b ond s .  Due to m a rk e t  gyra t ions, a  F’OB m ay  look like a  g re a t  s u c c e s s  for se ve ra l  years, 
or e v en  a  d e c a d e ,  only to s e e  inv e s tm en t  g a in s  e ro d e ,  a n d  at maturity a re  p ro n o u n ced  a  failure. 
C onve rse ly  the  e x a c t  o ppo s i te  m ay  be  true, with poo r rc-sults in the  ear ly  y e a r s  la te r o v e r c om e  to 
a ch ie v e  p ro jec ted  bene f i t s  in t h e  final ana lys is .

In any event, w e  do  know  tha t e v e n  if p ro jec t ions a r e  r <r;» ove r  the  life of th e  POBs, th e re
will b e  y e a r s  with re tu rn s  tha t a r e  higher, a n d  s o m e  xliat ;«re lower (maybe significantly), th an  the  8%
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bogey . W e do  no t h a v e  to look back  ve ry  far to s e e  e v id e n c e  of su ch  swings: in fiscal 2001 the  S&P500 
index of dom es t ic  equi t ies fell 16%. in 2002 it fell a n o th e r  19%. but In 2003 it fell only 1.6%. T h e s e  
m arke t  d e c l in e s  hurt i s s u e r s  with PO B s  ou ts tand ing : m o s t  h a d  to p ay  In c rea sed  contribution r a t e s  to 
cove r the  n ew  actuaria l  lo s se s ,  p lus th ey  h a d  the  h igher d e b t  se rv ice  c o s t s  d u e  to  th e  POB.

The risk of add ing  too m uch  lev e rag e  is a n o t h e r  fac tor for PO B  i s su e r s  to cons ider .  Borrowing for any 
p u rp o s e  i n c r e a s e s  leverage, a nd  incurring d e b t  to p ay  un fu n d ed  liabilities is no different. While the  
i s su e r  is subst i tu t ing o n e  type  of long-term liability (POB) for ano th e r  (UAAL), th e r e  is a  difference. In 
m o s t  c a s e s ,  b o n d  d eb t  serv ice  is a "harder* obligation than  th e  "softer" contribution p a ym en t s  u s e d  to 
amor tize  the  UAAL. Bond d eb t  se rv ice  m u s t  b e  pa id  in full a n d  on  time or the  i s s u e  falls into default, 
with w ide  ramifications. For cer ta in  em p loye rs ,  contribution p aym en ts ,  on  th e  o th e r  hand , m ay  b e  
temporari ly d e fe r r ed  o r  re d u c ed  withoui s e r io u s  n ega t iv e  c o n s e q u e n c e s .  Therefore, the  s ize  of the  POB 
relative to the  total debt s truc tu re  of th e  i s s u e r  m u s t  b e  m e a s u r e d  in t e rm s  of w ha t  level of d e b t  se rv ice  
c an  b e  m a n a g e d  if ac tua l future inv e s tm en t re tu rn s  do not m e e t  the  original POB  p lan  projections.

B e c a u s e  PO B s  g e n e r a te  very large infus ions o f fund s  into th e  p ens ion  sy s tem  com p a re d  with th e  more  
s te a d y  Inve s tm en t and  re inv es tm en t of interest, d ividends, a n d  contributions by the  fund, the  p lan  for 
inves ting POB  p ro c e e d s  m u s t  b e  cons ide red .  Shou ld  th e  m o n ie s  b e  inves ted  acco rd ing  to the  existing 
a s s e t  allocation guidelines, o r should  POB p r o c e e d s  h a v e  a  sp ec ia l  allocation s t r a te g y  b e c a u s e  of 
curren t m a rke t  cond i t ions or expec ta t ion s?  If th e  ch ie f inv e s tm en t  officer of the fund be l ieves  tha t 
international equit ies, for example , a r e  overva lued , m ay b e  a  de lay  in filling tha t allocation would be  
w arran ted .  On th e  o th e r  hand , in tha t p en s io n  fund s  a r e  long-term investors, m o s t  h a v e  s tu ck  with their 
traditional a lloca tions for p ro ceed s ,  e s ch ew in g  m a rk e t  timing s tra teg ie s .  W ha tev e r  th e  s tra tegy  m ay  be, 
it shou ld  b e  fully ve t ted  be fo re  the  POB  sa le .

A no the r a s p e c t  that few env is ioned  w hen  this in s t rum en t w a s  first initiated is the  political risk hidden, 
a lm o s t  like a  T ro jan  horse, within the  POB  struc tu re . As w a s  m en t ioned  in a  fe a tu re  on this subject, 
( "Pension Obligation Bonds: Unique Ra t ing Documen ta tion ", RatingsDirect, March. 4. 1999), P O B s  c an  
b e c om e  victims of their own s u c c e s s .  For ex am p le ,  if a  POB  is i s su ed  for the full UAAL, resu lting in a 
100% funded  ratio, a n d  s u b s e q u e n t  h igher- than-average re tu rn s  p u sh  the  ratio to 110% or 120%, the re  
will ar.se t r em e n d o u s  political p r e s s u re  to d is tr ibu te  the  so-called "ex c e ss "  funding by inc rea s ing  
benefits, thu s  incurring n ew  liabilities. T h e  e x c e s s  funding tou ted  in the  late 1990s tu rned  out to b e  
illusory. Even  s y s t em s  bo ls te red  by PO B s  tha t did not in c r e a s e  benefits  found th em se lv e s  in u n d e r  
funded  pos i t ion s  following the  marke t  d ec l in e s  from 2000 to 2003. T ho se  tl ai fell victim to the  s iren's 
so ng  a n d  in c r e a s e d  benefits  h a v e  ev en  lower funding levels. S o m e  p ens ion  funding ratios d e c l in ed  to 
the  ex ten t  that th e  emp loyers '  o p ted  to gc Lack to th e  m a rk e t  to i s s u e  PO B s  for a s e c o n d  time.

a Analysis
The rating p ro c e s s  (or PO B s  basically pa ra l le ls  tha t of long-term deb t  with s imilar secu r i ty  p lus with 
cer ta in  addit ional analytical 'ac tors per t inen t to the  POB  a n d  p ens ion  sys tem . Most P O B s  i s su e d  to 
d a te  h a v e  a  GO  or g ene ra l  fund p ledge. Also, a  high p e r c e n t a g e  of ih o s e  sold h a v e  b e e n  additionally 
s e c u r e d  by b o n d  in su rance .  In S tan d a rd  & Poor's  an a ly s is  specif ic to PO B s  w e fo cu s  on  the  effec t of 
the  b o n d s  on th e  issue r 's  d eb t  «'ruc tu re  an d  its ability to m e e t  its obligations. The financial rev iew 
inc ludes the impac t on both the j a l a n c e  s h e e t  a n d  the  ope ra t in g  s ta tem en t  or c a s h  flows. Th e  s ta tu s  of 
the  i ssue r 's  p e n s io n  fund on a  pro fo rma b a s i s  is a lso  pa r t  of th e  review a s  with a n y  similar analys is .

F rom the  b a la n c e  s h e e t  p e rspec t ive , w e  look a t  how  the  PO B  fits into the  issue r 's  total d eb t  plan. Does 
the  PO B  dramatica lly  alter the  issuer's  d eb t  profile? W e  look a t total d eb t  with a n d  without the  POB  so 
a s  no t to p ena l iz e  a  POB  is su e r  in com pa r i so n  to a n o th e r  i s s u e r  that might h a v e  relatively low d eb t  (and 
no POBs) but s iz ab le  u n funded  p en s io n  liabilities. Also, w e  e v a lu a te  the  lev e rag e  a d d e d  by the POB. 
D oe s  it m arked ly  in c r e a s e  hard, fixed c o s t s  (bond d eb t  serv ice) in p lace of a softer, mo re  d iscre t ionary 
obligation (pension  contributions)? If s u b  p a r  inve s tm en t re tu rn s  put upward  p r e s s u r e  on contribution 
r a t e s  w.i they, coup led  with the  n ew  higher d eb t  s e rv ice  c o s t s  d u e  to the  POB, pu t the  issuer's  budge t  
u n d e r  g re a te r  stra in? The i s s u e r  m us t  a lso  b e  cogn izan t  of t h e  effect the  POB i s s u a n c e  m ay  h a v e  on 
s ta tu to ry  deb t  limits. Will the  POB  u s e  up  d eb t  c ap ac i ty  tha t  m ight b e  n e e d e d  for o ther, mo re  p re s s ing  
n e ed s?

From  a c a s h  flow standpo in t, S ta n d a rd  & Poor's  rev iews p ro je c ted  d eb t  se rv ice  a n d  contribution costs , 
with a n d  without th e  POB, including the  validity o f the  a s s um p t io n s  including th o se  for POB in te res t
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c o s t s  a n d  p en s io n  fund inv e s tm en t re tu rns. How do  th e  p ro jec t ions c om p a re  in total a n d  on a n  annua l 
basis?  T he  s p r e a d  b e tw e e n  in te re s t  c o s t s  a n d  inv e s tm en t  re tu rn  g e n e r a t e s  t h e  s a v in g s  expec ted  from 
the  t ran sac t ion .  W ha t is the  m ag n i tu d e  of a n n u a l  s a v in g s  a n d  total presen* v a lu e  sav ing s?  W here  (in 
w ha t years)  a r e  the  s a v in g s  taken?  Are the  s a v in g s  front-loaded in a n  a t tem p t  to m a sk  budge ta ry  
s tre ss?  Will a n y  front-loading l e ad  to higher, u n su s ta in a b le  contribution r a t e s  in la te r years?  Do the 
potential s a v in g s  form th e  POB  ou tw e igh  th e  risk s  involved The ana ly s is  o f th e  c a s h  flows is a  critical 
c om pon en t  to u nd e r s ta n d in g  th e  full im pac t  of th e  t ran sac t ion .

A s part of the  PO B  an a ly s is  w e  a lso  rev iew  th e  cu rren t  s t a t u s  of the rec ipien t of b o n d  p ro c e ed s  —  the  
p ens ion  s y s tem  itself. W ha t is t h e  s ta tu to ry  re la t ionsh ip  b e tw e e n  the issue r/employer a n d  fund? How 
h av e  th e  law s a n d  p r e c e d e n t s  for m ak ing  con tr ibu tions a f fec ted  funding p ro g r e s s  a n d  how do  they  play 
into the  PO B  stra tegy? Have  funding levels g ene ra l ly  b e e n  inc rea s ing  over  time? W ha t  a re  th e  funding 
go a ls  a n d  how will the  POB  im pac t  t h e s e  ob jec tives?

The  p en s io n  fu n d ’s g ene ra l  a c tua r ia l  m e th o d s  a n d  a s s u m p t io n s  a lso  will b e  rev iew ed  for compara tiv e  
p u rp o se s .  T h e  fund's a s s e t  a llocation s t r a te g y  will b e  s tud ied  for c o n s i s te n cy  with th e  POB a s sum p t io n s  
a n d  for th e  g e n e ra l  risk profile. An a g g r e s s iv e  inv e s tm en t  s t r a teg y  m ay  m ak e  the  PO B  objec tives more 
difficult to a c h i e v e  on a  c o n s i s te n t  b a s is .

3  Rating Implications
E m ploye r s  looking to h e lp  m a n a g e  their u n fu n d ed  liabilities th rough  th e  i s s u a n c e  of a  POB should  
weigh th e  p ro s  a n d  c o n s  very carefully. Any app l icab le  risks from the  a bov e  list shou ld  be evaluated . 
T h e re  sh o u ld  b e  a  c le a r  POB  p lan  with a t t a in a b le  ac tua r ia l  a n d  inves tm en t a s s u m p t io n s  and  a 
c o n se rv a t iv e  s truc tu re . P ruden t  a l loca t ion  for p ro je c te d  s a v in g s  over time limits the  c h a n c e s  for 
p ro b lem s

It is p o s s ib le  for PO B s  to  h ave  a  n ega t iv e  e ffec t on c red it  quality, espec ia l ly  in th e  inves tm en t 
e nv i ronm en t  o v e r  the  la s t  s e v e ra l  y e a r s  o r if th e y  w e re  s tru c tu red  poorly at th e  ou tse t .  S ta n d a rd  &
Poor's  will c o n t inu e  to ev a lu a te  PO B  risks  in light of e a c h  employer 's  individual profile at the time of sa le  
a s  well a s  their p ro je c ted  e ffec ts  ove r  time. P O B s  m ay  work a s  p la nn ed  over th e  long-term, but sho rt­
te rm  fiscal d is lo ca t ion s  resulting from t h e s e  s t ru c tu re s  a r e  pa r t  of t h e :r b a g g ag e .

m Special Rating Documentation Requirements for POBs
T h e  un ique  n a tu r e  of P O B s  re qu i re s  cer ta in  addit iona l do cum en ta t io n  not normally r e q u e s te d  for o the r  
t y p e s  ot ratings:

• PO B  financing plan, including its e ffec t o n  th e  overall d e b t  plan;
• P ro je c t ion s  of UAAL con tr ibu tions a n d  d e b t  se rv ice  with an d  without th e  POB;
• L a te s t  p e n s io n  fund an nu a l  report;
• Most r e c e n t  ac tua r ia l  va lua tion  a n d  e x p e r ie n c e  s tu d ie s  of the  fund; a n d
• P e n s io n  fund's cu rren t  a s s e t  a lloca tion  s t r a te g y  a n d  p lan for investing POB p roceed s .
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S ta te  g ov e rnm en ts  h a v e  a long h istory of provid ing re t irem en t security  for their e m p l r y e e s - a n d  in m any  
c a s e s  cer ta in  local g ov e rnm en t  em p lo y e e s- th ro u g h  large, defined benefit p en s io n  s y s tem s ,  which, 
th roughou t th e  20th century, h ad  b e e n  s u c c e s s fu l  in m ee t ing  their in tended  goals . However, a f te r s ta t e  
p en s io n  fund s  re a c h ed  (heir a p e x  o f f inancial s o u n d n e s s ,  b a s e d  on funding levels 'n 2000, they  h a v e  
s in c e  de te r io ra ted- in  m any  c a s e s  p rec ip i tous ly- leav ing  m o s t  funds with th e  p rob lem  of m an ag in g  new, 
la rge  u n funded  liabilities. T he  rapid g row th  an d  significant m agn itud e  of t h e s e  liabilities h a s  b e c o m e  an 
in c reas ing  credit co nc e rn  for m any  s t a t e  ratings, re a ch ing  crisis proport ions in s o m e  c a s e s .

This article p rov ides  a  brief overv iew  of public p en s io n  funds in the U.S., a long  with th e  fac to rs  lead ing  to 
their cu r ren t  s ta tu s  a n d  c om e  of th e  op t ion s  av a i lab le  for m anag in g  p ens ion  liabilities. In addition, the  
s t a t u s  of a  n um be r  of s ta te  funds, with a  r a n g e  o f fund ing levels, a n d  s om e  of the  s t r a t e g ie s  s t a t e s  h a v e  
u s e d  to a d d r e s s  their re sp ec t iv e  p e n s io n  s itua tions, will b e  exam ined .

1 Historical Background

Defined benefit p en s ion  p lans, a s  u s e d  by m o s t  s ta te s ,  provide a sy s tem a t ic  m e ih o a  for s i t t i n g  a s id e  
sufficient m on ie s  to pay p rom ised  re t i rem en t bene f i t s  to em p loy e e s  in the  future. The  benef i ts  a r e  
funded  by contributions, usua l ly  from bo th  em p loy e r  a n d  emp loyee , a nd  th e  inv e s tm en t  in com e  derived 
from su ch  contributions. Most s t a t e s  h a v e  two principal funds: o n e  for s ta t e  em p loy e e s ,  a n d  poss ib ly  
cer ta in  local gove rnm en t  em p loy e e s ,  ca l led  public em p loy e e  re t irement s y s tem s ,  a n d  o n e  for te a ch e r s ,  
re ferred  to a s  s ta te  t e a c h e r s '  re t i rem en t sy s tem s .  S om e  h a v e  one, monolithic s y s t em  for all g o v e rnm en t  
em p lo y e e s  (state a n d  local), while o th e r s  h a v e  multipie s y s tem s  for individual job  spec ia l t ie s ,  s u c h  a s  
ju d g e s  a n d  safe ty  officers.

Public p en s io n  funds in th e  U.S., of which tlie lion's s h a r e  o f a s s e t s  be long  to s t a t e  funds, h a v e  c om e  a 
long way from their hum b le  b e g in n in g s- som e  d a t ing  to th e  beginning of the  20th cen tu ry . S tar ting  v/ith 
little or no  3 s s e ts  to offset liabilities, a nd  s o m e  initially opera t ing  on  a  pay-as-you-go-basis, p en s io n  
funds g radually  improved their fund ing ra t ios (actuarial v a lue  of a s s e t s  divided by ac tua r ia l  a c c r u e d  
liability) to the  50"/o level in the  mid-1970s, a nd  fu r ther io a round  80% by 1990. Early cn. p e n s io n  a s s e t s  
w e re  inve s ted  largely, if not exclusively, in fixed incom e  in v e s sn em s .  Gradually, in v e s tm en t  s t r a te g ie s  
b e c a m e  m o re  diversified, howave r , a nd  by the  e n d  of the 1990s public fund s  h ad  in c r e a s e d  the ir 
a l loca t ions to equi t ies and o th e r  h ig h e r  yielding a s s e t  c l a s s e s  s :gnificantly. This shift In a l lo ca t ion s  
co inc ided with, a nd  to s o m e  e x i e n 1 w a s  fue led  by, th e  bull m a rk e ts  in d om es t ic  equ i t ie s  tha t l a s t e d  from 
the  ear ly  1980s th rough  fiscal 2000. At J u n e  30 (the fiscal yeai-end for m o s t  public p e n s io n  funds),
2000, the  a v e r a g e  funding ratio for all U.S. public funds w a s  slightly a b o v e  100%, arid w a s  oven  h igher 
for s ta t e  funds.

The party  to c e leb ra te  the final d e f e a t  of u n fund ed  p en s io n  liabilities w a s  short-lived, unfor tunate ly, a s  
dark  c louds  so on  b e g a n  to a p p e a r  T r e n d s  tha t wouid  adve rse ly  affect ac tuaria l b a la n c e  im p ac ted  both 
liabilities a n d  a s s e t s .  Liabilities w e re  be ing  inflated no t only by normal growth an d  inflationary p r e s s u r e s  
but a lso  by overt c h a n g e s  in b ene f i t s  a n d  ac tua r ia l  a s sum p tion s .  The late 1990s s a w  a n um b e r  of 
im p rovem en ts  to p en s io n  benefits, which  au tomatica lly  b oo s te d  liabilities, a n d  the  ac tua r ia l  
c o n s e q u e n c e s  of m an y  of t h e s e  c h a n g e s  really k icked in a h e r  2000 d u e  to the  no rm al d e la y ed  reaction 
in contribution in c rea se s .  D em og ra p h ic  a n d  lifestyle trends--along with the  re su l tan t  a s sum p t io n  
c h an g e s ,  s u ch  a s  re t i re es  living longe r  (a global ph enom enon)  and  more  em p lo y e e s  taking ear ly  
r e t i r em en t-had  a similar, e x p a n s io n a ry  -effect on liabilities. However, the b igge s t  c o m p o n e n t  in th e  
s t e e p  d ec l in e  in funding leve ls from f iscals  2001 to 2003 c am e  from the  a s s e t  s ide, a n d  w a s  c a u s e d  by 
the bo ttom  falling ou t of the  d om e s t i c  equity  m a rke ts .  The inves tm en t return a s s um p t io n  re q u i rem en t  for 
most public funds to main ta in  ac tua r ia l  b a lan ce ,  a b ou t  8%, could not b e  s u s ta in e d  w h en  the  a v e r a g e  
a llocation to dom es t ic  equ i t ie s  s tood  a t  4C%-50% an d  the annua l  re tu rns  o f the  S& P  500 Index w e re
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nega t iv e  13%. nega t ive  19%. an d  positive 2%  in fL ca ls  20G1, 2092. and  20G3. re spec t ive ly .  The  ne t 
resu lt w n s  that, by J u n e  30, 2003 a v e r a g e  funding ratios fcv  s ta te  funds h a d  fallen from a n  a v e r a g e  
over funded  level in 2000 to a n  e s t im a ted  80%-90% in jus' th ree  short years . While t h e  S& P  500 s a w  a 
17% g am  «t nscai y°ar-end J u n e  30, 2G04, public p en s ion  fund actuarial resu lts , on  a v e r a g e  for th e  
year, will not report majo. funding g a in s  due  tc the  effec ts  of Jne actunrial sm oo th in g  of g a in s  a n d  
lo s s e s  ove r  a  period o f y e a r s  u s ed  hy mes t .  With five-year smoothing, for ex am p le ,  a  fund in fiscal 2004 
would still b e  accoun ting  for a  portion of th e  l o s s e s  (or gains) from th e  prior fou r yea rs .

a  Alternatives to Improve Funding

The ra n g e  of o n io n s  to fix a  p en s io n  m ism a tch  ot a s s e t s  and  liab’lities is re latively narrow, a n d  a lm o s t  
a l’ ere difficult to imp lemen t d u e  lo legal, e conom ic  o r  political impedimen ts . C o r rec t iv e  m e a s u r e s  
shou id  a d  to s top or s low  p en s io n  liability g row th or g row  a s s e t s ,  cr.boih. F rom  a  liability s tandpo in t ,  
m os t  s t a t e s  h ave  constitu tional or s ta tu to ry  p en s io n  oenefit p ro tect ions that p re c lu d e  a n y  re d u c t io n s  in 
benef i ts  a l ready  p rom ised  to ex is t ing em p loy e e s .  One; way o round t h e s e  res t r ic t ions is to d o s e  off the  
curren t benefit to new  em p lo y e e s  a n d  offer n ew  em p loy e e s  a  re du c ed  level o f  benef i ts .  This tac t ic  of 
c rea t ing  a  new tier of benef i ts  h a s  b e e n  u s e d  by a  n um be r  c f  funds to re d u c e  liability g rowth.
Comple te ly  closing ex is t ing p la n s  a n d  c rea t ing  new, l e s s  g e n e rou s  defined benef i t  o lan s ,  a n d  e v e n  new  
defined contribution p lans, is a n o th e r  option.

Chang in g  actuarial a s s u m p t io n s  to re d u c e  l abilities h a s  b e en  u s ed  in the pa s t ;  the  cu r r en t  d em og ra p h ic  
an d  e conom ic  realit ies re 'a teo  to  ths major variables, however, m ak e  th e s e  op t ion s  difficult. T h e  ra is ing 
of the  actuarial inves tm en t re tu rn  a s sum p t io n  lo 8.25% f r o r  8.00%, tor ex am p le ,  wou ld  a u t o m a t i c a l  
lower actuaria! liabilities, all o th e r  a s s u m p t io n s  being equal. However, the  in v e s tm en t  e x p e r i e n c e  o v e r  
tne  p a s t  th ree  or four y e a r s  a n d  cu rren t expe c ta t io n s  would tend  to p rec lude  s u c h  a  c h a n g e  a t  this time.

The  princioal op tions to improve p en s io n  b a la n c e  by inc rea s ing  a s s e t s  fall into th r e e  m a in  c a tego r ie s :

• T h e  pens ion  fund m ay  *lter its a s s e t  allocation s tra togy tc  e n h a n c e  in v e s tm en t  re tu rns;
> T h e  pens ion  fund s p o n s o r  m ay  sell p e r s i o n  obligation b o nd s  (POBs), p lac ing t n e  p r o c e e d s  in 

th e  pens ion  trust a n d  th u s  reduc ing  o r eliminating the un funded  actuaria l  a c c r u e d  iiability 
(tJAAL); and

* Annual contribution ra t e s  for s p o n s o r s  o r  em p loy e e s  m ay  be  in c rea sed .

P en s io n  funds in the U S  , a s  m a jo r g lobal inves to rs  with more  than  $2 trillion in a s s e t s ,  h a v e  d ev e lo p ed  
soph is t ic a ted  a s s e t  a llocation p la n s  o v e r  the  yea rs ,  and, with a c c e s s  to p ro fe s s io n a l  a s s e t  m a n a g e r s ,  
a t tem p t to maximize l e tu rn s  within their p re s c r ib ed  to le rance  for risk. Fo r an  individual fund to 
dramatica lly  e n h an c e  yields by altering its a liocaticns, th e re  would most likely n e e d  to b e  a  s e a  c h a n g e  
in thinking abou t the fund's view of risk. Minor tw eak ing  o! s t ra teg ie s  is a  m o re  re gu la r  o c c u r r e n c e  a s  
funds  s e e k  to k e ep  up with c h ang ing  m arke ts ,  risk profiles, and  e x p e c te d  re tu rn s  of v a r io u s  a s s e t  
c la s s e s ,  but major s t ra tegy  c h a n g e s  lead ing  to m arked ly  improved resu l ts  a re  ra re

S o m e  s ta te s ,  a s  spon so r s ,  h a v e  o p 'ed  to p u r s u e  the P 0 3  route to significantly b o o s t  a s s e t s  in o n e  bold 
move, while . . *he s a m e  time tak ing a d v a n t a g e  c f  the  p ro jec ted  lower carrying c h a r g e s  this vehic le 
offers lo a s p on sc i .  (Fcr further informafion, s e r  report titled "Pen s ion  Obligation B o n d s  Are Su rg ing  
After Brief Hiatus," pub lished  J a n .  20. 2004. on RatingsDirect). While no p a n a c e a ,  P O B s  a r e  basica lly  
an  a rb i t rage  play b a s e d  on  the p rem is e  that, a s  a  re s iJ t  of the bond  p ro c e e d s  be ing in v e s te d  a t  an  
e x p e c te d  y'e'd abo''e  the  c o s t  of th e  bonds , n e t  s a v in g s  will be  a ch ieved  by the  s p o n s o r  ov e r  th e  life of 
the  bonds .  In o the r words, after th e  i s s u a n c e  of the  POB, comb ined  d eb t  s e rv ice  plus p e n s io n  
contribution co s ts  will be  lower th a n  they  would h a v e  b e e n  w nut a  POB. T he  s u c c e s s  of this formula 
d e p e n d s  r n  the rea lization of a  cer ta in  inv e s tm en t  return, whicn is in no w ay  g u a r a n t e e d .  W h e th e r  a 
PO B  s u c c e e d s  or fails c an n o t  fully be e v a lu a te d  until t n e  finai maturity o f ihe  bond, a n d  it is a  g iven  that 
s o m e  y e a r s  will b e  w inne rs  a n d  o th e r s  lo se rs .  T h e  b ad  y e a r s  m ay  add  short-term fiscal s t r e s s  to the 
POB is su e r  (pension sponoor), which could  b e  significant b a s e d  on the am oun t  of l e v e ra g e  ihe  POB 
exerts . With most POBs hav ing  b e e n  i s s u e d  o v e r  the p a s t  10 y e a r s  or so, it would b e  p r em a tu re  to 
p ro n oun ce  them an  unqualif ied s u c c e s s  (or failure). The b e s t  that can  be sa id  to d a te  is tha t  PO B  
re su l ts  h a v e  b e en  mixe J, with s o m e  having m e t o r e x c e e d e d  expec ta t io n s  while o th e r s  h a v e  c o m e  up 
sho r t  b a s e d  largely on the  v ic is s i tudes  of m a rk e t  timing.

T h e  last m a jo r option for in c rea s ing  a s s e t s ,  and  the  m o s t  com m on  alternative u s e d  to m a n a g e  new, 
un funded  liabilities, is to s imply in c r e a s e  annu a l  contrib ution ra tes. Indeed, a  m a jo r  princip le of a n  
actuarially funded def ined  benefit p lan is thai, if a s s e t s  a n d  liabilities b e c om e  u n b a la n c ed ,  inc rea s ing



(or d e c re a s in g  if tlvj s y s tem  is ove r funded)  contr ibu tions will bring the s y s tem  back  into b a la n ce .  
S om e t im e s  em p loy ee  contr ibu tions o re  in c r e a s e d ,  hut usually it is the  s p o n s o r  tha t  s t e p s  up  to  the  
p'ate: the  inves tment risk o' a  public d e f in ed  benef i t  pian and  the  bu rd en  to m a k e  g o o d  on benef i t  
p rom is e s  a re  ultimately th e  respons ib i l i t ie s  of th e  sponso r .  Thus, the  principal b y p rodu c t  of t h e  curren t 
s ta te  p en s ion  'unding cris is h a s  b e a n  in c r e a s in g  contribution c o s t s  com ing  a t a  time w h e n  s ta t e s ,  in 
r e c e n t  yea rs .  ha'*e b e a n  s q u e e z e d  by w e a k  -avenues  and  burgeon ing  e x p e n s e s ,  including secu r i ty  a n d  
h ea l th  c a r e  cost p re s s u re s .

How Are Some States Managing Their Pension Liabilities?

A r i z o n a .
T h e  Arizona S ta t e  R e t i r em en t  S y s tem , a  multiple-employer defined benefit  plan, p rov id es  p en s io n  
benef i ts  for em p lo y e e s  of th e  s ta te, political subdivision*, a n d  public schoo ls ,  with m o re  th a n  500 
em p loye r s  a n c  222,000 ac t ive  m em be r s .  T h e  sy s tem 's  funded  ratio fell to 98.4% a t J u n e  30, 2003, 
a fte r a  d e c a d e  of m o re  than  100% funding. A s  repo rted  in t h e  Ju n e  30, 2003, a c tua r ia l  valuation, the  
m ajo r contributor to th is  dec l in e  w a s  in v e s tm en t  l o s s e s  for th e  y ea r  th a t  re su l ted  in a  d e c r e a s e  in the 
actuaria l  va lue of a s s e t s  by $1.2 billion. In N ov em be r  2002, th e  s ta t e  re t irem en t s y s t em  bo a rd  
rem oved  the re qu i rem en t  tha t a c tua r ia l  a s s e t s  b e  within 20% of m a rk e t  value, a n d  c h a n g e d  the  
period for recogniz ing inv e s tm en t  g a in s  or l o s s e s  to 10 y e a r s  frc v e  yea rs .  At J u n e  30, 2003, *he 
s y s tem ’s  marke t v a lue  of a s s e t s  ($18.1 billion) w as  77% of a c tu  value. T h e  2003 ac tua r ia l  
va luation d eve loped  hypo the tica l  contr ibu tion  ra te s  for both em p lo y e e s  a n d  em p lo y e r s  (odd-year 
ca lcu la tions a r e  not ac tually  im p lem en ted ;  of 6.95% each , c om p a re d  with 1.92% e a c h  in 2001.

C a l i f o r n i a .
California h a s  two ’a rg e  s ta te  p e n s io n  funds: o n e  for s ta te  a n d  certain local employees--California 
Public Em p lo y ee s ’ R e t i r em en t S y s tem  (CalPERS)--with a s s e t s  ex c e e d in g  $170 billion; a n d  th e  o ther 
for leachers-Ca l i fo rn ia  S ta re  T e a c h e r s '  R e t i r em en t  S y s tem  (CalSTRS)-with m o re  th a n  $115 billion 
in a s s e t s .  T h e s e  s y s tem s  h a v e  b e e n  ex pe r ie n c in g  s o m e  of th e  s am e  p r e s s u r e s  a s  p e n s io n  funds in 
o th e r  sui-.es, a n d  h a v e  e x p e r ie n c e d  d e c l in e s  in funding levels. For exam p le , th e  fund ed  ratio for the 
s ta t e  m em be r  c a tego ry  of C a lP E R S  h a d  failen to 84% a s  of J u n e  30, 2003, c o m p a r e d  with 111% in 
2000. S ta te  contr ibu tions to C a 'P E R S  for its em p loy e e s ,  a s  actuarially d e iz rm ined , h a v e  r i s en  from 
$ I60 million in fiscal 20C1 to $2.2 biliion in fiscal 2004. In the s a m e  ve in  trv, fu nd ed  ratio for the  
C a lSTR S  defined benefit p lan fell from 11C% in 2C0C to 82% in 2003. However, total am o u n t s  
contr ibu ted  to C a lST R S  by m em be r s ,  em p loy e r s ,  arid Ihe sta te, a s  s e t  by s ta tu te , i n c r e a s e d  ju s t  
10% during th e  s a m e  period.

A n um oe r  of c h a n g e s  for bo th  p e n s io n  s y s t em s  h ave  o e e n  p ropo sed  ov e r  the  las t  y ea r .  In relation to 
C a lPERS , t h t  s ta te 's  2005 b u d g e t  inc luded  cer ta in  p ens ion  reforms, s u c h  a s  a  two-year d e la y  of 
contributions into C a lP E R S  from n ew  m is c e l la n e o u s  a n d  industrial em p loy e e s ,  t h u s  obvia ting the 
s t a i a ’s obligation to m a k e  contr ibu tions on  the ir  beha lf over tha t period. A $900 million POB  w a s  
propose;), the p ro c e e d s  of which would  b e  u s e d  to p ay  a  portion of t h e  cu rren t  contr ibu tion p a ym en t  
a s  o p p o s e d  to paying a  portion of the  u n fu n d ed  actuarial a c c ru e d  liability like m o s t  o th e r  PO Bs .
Court validation of the  PO B s  is be ing  sough t .  T h e  2005 s ta te  budge t  a l s o  inc luded p ro p o s a l s  to 
i n c r e a s e  em o lcy e e  contribu tion r a t e s  a n d  iow er benefits  or n ew  em p lo y e e s  tc  pre-1999 levels.

In D ecem be r  2004, C a lST R S  p ro p o s e d  a  . lum be r  of options to help a d d r e s s  t h e  fund ing defic iency 
in its defined benefit nlan. At J u n e  30, 2003, th e  s y s tem ’s un funded  ac tua r ia l  ob liga t ion  to ta led  $23.1 
billion. The  first option w a s  for th e  s t a t e  to  i s s u e  a  POB to pay  down th e  en tire  liability. O th e r  options 
inc luded u c h a n g e  :n ihe  am or tiza t ion  p e r iod  o f  th e  un funded  liability a n d  a n u m b e r  o f c h a n g e s  to 
how  benefit a r e  ca lcu la ted . O n e  op tion tha t could  h ave  a  large eftect on  the am or t iza t ion  c o s t  is to 
e l im inate the 2% benefit  a d ju s tm en t .  S e v e r a l  a l te rna t iv es  included i n c r e a s e s  in contr ibu tion ra te s  by 
all th ree  contribution b a s e s :  m em be r s ,  em p loye r s ,  and  the  s ia te .

O n  July 1, 2003, the s ta t e  did n o t  m a k e  its full contribution p aym en t  to C a lSTRS ' s u p p lem en ta l  
benefit  m a in te n an c e  accoun t,  a l th o ugh  it did m a k e  the requ ired  p a ym en t  lo the  s y s tem 's  de f ined  
benef it p rogram . The  s t a t e  pa id  $59 million of t h e  5559 million requ ired  s u p p lem en ta l  benef it 
m a in te n an c e  a c c o u n t  amoun t.  In O c to b e r  2003, C a lSTRS  filed suit in U a c r am en to  C oun ty  Super io r  
Cuurt to h ave  the  $500 million p a ym e n t  r e s t u red .  The s ta t e  is currently d e fend in g  the  action.

Of late, p ro po sa ls  to re p la c e  th e  two California s ia t e  defined benefit p la n s  with d e f in ed  contribution 
p lans, anti to e l im inate s t a t e  con t r ibu t ion s  to Ca lSTRS, h ave  b e e n  actively d e b a t e d .



Florida.
T h e  Florida R e t i rem en t S y s tem  w a s  c r e a te d  in 1970. The  sy s tem  w a s  c re a te d  to prov ide a  defined 
benefit  p ens ion  p lan  for partic ipation em p loy e e s .  The p lan  is adm in is te red  by the s t a t e  division of 
re t irement in th e  d e p a r tm en t  of m a n a g em e n t  se rv ices . Partic ipation by loccl g o v e rnm en ts  in the 
s t a t e  is optional, bu t is gene ra l ly  i r revocab le  o n c e  the  gove rnm en t o p ts  to par t ic ipa te  in the  plan. 
Curren tly  the re  a r e  866 partic ipating em p loy e r s  and  956,875 individual part ic ipants. Of the  total 
partic ipants, 23.5% a re  re t ire es  a n d  benefic iar ies . Contrary to t i e n d s  for m o s t  o th e r  s ta te s ,  the  
ac tua r ia l  value o f a sse t?  in tne s y s t em  h a s  consis ten tly  e x c e e d ed  th e  actuaria l  a c c ru e d  liabilities in 
r e c e n t  years . T h e  funded  ratio of t h e  p en s io n  sy s tem  h a s  ra n g ed  from 112% in fiscal 2004 to 118% 
in fiscal 2000. Inve s tm en t p e r fo rm an c e  in fiscal 2004 w a s  strong, with a  re turn of 16.6% com pa red  
with the  7.75% a s s u m e d  ra te  o f  return. T h e  actuarial va lue  of a s s e t s  a t  July 1, 2004, w a s  $106.7 
billion. The solid a s s e t  position o f th e  Florida R e t irem en t S y s tem  h a s  prov ided b u d ge t  re lief in the 
iorm of lower contribution re q u i rem en ts  for the  s ta te  a n d  participating loccl g ov e rnm en ts .

I l l in o is .
Illinois s p o n so r s  five defined benef i t  re t irem en t p lan s  for abou t 630,000 m em b e r s  a n d  annu i tan ts,  
including public em p loy e e s ,  t e a c h e r s ,  university personnel, a n d  judge s .  Bv 2003, the  funded  ratio of 
th e  Illinois funds ranked  n e a r  t h e  bo ttom  c om p a re d  with other s t a t e s  in th e  U.S. Contributing to the 
$26.9 billion i n c r e a s e  in u n funded  liabilities from 2000 to 2003 were:

• Contribution shortfalls ($4.8 billion of the total),
• Inves tm en t l o s s e s  ($14.1 billion), and
• Benefit im p rov em en ts  ($3.3 billion).

Adding to the s t a t e ’s  p ens ion  w o e s  is a  ?002 ear ly  re t irement incentive p lan  for s ta t e  em p loy e e s ,  
which resu lted in a  liability that, a t  $2 j  billion, w a s  quad rup le  the  original e s t im a te . P a r t  of the  
v a r ian ce  w a s  d u e  to a  m uch  la rg e r  . lum be r of em p loy e e s  (11,032) tak ing part in the  p ro g ram  than  
originally p ro jec ted  (7,215). Due to  the  requ i rem en t of a  10-year amortiza tion  of this liability, t h e  early 
re t irem en t p rog ram  contribution fo r  2005 is $382 million, c om pa re d  with the  originally p ro jec ted  $70 
million.

In 2003, the  s ta te  so ld a  $10 billion POB, the  la rges t  on record, u s ing the  p ro c e e d s  to fund a  portion 
of the  UAAL ($8.1 billion) and  to p a y  ($1.9 billion) the s ta te 's  curren t p en s io n  contr ibu tion for fiscals 
2003 and 2004. T h e  PO B  in c r e a s e d  the  com b in ed  sy s tem 's  funded  ratio by s e v e n  p e r c e n t a g e  
points. At the  e n d  of fiscal 2003, th e  fu nd ed  ratio for the  com b ined  s y s tem s  w a s  57% (after giving 
e ffec t to the  POB), and  th e  UAAL w a s  $35.8 billion.

N ew  Y o rk  S t a t e .

T h e  New York S ta te  comptro ller is the  so le  t ru s te e  of th e  s ta te 's  c om m on  re t iremen t fund, which 
inc ludes  all a s s e t s  of the  New York S ta te  Re t iremen t Sys tem . M em be r s  o f the s y s tem  ;.re typically 
em p lo y e e s  of N ew  York S ta te  o r em p lo y e e s  of municipalities in th e  s ta t e  (excluding N ew  York City). 
A s of March 31. 2004, the re  w e re  2,985 partic ipating governm en t em p loy e r s  in the  sy s tem . The 
overall m em be r sh ip  in the  s y s tem  e x c e e d s  970,000; this inc ludes 641,721 m em b e r s  a n d  328,357 
re t i re e s  and  benefic iar ies . Overall, m em be r sh ip  h a s  ex p an d ed  continuously, but the  growth from 
re t i r e e s  h a s  b e e n  m o s t  significant. R e t i r e e s  now m ake  up 34% of th e  sy s tem 's  m em be r s ,  c om pa red  
with 26% in 1990. Benefit p a ym e n t s  c on t inu e  to rise, reflecting im p rovem en ts  in final a v e r a g e  
sa la r ie s ,  co s t  of living ad ju s tm en ts ,  a n d  benefit improvemen ts . T h e  in c r e a s e d  benefit p aym en ts ,  
c o up led  with the p e r fo rm an c e  of th e  s to ck  m a rke t  after 2000, h a v e  requ ired  significant em p loye r 
contribution in c rea se s ,  with s ignificant i n c r e a s e s  fo re ca s ted  for th e  next two y e a r s  a s  well. At March 
31, 2004, abou t  63% of th e  p e n s io n  sy s tem  a s s e t s  w e re  inves ted  in va r ious s tocks. For the  la rges t  
c om pon en t  in the  s y s tem - tn e  N ew  York S ta te  and  Local Employees ' R e t i rem en t S y s tem - em p lo y e r  
contr ibu tions had  a v e r a g e d  1.75% from fiscals  1996 through 2003. Contribu tions wi!' in c r e a s e  in 
fiscal 2004 to 5.9%, totaling $1.2 billion. Th is ra te  is p ro jected to m o re  th a n  doub le  in fiscal 2005 to 
12.9%, or a  $2.6 billion contribution, followed by an  e s t im a ted  11.4% contribution ra te  in fiscal 2006. 
S imilar in c r e a s e s  a r e  fo re ca s te d  in the  New  York S ta te  a n d  Locai Police a n d  Fire Re t irem en t 
S y s tem  (PFRS) for fiscal 2004. T h e  contribution ra te s  for fiscals 2005 an d  2006 a re  p ro jec ted  to be 
e v e n  s t e e p e r  for P FR S ,  however, g row ing to 17.6% and  16.3%, respectively . T h e s e  contribution 
i n c r e a s e s  h ave  been , and  will c o n t inu e  to be, a  significant sou rc e  of b u d ge t  p r e s s u r e  for the  s ta t e  
a n d  its local gov e rnm en ts .  The leg is la tu re  h a s  allowed a  portion o f the  i n c r e a s e  to b e  fu nd ed  with 
the  i s s u a n c e  of o o n d s  or a loan from  the  s ta t e  comptroller. For g o v e rnm en ts  tha t c h o o s e  this option, 
fixed co sts  to se rv ice  o en s ion  con tr ibu tion s will include an  in te res t com ponen t ,  with the  fixed c o s t s  
e x te n d ed  for uo to 10 years . The s y s t em  u s e s  the  a g g r e g a te  actuaria l  funding method, which d o e s



no t identify or s ep a r a te ly  am o r t iz e  u n funded  ac tua r ia l  liabilities. D ue  to  th e  u s e  o f this funding 
m e thod , th e re  is no d is c lo su re  or s c h e d u le  p rov ided  on funding p ro g re s s .

O r e g o n .
O re g o n  h a s  historically de liv e red  p e n s io n  bene f i t s  for s ta te  a nd  local em p lo y e e s  th rough  a  sing le 
s y s tem  called the O regon  P uN ic  E m p lo y e e s  R e t ir em en t  S y s tem  (OPERS). After expe r ienc ing  
relatively high funding leve ls  th ro u g h  the  1990s, t h e  UAAL of O P E R S  a t Dec. 31, 2001, w a s  
es t im a ted  a t  $9.7 billion, a lm o s t  t h r e e  t im es th e  prior year. With 2002 inv e s tm en t  lo sse s , this figure 
w a s  e s t im a ted  to b e  a lm os t  $15 billion—of which a b o u t  one-third w a s  th e  s t a t e ’s s h a r e .  Contributing 
fac tors to the in c r e a s e  in UAAL inc luded  s o m e  of t h e  usua l  s u s p e c ts :  bene f i t  i n c r e a s e s  in th e  late 
1990s and  poo r inve s tm en t re tu rns , in addition, u n d e r  the plan, tier-one m em b e r s  w e re  g u a r a n t e e d  
a  minimum 8% on the ir regu la r  a c c o u n t  a s s e t s  r e g a rd le s s  o f a c tu a l  inv e s tm en t  re tu rn s  e a r n e d  by the  
sy s tem , and  in 2001 an d  2002, like m o s t  o th e r  funds, the sy s tem  gene ra!  ;d  n ega t iv e  re turns.

In 2003, the  s ta t e  in.bated a  n u m b e r  of re fo rm s to O PER S , including:

• Modernizing the  mortality t a b l e s  and  requiring regu la r up d a te s ;
• Shifting fu ture em p lo y e e  contr ibu tions to a  def ined  contr ibu tion plan;
• Convert ing the  annu a l  8% g u a r a n t e e d  ra te  of return to a n  a s s u m e d  8% to b e  rece iv ed  over  

the  leng th  of m em be r s '  se rv ice ;
• Temporarily su s p e n d in g  fu tu re  co s t  o f living in c r e a s e s  for re t i r e e s  in cer ta in  in s ta n c e s ;  a nd
• Creat ing  a  new, m o re  inde<- ont, re t i r em en t  s y s tem  board,

In additi n, for n ew  em p lo y e e s  h ired  after Aug. 29, 2003, th e  s t a t e  c r e a te d  a  n ew  re t iremen t plan 
called  the O regon  Public S e rv ic e  R e t i r em en t  Plan, which inc ludes  bo th  de f in ed  benefit  a n d  defined 
contribution co r ponen ts .  E m p loy e r  contr ibu tions fund the de f ined  benefit  plan, a n d  em p loy e e  
contr ibu tions fund th e  de f ined  contribu tion plan.

The legislative c h a n g e s  to O P E R S  re su l ted  in ar. e s t im a te d  reduc tion  in th e  s ta te 's  UAAL to $2.2 
billion from $4.6 billion. A n u m b e r  of lawsuits  h ave  b e e n  filed cha l leng ing  s o m e  of th e  O P E R S  
c h an g e s .  The s ta te  in tends  to  con t inu e  to d e fe n d  the  ch a l lenge s .  In O c to b e r  2003, the  s ta t e  sold $2 
billion of GO  PO B s  to further r e d u c n  its UAAL. The  prelim inary re su l ts  of t h e  O P E R S  2003 actuarial 
valuation repo r ted  the  p en s io n  s y s t e m ’s  funded  ratio a t  a bou t  97%. Em p loye r contribution ra te s  
u n d e r  the va luation s h ow ed  a n  in c r e a s e  to 18.27% from 9.96%.

W e s t  V irg in ia .
T he  W es t  Virginia T ea ch e r s '  R e t i r em en t  S y s tem  (TRS) is a  multiple-employer, de f ined  benefit plan 
for 55 county schoo l  sy s tem s ,  cer ta in  s ta te  h ighe r e duca t ion  em p loy e e s ,  a n d  the s ta t e  b o a rd s  of 
educa t io n  an d  h ighe r educa t ion .  T h e  s ta te  p rov id es  substan tia l ly  all funding for ihe  sy s tem . TRS  h a s  
o c cup ied  the  _ j t t om  rung a m o n g  s t a t e  p lan s  in t e rm s  o f funded  ra t ios fur s o m e  time. As of July 1, 
2003, the funded  ratio w a s  19%, a n d  th e  UAAL w a s  $5.1 biliion. The  s ta t e  s u p r em e  court h a s  ruled 
tha t the  UAAL of TR S  is a uublic  debt, a nd  h a s  requ i red  the s ta te  to fund TR S  in a n  actuarially 
s o u nd  m anner. This r e q u i rem en t  en ta i l s  the elim ination of the  UAAL over a  40-year period beginn ing 
July 1, 1934, en ab l ing  TRS  to m e e t  c a s h  flow requ i rem en ts  to fulfill fu ture ob liga t ions to m em be rs .

While for a  n um b e r  o f y e a r s  W e s t  Virginia h a s  a t t em p te d  to c le a r  th e  w ay  to i s s u e  a  POB to help 
lower or e l im inate th e  UAAL in T R S  an d  o th e r  s t a t e  funds, its efforts h a v e  b e e n  b locked by legal 
i s su e s ,  including the  re qu i rem en t  for vo te r  approval .  If bonding is not a n  option, the  s ta t e  m ay  h ave  
to  p u rs u e  o th e r  a v e n u e s  to c u r e  its p en s io n  ills.

m Looking Ahead
S t a t e s  a re  und e r  vary ing d e g r e e s  of p r e s s u r e  to fund th e  bu rgeon ing  liabilities of their p en s io n  sy s tem s. 
T n e  c om m on  th em e  lies in d eve lop ing  s t r a te g ie s  to m a n a g e  inc rea s ing  contribu tion ra t e s  at a  time 
w h e n  o the r  d em a n d s  a r e  consp i r ing  to b re a k  the budge t:  growing hea l th  care , educa tion , and  security  
c o s t s  to n am e  a few. Op tion s  to r e d u c e  p ens ion  liabilities or e v en  slow their growth, a n d  thus m od e ra te  
contribution ra tes, a r e  few an d  u sua l ly  difficult lo bring to fruition. Even  with a d e q u a t e  inv e s tm en t 

, re tu rns , the  p en s ion  funding p rob lem  will b e  in th e  forefront for at l e a s t  a  few m o re  yea rs ,  and  poss ib ly  
N * m u c h  longer if the m a rk e t s  don't c o o p e ra t e .  As if p en s io n  liabilities w e re  no t e n o u g h  to hand le , s la t e s  

a n d  o the r  g o v e rnm en ts  will s o o n  h a v e  to dea l  with funding i s s u e s  re la ted  to liabilities from O ther  
P o s tem p loym en t  Benefi ts  (OPEB)-large ly  retiree hea l th  c a r e  co s ts .  T he  GASB h a s  e s ta b l i s h ed  new  
a ccoun t ing  rules for report ing on  O P E B  liabilities. (For further information, s e e  repo rt  titled "Reporting  &



" '

Credit Implications of GASB 45 S ta t em e n t  on O th e r  P o s tem p lo ym en t  Benefi ts ,’ pub l i shed  Dec. 1, 2004, 
o n  Ratir igsDirect.) Both p en s io n  a n d  O P E B  liabilities will a c t  to c ons t ra in  ra t ings ov e r  t h e  fo r e s e e a b l e

.future. — ---------------- "
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Research: Pension Obligation Bonds: Wert They A Good Bet?

P u b li c a t io n  d a te : 0 8 -N o v - 2 0 0 1
C re d it  A n a ly s t :  P a n y  Y o u n g , N e w  Y o r k  ( 1 )  2 1 2 - 4 3 8 - 2 1 2 0 ;  S te v e n  J  M u rp h y , N e w  Y o r k  ( 1 ) 2 1 2 - 4 3 8 - 2 0 6 6

W h a t  d o  th e  v o la t i l i t y  in  e q u ity  p r ic e s  and  th e  d e c lin e  in  m a r k e t  in d ic e s  o v e r  th e  pa st y e a r  c r tw o  m e a n  f o r  
th e  s e c u r i ty  o f  p u b lic  p e n s io n  in v e s tm e n ts  a n d , fu r t h e r ,  w h a t is  th e i r  e f f e c t  o n  th e  s t ra te g y , u sed  b y  a 
n u m b e r  o f  g o v e rn m e n ta l p e n s io n  s p o n s o rs  o v e r  th e  la s t  d e c a d e , o f  s e l l i n g  p e n s io n  o b lig a t io n  b o n d s  to  fu n d  
th e  u n fu n d e d  li a b i l i t y  o f  t h e i r  p e n s io n  fu n d s ?  S p e c i f i c a l ly ,  g iv e n  th e  c u r r e n t  a n d  e x p e c te d  m a rk e t  
c o n d i t i o n s ,  w a s  th e  P O B  s t r  te g y  a  g o o d  id e a  a n d , i f  s o ,  d o e s  it  s t i l l  h a v e  v a l id i t y ,  and  d o e s  th is  te c h n iq u e  
r e p r e s e n t  a  v ia b le  o p p o r tu n i ty  f o r  g o v e rn m e n ta l s p o n s o rs  w h o  m a y  f in d  th e m s e lv e s  w re s t lin g  w ith  
u n fu n d e d  li a b i l i t i e s  a ;  a  re s u lt  o f  th e  d e c lin e s  in  e q u ity  p e r fo rm a n c e ?

Brief H istory

W h i le  a  fe w  P O B s  w e re  d o n e  in  th e  19 8 0 s ,  th e y  r e a l ly  c am e  in t o  th e i r  o w n  in  th e  1 9 9 0 s  w ith  m o r e  th a n  $  10  
b i l l i o n  b e in g  s o ld . O v e r  the  la s t  tw o  y e a r s , o n ly  a fe w , r e la t i v e ly  s m a l l ,  P O B s  h a v e  b e e n  f lo a t e d . T h e  
a v e r a g e  p r in c ip a l am ou n t f o r  P O B s  ra n g e d  f r o m  S 1 0 0  m i l l i o n  to  5 3 0 0  m i l l i o n  w ith  a fe w  e x c e e d in g  S I  
b i l l i o n  o r  m o re . M o s t  P O B s  is s u e d  to  da te  h a v e  b e e n  g e n e ra l o b l ig a t io n  o r  g e n e ra l fu n d  s e c u re d , 
c a p i t a l i z in g  o n  th e  c re d it  q u a li ty  o f  th e  p e n s io n  s y s te m ’ s s p o n s o r .

T h e  P O B  E x p e r i e n c e  T h r o u g h  2 0 0 0

W i t h  th is  k in d  o f  d e b t in s tru m en t , t im in g  is  v e r y  im p o r ta n t  a n d  is s u e rs  o f  P O B s  in  the e a r ly -  to  m id - 1 9 9 0 s  
c o u ld  n o t  h a v e  h ad  b e tte r t im in g . W h i le  p u b lic  p e n s io n  fu n d s  d u r in g  th e  1 9 9 0 s  w e re  b o o s t in g  th e i r  a v e r a g e  
a l lo c a t i o n s  in  d om e s t ic  e q u it ie s  f r o m  3 3 %  to  a lm o s t  5 0 % ,  th e  re tu rn s  o n  th is  a ss e t c la s s  w e re  su s ta in e d  a t 
le v e ls  w e l l  a b o v e  th e  h is to r ic a l e x p e r ie n c e . T h e  a v e ra g e  a n n u a l in c re a s e  in  the  S & P  5 0 0  in d e x  f o r  the  10  
f i s c a l y e a r s  e n d ed  J u n e  3 0 , 2 0 0 0  (m o s t  p u b lic  p e n s io n  fu n d s  h a v e  J u n e  f i s c a l y e a r s ) ,  w a s  a lm o s t  1 6 % , 
c o m p a re d  t o  a  h is to r ic a l a v e ra g e  o f  a b o u t 1 0 % . T h e  f i v e - y e a r  t o t a l p o r t f o l i o  re tu rn  f o r  p u b lic  fu n d s  h as 
a v e ra g e d  m o re  th a n  1 3 % . T h e s e  p e r fo rm a n c e s  s h o u ld  b e  v ie w e d  in  th e  c o n te x t  o f  a v e ra g e  in v e s tm e n t 
r e tu rn  a s s u m p t io n s  f o r  p u b lic  p e n s io n  s y s tem s  o f  o n ly  a b o u t 8 % .

F o l lo w in g  th e  is su an c e  o f l O B s  to  in c re a s e  th e  fu n d in g  s ta tu s  o r  to  f u l l y  fu n d  a  s y s tem , th is  e x c e s s  re tu rn  
p h e n o m e n o n  c o u ld  e a s i ly  r e s u lt  in  fu n d e d  ra t io s  g re a t ly  e x c e e d in g  1 0 0 % .  H o w e v e r ,  in  Lhat a c tu a r ia l ly  
fu n d e d  p e n s io n  s y s tem s  tend  t o  b e  s e l f - b a la n c in g ,  th is  o v e r fu n d in g  u n b a la n c e  w o u ld  h a v e  b e e n  c o r re c te d  
b y  a c t io n s  ta k e n  to  a f fe c t  e i t h e r  th e  p e n s io n  fu n d 's  a ss e ts  o r  l i a b i l i t i e s ,  o r  b o th . In  th ese  c ir c u m s ta n c e s , 
p e n s io n  fu n d  s p o n s o rs  w o u ld , u p o n  th e  re c o m m e n d a t io n  o f  th e i r  a c tu a r ie s ,  d e c re a s e  o r  te m p o r a r i ly  
e lim in a t e  p e n s io n  c o n t r ib u t io n s  (c o n t r ib u t io n  h o l i d a y ) ,  th u s  s lo w in g  th e  g ro w th  o f  a sse ts . O n  the  l i a b i l i t y  
s id e , s om e  s p o n s o rs  m ad e  the  d e c is io n  to  im p ro v e  e m p lo y e e  b e n e f i t s ,  in s ta n t ly  in c re a s e d  l i a b i l i t i e s  b u l a ls o  
b a la n c in g  o v e r fu n d in g . R e g a rd le s s  o f  h o w  th e  " p r o b le m "  o f  o v e r fu n d in g  w as m an a g e d  b y  s p o n s o rs  o r  
p e n s io n  fu n d s  th a t u s ed  P O B s  p r i o r  lo  f i s c a l 2 0 0 0 ,  P O B s  p r o d u c e J as  p ro m is e d , an  e c o n o m ic  b e n e f i t  an d  
in  m o s t c a se s  it w as  su b s tan t ia l.



2001: Harbinger of Tougb Times for POBs?

F o r  th e  f i s c a l y e a r  e n d ed  J u n e  3 0 . 2 0 0 1 ,  th e  S A P  5 0 0  d e c lin e d  1 5 .8 %  (.and  f e l l  a  fu r th e r  1 5 %  in  th e  n e x t 
q u a r t e r ) ,  w h ic h  w a s  its  w o rs t  p e r fo rm a n c e  s in c e  f i s c a l  1 9 8 2 . T h is  f i s c a l 2 0 0 1  re s u lt  f o l lo w e d  th e  b e lo w - 
a v c r a g e  p e r fo rm a n c e  o f  p o s i t i v e  6 %  f o r  f i s c a l 2 0 0 0 .  F o l lo w in g  tw o  d e c ad e s  o f  a b o v e - a v e ra g e  e q u it y  
r e t u rn s ,  it is  p ro b a b le  tha t th e s e  re tu rn s  w i l l  a p p ro a c h  th e  h is to r ic a l p a tte rn  g o in g  fo rw a rd .

W h i le  a  lo n g - te rm  e n v iro n m e n t  o f  w e a k  in v e s tm e n t re tu rn s  w i l l  lo w e r  p e n s io n  fu n d in g  le v e ls ,  it m a y  be  
p r e m a tu r e  f o r  is s u e rs  o f  P O B s  an d  p e n s io n  fu n d s  in  g e n e ra l to  a d ju s t  in v e s tm e n t e x p e c ta t io n s  b a s e d  o n  th e  
m o s t  re c e n t  re s u lt s . A s  m o re  d a ta  b e c om e  a v a i la b le ,  i f  i t  is  a p p a re n t th a t a  trend  is  d e v e lo p in g , s o m e  
r e e c t i v e  c h a n g e s  m a d e  b e  n e e d e d  R e g a rd le s s  o f  th e  c a u s e s , a n y  in v e s tm e n t  u n d e rp e r fo rm a n c e  o v e r  an  
e x te n d e d  p e r i o d  o f  t im e  w i l l  le a d  to  a c tu a r ia l lo s s e s  a n d  n e w  u n fu n d e d  li a b i l i t i e s ,  re s u lt in g  in  th e  n e e d  to 
in c r e a s e  c o n t r ib u t io n  ra te s  to  b r in g  th e  s y s te m s  b * c k  in t o  b a la n c e  I t  s h o u ld  b e  k e p t  in  m in d  th a t s u c h  a 
n e e d  w o u ld  b e  in  sh a rp  c o n t ra s t  t o  re c e n t  y e a r s ,  w h e n  \  d e c re a s e  in  th e  n e e d ed  c o n t r ib u t io n  ra te s  a c tu aU y  
p r o v id e d  b u d g e ta ry  f l e x i b i l i t y  f o r  fu n d  s p o n s o rs . M a n y  fu n d s  n o w  u se  s m o o th in g  m e th o d s  f o r  a c tu a r ia l 
p u rp o s e s  in  v a lu in g  a sse ts  to  s p re a d  in v e s tm e n t  g a in s  a n d  lo s s e s  o v e r  u p  t o  f i v e  y e a r s . T h is  p ra c t ic e  w o u ld  
te m p e r  th e  e f fe c t s  o f  th e  f i s c a ls  2 0 0 0  a n d  2 0 0 1  in v e s tm e n t  re tu rn  e x p e r ie iK e . W i t h  f i v e - y e a r  s m o o th in g , f o r  
e x a m p le ,  o n ly  2 0 %  o f  the  f i s c a l 2 0 0 1  lo s s e s  w o u ld  b e  in c lu d e d  in  th e  J u n e  3 0 , 2 0 0 1  v a lu a t io n , w h ic h  
w o u ld  s t i l l  b e  ta k in g  in to  a c c o u n t  p r i o r  y e a r  g a in s  a s  f a r  b a c k  as  1 9 9 7 .

N o  m a t t e r  h o w  s p o n s o r s  w h o  u t i l i z e  a  P O B  s t ra te g y  c h o o s e  to  m a n a g e  th e i r  a c tu a r ia l g a in s  f r o m  th e  e x c e s s  
in v e s tm e n t  re tu rn s  fo l lo w in g  P O B  s a le s  G o w e r  c o n t r ib u t io n s  o r  in c re a s e d  b e n e f i t s ) ,  m o s t  a re  l i k e ly  s t i l l 
f u l ly  fu n d e d , a lb e i t  w ith  a lo w e r  c u sh io n . In  a lo n g - t e rm  lo w e : re tu rn  e n v iro n m e n t  w ith  d e c lin in g  fu n d in g  
le v e ls ,  th o s e  s y s te m s  th a t h a v e  t a k e r  th e  b u lk  o f  th e i r  e x c e s s  fu n d in g  o u t o f  th e i r  P O B  s t ru c tu re  m a y  see 
t r o u b le  a h e a d .

F o r  e x a m p le ,  s a y  a s ta te  s o ld  P O B s  in  1 9 8 5  w ith  a  3 0 - y c a r  a m o r t iz a t io n  t o  fu l ly  fu n d  its re t i r e m e n t  s y s tem  
an d  h a d  a v e r a g e  a n n u a l in v e s tm e n t re tu rn s  o f  1 2 %  a g a in s t  its  in v e s tm e n t a s s u m p t io n  o f  8 % .  H ow re v e r , 
in s te a d  o f  p e rm it t in g  th e  n a tu r a l in c re a s e  in  th e  fu n d e d  r a t io  tha t th e s e  c o n d it io n s  w o u ld  h a v e  c a u s e d , the 
s ta te  m a n a g e d  its  fu n d in g  r a t io ,  t h r o u g h  c o n t r ib u t io n  h o l id a y s  an d  b e n e fit  im p ro v e m e n ts , t o  m a in ta in  the  
ra t io  a t a : iu n d  1 0 0 % . I f  w e  a re  in  fa c t h e a d in g  in t o  a lo w e r  re tu rn  p e r io d  (th e  a v e ra g e  a n n u a l in c re a s e  in  
the S & P  5 0 0  f o r  th e  1 6  y e a r s  f r o m  1 9 6 6  to  1 9 8 2  w a s  a  m e a g e r 2 . 7 % ,  f o r  e x a m p le ) ,  th e  s ta te  m a y  h a v e  
a lr e a d y  re a p e d  a l l  its  g a in s  f r o m  the  tr a n s a c t io n  s t ru c tu re  and  b e  h e a d e d  f o r  lo s s e s . I f  a c tu a r ia l lo s s e s  s ta rt 
to  b e  in c u r r e d ,  c o n t r ib u t io n s  w i l l  h a v e  t o  in c re a s e . I f  re tu rn s  f a l l  b e lo w  th e  in te re s t c o s t o n  it s  P O B  th a t  w i l l  
m e a n  th a t th e  P O B  w i l l  h a v e  b e c o m e  a n e t f i n a n c ia l d ra in , if  in v e s tm e n t y ie ld s  f a l l  b e lo w  P O B  in te re s t  
c o s t , t o t a l d e b t s e rv ic e , in c lu d in g  tha t o n  th e  P O B ,  p lu s  n o rm a l a n d  n e w  u n fu n d e d  a c tu a r ia l a c cm e d  l i a b i l i t y  
(d u e  t o  lo w  re t u rn s )  c o n t r ib u t io n s , w i l l  n o w  b e  h ig h e r  th a n  i f  the  P O B  h ad  n o t b e en  s o ld . T o  ju d g e  th e  f u l l  
e f f e c t  o f  a P O B ,  h o w e v e r ,  a n y  fu tu re  lo s s e s  h a v e  to  b e  w e ig h ed  a g a in s t p r i o r  p e r io d  g a in s . W ith  a P O B ,  its  
u lt im a t e  s u c c e s s , o r  f a i lu r e ,  c a n  o n ly  b e  ju c _ ,e d  at i t s  f i n a l m a tu r ity  is  a p p ro a c h e d  T h e  f in a n c ia l d y n a m ic s  
m a y  b e  a  w in n in g  fo rm u la  f o r  2 5  y e a rs , f o r  e x a m p le ,  and  th en  a lo s in g  o n e  in  th e  la s t  f i v e  y e a r s  ( o r  v ic e  
v e r s a ) .

P O B i  G o i n g  F o r w a r d

S ta n d a rd  &  P o o r 's  fa c to r s  th e  e f f e c t s  o f  a p e n s io n  o b l ig a t io n  b o n d  s tra te g y  in to  th e  lo n g - te rm  ra t in g  o f  the  
s p o n s o r .  S ta n d a rd  &. P o o r 's  h a s  v ie w e d  P O B s  as  a s t ra t e g y  f o r  s a v in g s  o n  c a n y in g  c h a rg e s  a s  lo n g  as  th e  
t r a n s a c t io n  w a s  s tru c tu re d  c o n s e r v a t iv e ly  a n d  th e  a s s u m p t io n s  w e re  r e a s o n a b le  a n d  a t ta in a b le . T h is  re q u ire s  
a c le a r  f i n a n c in g  p la n  in c lu d in g  re a s o n a b le  a s s u m p t io n s  and  m a n a g e a b le  le v e ra g e . P ru d e n t e x p e c ta t io n s  f o r  
in v e s tm e n t  re tu rn s  a n d  th e  c a u t io u s  u se  o f  re s u lt a n t  s a v in g s  h e lp  in s u re  a  P O B 's  su c c e s s . A n o t h e r  p o s i t i v e  
fa c t o r  f o r  a  P O B  is ,  o f  c o u rs e , t o  b e  fo r tu n a te  e n o u g h  to  s e l l  th e  b o n d s  in  a lo w  in te re s t  ra te  e n v ir o n m e n t , 
th e re b y  in c r e a s in g  th e  s p re a d  b e tw e e n  in te re s t  c o s t s  a n d  in v e s tm e n t re tu rn  e x p e c ta t io n s  and  lo w e r in g  th e  
r i s k  o f  u n d c rp e r fo rm a n c e . T h e  lo n g - te rm  e x p e c t a t io n s  f o r  in v e s tm e n t  re tu rn s  h a v e  n o t  y e t  c h a n g e d  b e c a u s e  
o f  th e  r e c e n t  r e t u rn  e x p e n e n c e  o r  c u r re n t  e c o n o m ic  a n d  p o li t ic a l c o n d it io n s  and  p u b li c  fu n d s  w i l l  r e ly  o n  
d iv e r s i f i c a t i o n  o f  in v e s tm e n ts  lo  m a in ta in  n e c e s s a r y  to ta l re tu rn s . T h u s , a  s o u n d  P O B  p la n  to d a y  s h o u ld  be  
a s  v i a b le  as it w a s  1 0  y e a r s  a g o . T h e  2 0 0 0  P u b lic  P e n s io n  C o o rd in a t in g  C o u n c i l S u r v e y  o f  S t: te  and  L o c a l
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Pub lic  p en sion  p lan  co s ts  a re  becom ing  a b igger d ra in  on U .S . state and  loca l 
g ove rnm en t re so u rc e s . M any state a n d  loca l g ove rnm en ts h a v e  been  hit particu la rly  
h a rd  in the p ast s e v e ra l y e a rs  a s  they  s trugg le  with the ir w orst deficits in d e c a d e s .

W h ile  cu rren t g ove rnm en t em p lo y e e s  watch the ir pension  and  o ther p ost-re tirem en t 
b en e fit contribu tions rise  sh a rp ly , a g row ing num ber o f  retired em p lo y ee s  a re  becom ing  
c o n c e rn ed  abou t the fu tu re o f  the ir ow n  p en s ion s .

A s th e  va riou s  g ove rnm en ta l ju risd ic tion s  dec ide  how  they will ra ise  the m oney  n eed ed  
to  fu n d  th e se  m ounting benefit ob lig a tion s , and  how to  *arget the root c a u se  o f  the 
fund ing  gap , S ta n d a rd  & P oo r's  R a tin g s S e rv ic e s  is taking a  c lo s e r lo o k  at p en s io n  and 
o th e r p o s t-em p loym en t benefits (O P E B ) issu es . This article e x am in es  th e  credit 
im p lica tions o f  p en s ion  benefit and  O P E B  ob lig a tion s and how  accoun tan ts  a re  revisiting 
the w ay  m un ic ipa lities can  b e s t re flec t the tru e  benefit ob ligations.

■ C r e d i t  Im p l i c a t i o n s
W h e n  S tand a rd  & P o o r's  cred it an a ly s ts  dete rm ine the credit im p lications o f  pub lic 
p en s io n  ob lig a tion s , they lo o k  at th e s e  liabilities in the light o f  an e m p lo y e rs  to ta l debt 
s truc tu re  with an  e y e  tor w hat the c o n s e q u e n c e s  m ay be on the em p loye r's  ab ility to 
p a y  deb t se rv ic e  in m eeting  th e se  bene fit ob liga tions .

“ W e  want to  have a re a son ab ly  cu rren t accounting o l the retirem ent sy s tem 's  funding 
s ta tu s , and an  understand ing  o f h ew  the  em p loy e r p lans to m anage th e se  liabilities," 
sa id  S tand a rd  & P o o f s  c red it an a ly s t P a r ry  Y oung . "P en s ion  liabilities he lp  sh ap e  an 
e m p lo y e r s  cred it p ro file , and  the m agn itude o f  the cu rren t ch a llenge fo r s om e  cou ld  
con tribu te to rating d ow ng rade s . W h ile  som e  p rev iou s ly  w e ll-funded  p la n s  a re  in a 
b e tte r position  to h an d le  the  new  liabilities d riven  by p oo r investm ent re tu rn s and 
b en e fit en h an cem en ts , m ost p lan s an d  thai • sp on so rs  a re  betw een a rock an d  a hard  
p la c e ,"  Mr. Y oung  sa id

O th e r than  fac ing  th e  m usic and  inc reasing  contribu tions, the options fo r  em p lo y e rs  
with in c re a sed  un funded  liabilities to  m ake significant funding p ro g re ss  a re  v e ry  
lim ited O n  the liability s ide o f  the led ge r, reducing benefit le ve ls , w hich w ou ld  low er 
liabilities, is v e ry  difficu lt to a c c om p lish  and frequen tly  constitu tionally proh ib ited .

F o r e x am p le , in the  sta te  o f O reg on 's  reh re rnen t system , m em ber accoun ts  w e re  
c red ited  with a m in im um  8%  an n ua l retu rn  ev en  if the  fund's m arket g a in s  fe ll be low  
tha t leve l. T he sta te  is trying to  re fo rm  this a n d  certa in  other fea tu res  o f  the sy s tem , 
w hich w ou ld  red uce  th e  sy s tem 's  to ta l liability by b illions o f d o lla rs . T h e s e  ch an g es  
w ou ld  be te s ted  in th e  courts .

C hang ing  ac tu a ria l a ssum p tion s  cou ld  a ls o  re su lt in d e c re a sed  liabilities; h ow eve r, the 
t re n d s  a ffec ting  s om e  o f the m a jo r a ssum p tion s  a re  going in the  w rong d irection . For 
e x am p le , with em p lo y e e s  g en e ra lly  living longe r, d em ograph ic assum ption  ch ang es  
u su a lly  se rv e  on ly  to in c re a se  liabilities S om e  sp on so rs  h ave  d e la yed  the 
im p lem en ta tion  o f updated  m orta lity  tab le s , but this on ly  d e la y s  the inev itab le  impact 
on liabilities.

O n  the a sse t side , b e ca u se  o f  the w e a k  investm ent p e rfo rm an ce  ove r the last s e v e ra l 
y e a rs , the ups id e  poten tia l .'o r h igher investm ent return assum p tion s is ra ther slim .
T he  on ly  recen t ch an g e s  to in vestm en t return assum ption s h ave  been  dow nw ard  
ad ju stm en ts , which again  in c re a se s  liabilities,

A n o th e r option fo r sta tes is to  d e fe r o r ad just contributions In m any c a s e s , h ow eve r,
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t l.e  s ta te s  m ust m ake  the fu ll paym ent. P a rt ia l p aym en ts may be p oss ib le  in an y  one 
y e a r , but anyw he re  from  7 0 %  to  9 0 %  o f  em p loy e rs  g en e ra lly  m ake the fu ll a d u a n a lly  
req u ired  contribu tion . Illino is h as a continuing app ropriation : once the ac tua ry  dec id es 
on  the  rate , th e  state has to m ake that contribution. In seve ra l C a lifo rn ia  coun ties , if 
th e  b o a rd  o f su p e rv iso rs  d o e s  not m a ke  the contribu tion set by the actuary , th e  
coun ty 's  independen tly  e lec ted  aud ito r m ust take  ava ilab le  county funds and p la ce  
th em  in the pen s ion  tru st fund.

“ I f  s  a  pretty* strong  m echan ism ." Mr. Y oung  sa id . “Omitting o r reducing contribu tions 
m a y  be a sh o rt-te rm  budgeta ry  fix, but it d o e s  not s o lv e  the unfunded liability 
p ro b lem ."

■ T h e  P e n s i o n  O b l ig a t i o n  B o n d  S o lu t i o n
A no th e r so lu tion  to fund ing p en s ion s is fo r s ta te s  to issu e  pension ob ligation b ond s 
(P O B s ) ,  the p ro c e ed s  o f which are  u sed  to fund  the p lan  and reduce the liability.

“ B u t you  a re  le ft with a  bond on  you r b a lan ce  sh ee t,"  Mr. Young said . "T he  p rim ary 
risk  is that y o u  do not ach ieve  a high en ough  investm ent return to c o ve r the P O B  debt 
s e rv ic e  cost o r  the ac tua ria l investm ent retu rn  assum ption , in which c a se  the sh o rtfa ll 
re su lts  in new  un funded  liabilities. U n d e r this scen a rio , which has been th e  expe rie n ce  
o v e r  the p a s t s e v e ra l y e a rs , P O B  is su e rs  a re  incurring new unfunded liabilities, and 
h ig h e r contribution ra te s  re la ted  to that, on  top  o f  the additional e xp en se  o f P O B  debt 
s e rv ic e ,"  he ad d ed .

O v e r  the long -te rm , a  PO B  m ight still be a w o rkab le  so lu tion , but in the sh o rt-te rm , 
th e y  m ay add to  fisca l s tre ss , acco rd ing  to Mr. Y oung . A num ber o f  C a lifo rn ia  issu e rs  
that issu ed  P O B s  in th e  1 9 9 0 s  expe rie n ced  p o o :  re tu rns, enhanced bene fits , and  
a d v e rs e  leg a l d ec is ion s , h ave  rea ch ed  reduced  funding leve ls to the point w he re  they 
a re  issu ing  P O B s  aga in . H undreds o f m illions o f  P O B s  have been  so ld  s ince  M ay 
2 0 0 2 , m ain ly by C a lifo rn ia  coun ties , a lon g  with m ore  than $ 1 5  billion during th e  1 9 9 0 s . 
S e v e ra l la rg e  P O B  is su e s  a re  p lann ed  o r  h ave  b een  com p le ted , including one by 
Illino is fo r $ 1 0  billion.

■ T h e  E v o lu t i o n  o f  P e n s i o n  A c c o u n t i n g
P e n s io n  accoun ting  h a s  been  dorm ant fo r m any yea rs , but the w eak ec on om ic  
cond it io n s  a re  bringing it to light again , acco rd ing  to  S tandard  & P oo r's  C h ie f 
A ccoun tan t N en  B ukspan . W orldw ide , accoun ting  standa rd  sette rs , including the 
G o v e rn m en t A ccoun ting  S ta n d a rd s  B o a rd  (G A S B ), the U .S . F inancia l A ccoun tan ts 
S ta n d a rd s  B o a rd , the In te rnationa l Accounting S ta n d a rd s  Boa rd  (IA SB ), and  the U .K . 
A ccoun ting  S ta n d a rd s  B oa rd  h ave  all a n n ounced , o r a re  in the p ro c e ss  o f  d ec la ring  
n um e rou s  s tanda rd -se tting  activities re la ted  to accoun ting  for pension  and  O P E B s , 
inc lud ing  c h an g e s  to the requ ired  d isc lo su re s

F o r  ex am p le , the IA SB  will dec ide w he th e r "sm ooth ing ." a fea tu re that m a ke s  it ap p ea r 
th a t a c om p an y  is expe rienc ing  gains w hen  they  a re  actua 'ly  record ing lo s s e s , is 
a c c e p ta b le  B y 2 0 0 5 , a ll EU -lis ted  com pan ie s  a re  requ ired  to adop t In te rnationa l 
A ccoun ting  S ta n d a rd s , and expec ted  to re flec t p en s ion  and O P E B  ob ligations and  
re la ted  a ss e ts .

T h e  recen tly  issu ed  G A SB  O P E B  E xp o su re  is im portan t b ecause  O P E B  liabilities 
p re v io u s ly  w e re  not requ ired  to be re flec ted  a s  an  ob ligation by g ove rnm en ta l equity . 
H ow eve r , once  the ex p o su re  d ra ft is fin a lized , accoun ting  fo r O P E B s  w ill substan tia lly  
c o n fo rm  to the accoun ting  for p en s ion s P en s io n  and O P E B  ob ligations a re  difficult for 
a n a ly s ts  to  m on ito r due to  the inherent uncerta in ties a ssoc ia ted  with the estim ation  
p ro c e s s , the com p lex ity  and in con s is tency  o f  the app licab le  accounting m ode ls , and  
th e  lack  o f su ffic ien tly  robust and  tim ely d isc lo su re s

T o  com p lic a te  m atte rs , em p lo y e rs  u se an  asso rtm en t o f  p lans, defined  ber, .fit, 
d e fin ed  con tribu tions , in su ran ce con trac ts , p ay -a s -y ou -g o , s ing le -em p loye r and 
m u ltip le -em p lo y e r a rran g em en ts , o r an y  com b ina tion  o f  these  p rog ram s.

T h e  fund ing req u irem en ts  a ls o  ch ange ; th e  g ove rnm en t dictates som e  and loca l 
fund ing  re g u la to rs  d ictate o th e rs . "M any tim es th e  ac tua l funding to a p lan  cou ld  
e x c e e d  the m in im um  funding ru les , and d iffe ren t ju risd ic tions have d iffe ren t ob jec tive s

h ltp ;//w w w .ra lingsd irec t.com /A pps/RD /con tro llf;r/A riic le? id=319879& type=& ou tpu lT ype=p riiit 2 /1 7 /2 0 0 4
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w hen estab lish ing  the m in im um  fund ing requ irem en ts ." Mr B u ksp an  sa id

U n like pen s ion s , O P E B s  are g en e ra lly  funded  on  a p ay -a s -y ou -g o  bas is , which h a s  a 
cash  s tream  tha t is v e ry  d iffe ren t from  a p re -fund ing  cash  stream . H ow ever, c a sh  
ou t la y s , even in a p ay -a s -y ou -g o  p rog ram , can  b ecom e  ex ten s iv e , particu la rly  
b e c a u s e  o f  e a r ly  retirem ent and  dow nsizing .

D ue  to the chang ing econom ic  c ircum stances , s p o n s o rs  are revisiting the ir p en s ion  
a ssum p tion s , curtailing bene fits  in m any c ircum stances , and  revisiting fund ing n eed s 
and  po lic ies T h e r e  a re  n ea r-te rm  liquidity im p lica tions, a s  ev id enced  by p en s ion  
ob ligation  bond issu an ce , sa le  o f  n on c o re  a sse tu , and contribu tions o f  n on co re  a s s e ts  
to the  pension  p lan s ,"  sa id  M r Bukspan .

A lthough p lan su rp lu s e s  m ay be bene fic ia l from  a  credit p e rsp ec tive , th e y  c ann o t be 
v iew ed a s  cash  equ iva len ts , s ince the em p loy e r's  practica l ability to  tap th em  d irectly 
is g en e ra lly  lim ited.

In its ana ly s is , S tand a rd  & P o o r 's  c o n s id e rs  the ability o f  an  entity to ac tua lly  u se  the 
su rp lu s , w hether o r  not it is re flec ted  in its fin anc ia l s ta tem en ts . D epend ing  on the 
lo ca l law s, when a su rp lu s  ex is ts , the em p loy e r can  curtail contribu tions, o r  m ay u se  a 
portion  o f the su rp lu s  to  fund  o th e r b ene fits . An em p lo y e r m ay a ls o  be a b le  to en rich  
p en s ion  benefits in lieu o f  w cge  in c re a se s  and  fund  downsizing  th rough  e a r ly  
re tirem en t p rog ram s.

F o r  pub lic p en sion  funds, an y  " e x c e s s "  funding a d van ta g e s  H ow to  a sp o n so r th rough  
the p en s ion  contribution m ech an ism  in th e  fo rm  o f  low e r o r tem po ra rily  om itted  fu tu re 
contribu tions ("contribu tion  h o lid ay s"). L aw s and  regu la tion s do not a llow  s p o n s o rs  to 
d irectly rem ove  such  e x c e s s  fund s from  a  p en s ion  trust fund.

■ The Fu tu re  o f  Pu b lic  P e n s io n  P lan  S c ru tin y
F o r S tanda rd  & P oo r's , th e  ch a llen g e  is —  as it a lw ays h a s  b een  —  to co lle c t the m ost 
ac cu ra te  in form ation p o ss ib le  ab ou t the poten tia l im p lica tions o f a b e i.e fit p lan  on  the 
entity's financia l position  and  cash  flow  to understand  the poten tia l e x p o su re  invo lved . 
S tand a rd  & P oo r's  will be paying c lo s e  atten tion to  ac tua l and  poten tia l liabilities and  
ca sh  flow  requ irem en ts o f  sta te  and  lo ca l g ove rnm en ts  arising from  p en s io n  and  o th e r 
p os t-em p loym en t bene fits

B y  W ill S is s
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February 25, 20^5

Representative Mike Hawker 
Alaska State Legislature 
State Capitol 
Juneau, AK 99801-1182

Re: Pension Obligation Bond (POB) Analysis for 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 o f  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 issue for the total unfunded 
liability (UAAL) of approximately iS.O billion, this transaction would generate in excess of SI. 6 billion of expected 
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 T^e 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 o f a 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 FY06 alone. POBs can not only provide significant expected savings, but also a mechanism to 
mitigate the negative budgetary impact o f 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 of a 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 I 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. 
Managing Director

John Costagliola 
Managing Director

Robert Doherty 
Managing Director

cc: Senator Therriault
Senator Stedman

UBS Financial Service* Inc. I* a subsidiary of UBS AG
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Pension Obligation Bond (POB) Opportunity fo r the State o f Alaska
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Executive Summary

Current Funding Status of PERS and TRS

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

■ Unlike most other states, Alaska’s UAAL includes liabilities for unfunded pension benefits as 
well as unfunded post-employment healthcare benefits (“health benefits”)

F u n d in g  S ta tu s P E R S T R S T otal

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 Reports fo r PERS and TRS as of June 30, 2003 (S in thousands).

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

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

■ The cost o f paying down this UAAL w ill have a significant near-term impact on the State’s 
General Fund in terms o f increased contributions over the next several fiscal years (and 
beyond) — a report by the Division o f Retirement and Benefits dated November 3, 2004 
estimates an additional contribution increase o f $108 million in FY06 alone

&  I IBS 1



State of A l a s k a

Executive Summary

Post-Employment Healthcare Benefits

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

■ Including the cost o f health benefits, PERS is 72.8% funded and TRS is 64.3% funded

■ Excluding the cost o f health benefits, PERS is 121.4% funded anu TRS is 89.5% funded

F u n d in g  R atio PE R S T R S

Pension Benefits 121.4% 89.5%
Total Benefits (Pension + Health) 72.8 64.3
Source: ictuarial Valuc'ion Reports jo r  PERS and TRS as o f  June 30, 2003.

■ GASB Statement 45 w ill require in 2006/2007 that all qualified public pension plans must begin 
to account for the cost o f their future health benefits, much like Alaska currently does

■ Although GASB 45 w ill 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 o f accrued health benefit liabilities



Executive Summary

Pension Obligation Bonds (POBs)

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

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

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

■ The table below summarizes the expected savings from a scenario that “fully funds” PERS and 
TRS. The State could issue a POB for just 50% o f the total UAAL (or any other percentage) and 
still generate significant expected savings

E xpected  PO B  Savings P E R S T R S T ota l

Deposit to System S 3,451,417,000 $ 2,414,746,000 $ 5,866,163,000
P V  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

I IBS 3



State of A l a s k a

Executive Summary

Expected Benefits o f POBs :o PERS/TRS Retiree , Employees and the State

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

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

■ POBs are a refinancing option available to the State and PERS/TRS to bring [full] funding sooner 
and reduce the impact o f any necessary future contribution increases

■ 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

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

■ In its simplified form, POBs can be viewed as a refinancing o f the State and its employers’
UAAL obligations, whose expected savings are dependei ' upon the effective earnings rate o f 
PERS/TRS over the next 25 years

■ POBs are not without financial or policy risks. UBS believes that an appropriate analysis and 
consideration o f these risks is essential and would welcome the opportunity to assist the State 
evaluate its options to return PERS/TRS to financial health

4
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Managing the State’s Funding Deficit

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

■ The State has several financial and policy tools available to manage its UAAL:
—  I n c r e a s e  th e  S t a t e ’s a n d /o r  o th e r  e m p l o y e r s ’ c o n t r ib u t io n  ra te

—  In c r e a s e  th e  e m p l o y e e s ’ c o n t r ib u t io n  ra te

—  D e c r e a s e  p e n s io n /h e a l th  b e n e f i t s

—  I m p r o v e  in v e s tm e n t  r e tu rn s

—  M o d i f y  a c tu a r ia l  a s s u m p t io n s

—  I n t r o d u c e  a  n e w  “ t ie r ” w i th  h ig h e r  c o n t r ib u t io n s  a n d /o r  lo w e r  b e n e f i t s

—  C o n v e rt from  d e fin e d  b en e fit to  d efin ed  co n trib u tio n  p lan

—  R e d u c e  e x p e n d i tu re s  fo r  o th e r  S ta te  s e rv ic e s

—  I s s u e  p e n s io n  o b l ig a t io n  b o n d s  ( P O B s )

■ POBs are just one o f many options but have severa unique potential benefits and advantages:
—  A c c e s s  to  lo w e r - c o s t  b o r r o w in g  to  im p ro v e  f u n d in g  ra t io s  a n d  s o lv e n c y  o f  P E R S / T R S

—  M a n a g e  c u r r e n t  a n d  fu tu re  “ e f f e c t iv e ” in c r e a s e s  in  c o n t r ib u t io n  ra te s  to  a m o r t iz e  th e  U A A L

—  F u l ly  a m o r i iz e  all o r  a  p o r t io n  o f  the  U A A L  w i th in  the  t im e  l im its  e s ta b l i s h e d  b y  s t a tu te /G A R B

—  S h a p e  P O B  d e b t  s e rv ic e  to  r e d u c e  U A A L  p a y m e n t s  in  th e  n e a r  te rm  a n d  o v e r  the  life  o f  th e  t r a n s a c t io n

—  G e n e r a t e  s u b s ta n t ia l  e x p e c te d  p r e s e n t  v a lu e  s a v in g s  r e la t iv e  to  a c tu a r ia l ly  d e te r m in e d  c o n t r ib u t io n  s c h e d u le

4;  UBS 5
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U A A L Amortization Schedules

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

■ 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 Reports fo r PERS and TRS as ofJune 30, 2003 (I in thousands).

■ 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

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

6
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U A A L Contribution Rates

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

Fiscal Year

Source Actuarial Valuation Reports fo r PERS ant! TRS a t ofJune 30, 2003 (S in thousands).

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

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

■ A POB may effectively reduce or otherwise mitigate required future increases in the employer 
contribution rate with the use o f the expected savings from the transaction

^ i i ' i i s 7
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Unrecognized Investment Losses

■ PERS and TRS have in excess o f $445 million o f total unrecognized investment losses that are 
scheduled to be recognized over the next four years
—  P E R S  c u r r e n t ly  h a s  a  to ta l  o f  $ 2 9 5 .8  m il l io n  o f  u n r e c o g n iz e d  in v e s tm e n t  lo sses

—  T R S  c u r r e n t ly  h a s  a  to ta l  o f  $ 1 4 9 .7  m il l io n  o f  u n r e c o g n iz e d  in v e s tm e n t  lo sse s

■ These unrecognized investment losses w ill be recognized equally over the next four years

■ As these losses become recognized as part o f the UAAL, they w ill be paid down over a 25-year 
period and accrue yearly interest charges at a rate o f 8.25%

■ 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 o f 7.72%”

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

C u r r e n t  P l a n A f t e r  P O B  T r a n s a c t i o n

1

Annual Pension
UAAL Amortization 

Payment
Funds “ , •

■ Thi? to ta l  U A A L  fo r  P E R S /T R S  is e x p e c te d  to  b e  
a m o r t i z e d  o v e r  25  y e a r s  (F Y  2 0 2 9 )

■ F o r  P E R S ,  th e  to ta l e m p lo y e r  c o n t r ib u t io n  ra te  is 
e x p e c t e d  to  in c re a s e  o v e r  th is  p e r io d  f ro m  
1 1 .7 7 %  to  3 0 .2 2 %

■ F o r  T R S ,  th e  to ta l e m p lo y e r  c o n t r ib u t io n  ra te  is 
e x p e c t e d  to  in c re a s e  o v e r  th is  p e r io d  f ro m  
1 6 .0 0 %  to  4 7 .6 2 %

■ I n h e r e n t  in  th e  a m o r t iz a t io n  s c h e d u le  is an  8 .2 5 %  
a c tu a r ia l  e a rn in g s  ra te  o n  u n f u n d e d  l iab il i t ie s

One-Time
o1 ■ •

/ A j s p a ^ Deposit to Pension
Pension Funds Funds

1

POB
Proceeds

Annual 
Debt Service 
Payments

investors

■ S ta te  i s s u e s  p e n s io n  o b l ig a t io n  b o n d s  ( P O B s )

■ B o n d  p r o c e e d s  to  P E R S / T R S  to  p a y  d o w n  U A A L

■ S ta te  o b l ig a t io n  to  m a k e  U A A L  p a y m e n t s  r e p la c e d  
w i th  P O B  d e b t  s e rv ic e  p a y m e n ts  to  b o n d h o ld e r s

■ E x p e c te d  s a v in g s  is th e  d i f f e r e n c e  b e tw e e n  the  a l l - i n  
b o n d  ra te  o f  a p p ro x im a te ly  5 .2 0 %  a n d  th e  a c tu a r ia l  
e a rn in g s  r a te  o f  8 .2 5 %

9



State of A l a s k a

Summary of Results

[A ssum p tion s - ' I• ■ -* j > * ,i

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 P F R S y l r f t s . v , Total

PV Savings (%) 25.82% 28.12% 26.73%
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
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 o f 02/18/05.
(2) Assumes that PERS/TRS earns 8.25% in investment returns.
(3) Assumes a fixed universe of assets and liabilities.



p State of A l a s k a

PERS Full Funding Option —  100% of Projected U A A L

Expected PV Savings o f Nearly $1.0 Billion

$
Expected Savings Sum m ary - *•. ‘ • • • *

All-in Bond Rate 5.19%
PV Savings (%) 25.82%
PV Savings ($) $ 954,166,477
Gross Savings 2,482,224,569
Deposit to PERS 3,451,417,000

Expected Fiscal Savings
ft* •

FY05/06 Relief $ 58,541,098
FY06/07 Relief 66,583,534
FY07/08 Relief 42,532,756
Total FY05-08 Relief 167,657,388
Avc. FY09-29 Relief 110,217,485

S750,OCO,OOG -I 

600,000,000 -

450.000.000 •

300.000.000 -

150.000.000

I POB Debt Service 
■ Projected UAAL Contributions

Expected
Savings

2005 2007 2009 2011 2013 2015 2017 2019 2021 2023 2025 2027 2029

Fiscal Year

# U U S



State of A l a s k a

TRS Full Funding Option —  100% of Projected UAAL

Expected PV Savings o f $686 Million

• . . 
Expected Savings Sum m ary E Expected fiscal* Savings #*
All-in Bond Rate 5.19% FY05/06 Relief $ 44,829,220
PV Savings (%) 12% FY06/07 Relief 23,618,001
PV Savings ($) $ 685,812,157 FY07/08 Relief 27,754,146
Gross Savings 1 844,531,505 Total FY05-08 Relief 105,801,767
Deposit to PERS 2,414,746,000 Ave. FY09-29 Relief 82,796,673

I POB Debt Service 
■ Projected UAAL Contributions

2005 2007 2009 2011 2013 2015 2017 2019

Fiscal Year
2021 2023 2025 2027 2029

12



pState of A l a s k a

PERS Partial Funding Option —  50% of Projected U A A L

Expected PV Savings o f $477 Million

[Expected Savings Sum m ary L '^ H F .x p e c tc d  Fiscal Savings

All-in Bond Rate 5.19% FY05/06 Relief $ 29,270,549
PV Savings (%) 25.82% FY06/07 Relief 33,291,767
nV Savings ($) $ 477,083,239 FY07/08 Relief 21,266,378
Grost' Savings 1,241,112,285 Total FY05-08 Relief 83,828,694
Deposit to PERS 1,725,708,500 Ave. FY09-29 Relief 55,108,743

I POB Debt Service 
•Projected UAAL Contributions

2 0 0 5  2 0 0 7  2 0 0 9  2 0 1 1  2 0 1 3  2 0 1 5  2 0 1 7  2 0 1 9  2 0 2 1  2 0 2 3
Fiscal Year

2 0 2 5  2 0 2 7  2 0 2 9
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TRS Partial Funding Option —  50% of Projected U A A L

Expected PV Savings of $343 Million

Expected Savings Stinimarv
«

All-in Bond Rate 5.19%
PV Savings (%) 28.12%
PV Savings ($1 $ 342,906,079
Gross Savings 922,265,753
Deposit to PERS 1,207,373,000

$ 7 5 0 , 0 0 0 , 0 0 0

600.000,no -

4 5 0 . 0 0 0 . 0 0 0

3 0 0 . 0 0 0 . 0 0 0  -

1 5 0 . 0 0 0 . 0 0 0  -

I POB Debt Service 
■ Projected UAAL Contributions

FY05/06 Relief 
FY06/07 Relief 
FY07/08 Relief 
Total FY05-08 Relief 
Ave. FY09-29 Relief

0.1 ■ ■ ■ ■ ■ ■

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

2 0 0 5  2 0 0 7  2 0 0 9  2 0 1 1  2 0 1 3  2 0 1 5  2 0 1 7  2 0 1 9  2 0 2 1  2 0 2 3
Fiscal Year

2 0 2 5  2 0 2 7  2 0 2 9
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Expected Benefits of POBs

■ Significant expected present value savings to meet the State’s fiscal and policy objectives
—  G en era te  up  to  $ 1 .6  b illio n  in ex p e c te d  p resen t v a lu e  sav in g s

—  F u lly  am o rtiz e  U A A L  w ith in  25 years

—  Im p ro v e  fin an c ia l secu rity  o f  P E R S /T R S  re tirees  and  em p lo y ees

—  M itig a te  fu tu re  co n trib u tio n  inc reases

—  S tru c tu re  tran sac tio n  to p ro d u c e  n e a r  te rm  b u d g e ta ry  re lie f  ( i f  d es ired )

■ Proven and acceptable tool to manage pre-existing liability
—  R ep lac in g  a U A A L  at 8 .25%  w ith  a  b o n d  ra te  o f  ap p ro x im a te ly  5 .2 0 %

■ Effective tool to manage/mitigate required contribution rate increases

■ Statistical and probability analysis provides comfort
—  E arn in g s  a ssu m p tio n s  are  fo r a 2 5 +  y e a r  perio d

—  H is to ric  in v estm en t m an ag em e n t p e rfo rm a n ce  fo r P E R S /T R S  is s tro n g

■ Extremely favorable interest rate environment

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

# I H ! S 15
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Potential Risks of POBs

■ Primary risk is failure to meet earnings expectation of actuarially assumed rate o f 8.25% ovei life 
o f bond deal (this “risk” currently exists with the entire asset portfolio pool)
—  I f  e a rn in g s  >  ac tuaria l ra te : in v e stm en t a rb itra g e  increases ex p ec ted  sav ings

—  I f  e a rn in g s  =  ac tu aria l ra te : p ro je c te d  sav in g s  is ach ieved

—  I f  ea rn in g s  <  ac tuaria l ra te  >  b o n d  ra te : red u ced  ex p ec ted  sav ings

—  I f  ea rn in g s  <  bond  rate : d issav in g s

I m p a c t  o f  In v e s tm e n t  R e tu r n s  on E x p e c ted  S av ings

Years

■ Precise amount of savings is dependent upon realized rate o f return over life o f bond deal - not 
single year performance



Risk Mitigation for POBs

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

8 .2 5 %  A c tu a r ia l  R a te  B re a k e v e n  M a t r ix
Earnings rates required over balance o f amortization period to reach expected savings

M arker
R eturns

" ' '' ■ IS
Years**)! Market. Return ‘

i 2 • V  3 •1 • 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 8 42 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

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

■ Conversely, i f  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.

■ UBS is one o f the world’s oldest, 
most established and stable banks

■ In June 2003 UBS PaineWebber Inc. 
became UBS Financial Services Inc., 
the US retail brokerage arm o f UBS 
AG

■ UBS is a full-service national 
securities firm that provides 
comprehensive and customized 
solutions for our clients

■ UBS Financial Services Inc.’s core 
business units include:
—  M u n i c i p a l  S e c u r i t i e s  G r o u p

—  W ea lth  M an ag em en t

—  G lo b a l A sse t M an ag em en t

U B S  D o m e s tic  O ffices

private client grocjp
DMiUn lad Branch OfTlca Lacillaai

UBS
UBS Financial Services Inc.

V  W o rld 's  Urges! private b u lk

Strong credit ratings (AaI/AA-*/AAv)
S  Total client assets ofS1.5 trillion
v' Top 10 financial services firm by 

market capitalization (S82.3 billion)
v' l eading global research platform 

(#3 in Europe, Mi in Asia and 
M4 worldwide) j

& n s s 18
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State o f  A l a s k a

UBS’s Commitment to Public Finance

2004 Senior M anaged National Negotiated Rankings
(S in millions)

UBS Financial Svci 

Citigroup 

Goldman Sacha 

Ichman Brothers 

JPMorgan 

Beat Stearna 

Morgan Stanley 

RBC Dain Rauachcr 

Merrill Lynch 

Bane o f Amcnca

SO

Ml, 165.1

432,335.1

J  $22,742 J 

I $22,268 J

JSI8.699 7 

I SI 8,060 5

S 14,666.8

|  SI 3,082 4 

■$13,008 2

I S 12,129.9
 1---
$15,000

 1---
$30,000

 1
$45,000

Senior Managed Negotiated M arket Share
Market Share (%)

2 5 . 0 % -  ■ ■  M a rk e t  S h a re  " R a n k

20.0

1 5 .0

10.0

5 .0

0.0
1 9 9 8  1 9 9 9  2 0 0 0  2 0 0 1  2 0 0 2  2 0 0 3  2 0 0 4  2 0 0 5

Y T D
V o lu m e  (S bils.)\ S 2 4 .4  S I 8 .9  S I 8 .2  $ 2 7 .2  S 3 6 .8  S 3 8 .4  S 4 1 .2  S5

■ UBS is the #1 ranked senior manager o f municipal debt for negotiated transactions

■ UBS has a demonstrated commitment to and is a dominant player in this industry
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UBS’s Commitment to and Presence in the State of Alaska

■ For 25 years, UBS has been actively involved in over 50% of all debt issued in the State o f 
Alaska, either as an underwriter or financial advisor 
S Senior Manager o f recent State o f 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 o f 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 o f the few national firms to maintain a retail office in Anchorage, which 
services over 6,500 accounts with total assets exceeding $500 million. UBS is also an active 
trader o f the State’s bonds, with over 4,300 trades alone since 2000

Anchorage Retail Office' P M l y * , Ki'tnil • .1 . Institutional T o ta l, ,

■ 9 Financial A dvisors . Year
No. ol 

Trutlv!
'* Volume 
s (S in 01)0)

No. of 
Trades

\  ulume 
(Sin 0110)

No. ol 
1 rades

Volume 
(S in 000)

■ O ver 6,500 client accounts 2004 279 $ 17,115 34 $ 12,335 313 $ 29,450
2003 974 66,880 71 30,770 1,045 97,650

■ O ver $509.4 m illion assets under m anagem ent 2002 1,016 92,035 40 33,370 1,056 125,405
2001 831 83,830 49 22,330 880 106,160

■ $1.6 million in total payroll 2000 1,013 88,699 49 56,840 1,062 145,539

4 ;  U B S 2 0
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UBS is the Industry Leader in Pension Obligation Bonds (POBs)

■ UBS is ranked #1 in the pension obligation bond market - completing 32 issues totaling $7.88 
billion or 20.0% o f the POB market since 1993

UBS's Senior M anaged Negotiated Pension 
1993 to 2004
(U o f issues/$ in millions)

o f issues
UBS

Cfl«rw p S5.009

KMtJ
S3.msMcmll I ynch

S3J6I 7Bear Steams

□ H A M  Sarbi

S2.M I.6MMMm
Morgan Stanley 12.665 0

ABN AMRO
banc M fnrr«a 1670 4

Source Securities Data Corporation.

UBS’s Senior M anaged Negotiated Taxable Experience 
1993 to 2004
(Hof issues/S in millions)

Number of Issues
S v n t H H H H B H m  12*. 106 1

S25.IS72

Goldman <ad» iU |  113.642.4

RBCD ui

Bear Stearns
Mem! Lynch >10.341.1

Experience

19,000

J r Morgan 

Banc of Amenta

0 6.000 12.000 
Source Securities Data Corporation

11,000 —I30,00074,000

■ UBS has served as jo in t book-running manager for the largest and most complex POBs 
done to date, including the State o f Illinois ($ 10 billion), State o f Oregon ($2.1 billion) and 
State o f Wisconsin ($1.79 billion)

■ As the State'* senior manager, UBS w ill bring all o f its experience and expertise to bear on 
structuring the optimal solution to achieve the State’s fiscal and policy objectives

I illS 2 1
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UBS’s POP Experience, 1993 -  2005 Selected Deals

(S in millions)

1 1 US 1 tp t r i tn r r 1 HVPIajrnirui/V
■ Salt Dalr I’j r  1 mount litdrer .'t ire t l l >  Huh llrd,;>SutiiinNcd to Jinn tlrdir> Irtk.I

10/27/04 S 318 San Diego Metro Transit Dev Bd CA Sole Senior Mgr 388 388
10/21/04 387 San Diego Metro Transit Dev Bd CA Sole Senior Mgr 636 38.703/23/04 75.0 Fresno County CA Joint Book Runner 75.0 75.0
03/10/04 J27.9 Fresno County CA Joint Book Runner 831.0 327.9
02/261)4 500 0 Kansas Development Fin Auth KS Senior Mgr. 489.9 250.0
12/10/03 1.794 9 Wisconsin WI Joint Book Runner 4,294 0 750.8
I0/2R/03 2,084.0 Oregon OR Co-Senior Manager 2J52.3 145.9
08/26/03 40.3 Kansas Development Fin Auth KS Senior Mgr 72.7 36.3
06/05/03 10.000 0 Illin o is"* IL Joint Book Runner I2 J I7 .9 148.1
05/22/03 500 Kern County CA Senior Mgr. 500 500
0VIS/0J 238.2 Kent County CA Senior Mgr 336.3 237.4
05/14/03 231.2 Sonoma County CA Senior Mgr 758.3 216.8
00/10/02 67 3 West Haven CT Sole Senior Mgr 151.3 67J
06/26/02 900 Woonsocket Rl Senior Mgr 157.4 90.0
03/13/02 117.1 Fresno County CA Sole Senior Mgr 1364 117.1
02/28/02 34.0 Bangor ME Senior Mgr 35.7 33.6
07/18/01 111.0 Portland ME Sole Senior Mgr 111.0 I I  1.0
12/18/00 170.7 Jew Orleans LA Senior Mgr 247.5 148.5
07/11/00 105.7 Fresno County CA Senior M rt 1247 94.8
01/21/99 1,291.9 Phila Auth for Indus Dev PA Senior Mgr 1,5728 14466
12/08/98 221.0 Worcester MA Senior Mgr 1776 1660
03/12/98 184 9 Fresno County CA Sole Senior Mgr 232.8 184 9
07/09-97 3842 Denver City & Co SD 41 CO Senior Mgr 442.1 3609
02/14/97 4363 Oakland CA Senior Mgr 476.0 342.6
11/1095 227.8 Kcm County CA Senior Mgr 270.0 222.7
10/07/93 19 1 Buffalo NY Senior Mgr 10.3 9 0
06/23/93 23.1 Buffalo NY Senior Mgr 16.1 122
01/19/05 399.3 City o f Dallas TX Co-Mgr 5.0 3.0
06/22/04 454 1 San Diego County CA Co-Mgr 1428 600
06/09/04 189 1 San Dcrtudino County CA Co-Mgr 59.2 49.9
06/12/03 1200 Portland Comm Coll Dt OR Co-Mgr 24 0 2 2
03/14/03 90.0 Gainesville EL Co-Mgr 42.8 15.0
03/07/03 375.0 NJ Econonuc Dev Auth NJ Co-Mgr 750 3.9
09/17/02 737.3 San Diego County CA Co-Mgr 147.5 11.7
08/22/00 3500 Bridgeport CT Co-Mgr 152 3 48 5
02/03/99 63.1 Merced County CA Co-Mgr 126 0 7
06/2697 2.803 0 NJ Economic Dev Auth NJ Co-Mgr 5606 51.5
11/01/96 773.5 NYS Dorm Authority NY Co-Mgr 154 7 14 1
10/1995 600 0 Los Angeles County CA Co-Mgr 1200 6 6
10/1394 1,965 2 Los Angeles County CA Co-Mgr 3930 36.4
09/2394 3200 Onngc County CA Co-Mgr 640 5.802/0394 430 4 San Diego County CA Co-Mgr 86 1 4 7

S 18,903.1 Senior Managed
5 9,270.7 Co-Managed
S 28,173.8 Total

(1) UBS and Bear Steams were Joint Book-Running Managers. There were three additional co-senior managers and SDC credit was split equally among the five.
(2) Tlte State of Illinois transaction with the exception of one maturity was sold group net.

2 2



Current POB Market Update

■ POBs are a commonly used financial tool to improve the funding levels o f state and local pension 
systems. Since 1993, there have been over 350 POB issues totaling $40.3 billion

■ POBs are interest rate sensitive and many issuers are proactively considering POBs to lock-in 
current interest rates and expected savings figures

■ I f interest rates rise (as forecasted), the expected savings from a POB transaction w ill diminish or 
even disappear

UBS’s Recently Priced POBs:

Kern County, 
California State of Illinois State of Oregon State of Wisconsin

Kansas 
Development 

Finance A uthority

Fresno County, 
California

I I H # KDFA
Kjumh Dr»i)npmK 
KWintr Anlknrt? 9

$238,177,000 $10,000,000,000 $2,083,960,000 $1,794,850,000 $500,000,000 $327,898,000
Senior Book Joint Book Joint Book Senior Book Joint Book

Running Manager 
May 15,2003

Running Manager 
June 5, 2003

Co-Senior Manager 
October 28, 2003

Running Manager 
December 10, 2003

Running Manager 
February 26, 2004

Running Manager 
March 10, 2004



S t a t e  o f  A l a s k a _______________________________________________________________________________________

Next Steps —  POB Strategy and Implementation

■ Limited window o f opportunity due to potential increased rates

■ General education o f interested parties

■ Policy analysis o f use o f expected savings and debt structure

■ Drafting o f enabling legislation to provide opportunity for State to take advantage o f expected 
cost savings

■ Legislative authorization and action

■ Confirmation o f existing pension fund data, assumptions and paydown schedule

■ Determination o f appropriate annual contribution rate for the State

■ Deal specific decision-making
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Alaska’s UBS Banking Team

In v e s tm e n t  B a n k in g

JAM ES W. ZIGLAR, Sr.
M anaging D irecto/ & C hief Business S trategist

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 o f the United States Senate. Most recently, Mr. Ziglar was Distinguished 
Visiting Professor o f Law at George Washington University Law School and a Fellow at Harvard University’s John F Kennedy 
School of Government Institute o f Politics. He was Commissioner o f  the Immigration and Naturalization Service from August 2001 
until his retirement from federal service in November 2002. In addition t j  his positions as Commissioner of the INS and as Sergeant 
al Anns o f the United States Senate, he has served at various times as Assistant Secretary o f Ihe Interior for Water and Science - 
where he oversaw the operations o f the Bureau of Reclamation, the Bureau o f 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 o f  Justice, and as 
an aide to the Chairman o f  the U.S. Senate Judiciary Committee.

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

JOH N COSTAGLIOLA
M anaging D irector & M anager of West Coast In frastructu re

John Costagliola has 19 years o f experience in public finance and leads the Firm’s efforts in Alaska. Mr. Costngliola has served as the 
Financial Advisor to the Municipality o f 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. He joined 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
M anaging Director & Co-Head National In frastructure  G roup

Mr. Doherty has over 18 years o f 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 o f New Jersey’s $2.8 billion 
pension obligation bond transaction -  the largest jnunicipa I transaction then executed. The State o f 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 o f Wisconsin’s $1.8 billion issue which was named “Midwest Deal o f the 
Year" by The Bond Buyer. Mr. Doherty is currently working on senior managed POB transactions for the City o f Detroit 
($1.3 billion) and the City of San Antonio ($350 million). Mr. Doherty also served as the lead banker for the States o f  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 o f Chicago and his undergraduate degree in international politics from 
Georgetown University’s School o f Foreign Service.

TOM  YANG 
F irst Vice President

Tom Yang is a member o f 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 o f California, Berkeley with a degree in Mechanical Engineering.

$ U l i S 27
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Alaska’s UBS Banking Team

BRYANT JENKJNS 
Assistant Vice President

Mr. Jenkins has over 6 years o f 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 o f 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.

M ARK 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 o f 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 o f the District o f Columbia and the State o f New York.
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Alaska’s UBS Banking Team

U n d e r w r i t i n g

STEV E M. PIL L E R  
D irector

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 o f municipal transactions, including negotiated and competitive underwritings, both 
tax-exem pt 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 o f market conditions and economic developments that could affect interest rate levels. Mr. Piller also 
coordinates the trading and marketing o f secondary risk positions for new issues. Mr. Pillcr attended York College.

D e r i v a t i v e  P r o d u c t s

R H A H IM E A. BELL 
M anaging D irector

Rhahimc Bell, Co-head o f the Municipal Derivatives Group, joined UBS in May, 1999. Prior to joining UBS, Mr. Bell was a V ice- 
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 o f 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

Munic ipa l Research
BRAD G EW EH R 
M anaging D irector

Mr. Gcwchr joined UBS in March 1998 as Director o f Municipal Research. In addition to providing research for UBS’s retail and 
institutional investors, Mr. Gcwehr and his staff have assisted many o f UBS’s banking clients in developing effective credit rating and 
investor relations strategies. Immediately prior to joining UBS, Mr. Gewchr was a Managing Director in the Public Finance Group of 
Moody’s Investors Service. He supervised a staff o f 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 o f NY & 
NJ. He holds a.i MBA in Finance from New York University and a BA from Amherst College.
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S t a t e  o f  A l a s k a ______________________________________________

UBS’s POB Structuring Methodology

S t e p  1 :  D e t e r m i n e  t h e  D o l l a r  V a l u e  o f  t h e  U A A L

■ Asset valuation (e.g., actuarial, mark to market, etc.)

■ Present value o f future liabilities

U A A L  =  L i a b i l i t i e s  -  A s s e t s

S t e p  2 :  D e t e r m i n e  t h e  E x i s t i n g  U A A L  P a y m e n t  S c h e d u l e

■ Number o f years or amortization period

■ Amortization method (e.g., level percentage o f payroll, statutorily determined, etc.)

■ Actuarial assumptions (e.g., covered payroll, annual pay increase, etc.)

■ State portion o f UAAL

■ GASB Note 25 and 45 considerations

U A a L  P a y m e n t  =  C o v e r e d  P a y r o l l  x  U A A L  C o n t r i b u t i o n  R a t e



S t a t e  o f  A l a s k a _____________________________________________________________________________________

UBS’s POB Structuring Methodology

S t e p  3 :  S t r u c t u r e  P O B s  a g a i n s t  U A A L  P a y m e n t  S c h e d u l e

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

■ Structure bonds to help achieve PERS/TRS’s objectives by:
—  P r in c ip a l  D e fe r ra l

—  I n c o m e  B o n d s

—  S te p p e d  C o u p o n  B o n d s

—  C a p i ta l iz e d  A p p r e c ia t io n  B o n d s  (“C A B s ” )

—  C a p i ta l iz e d  In te re s t  F u n d

■ Derivative Products (e.g., synthetic fixed, step coupons, etc.)

■ Calculate Expected Savings

E x p e c t e d  S a v i n g s  =  E x i s t i n g  U A A L  P a y m e n t  -  P O B  D e b t  S e r v i c e
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POB Case Studies

Customized Solutions fo r Our POB Cli nts

■ UBS’s senior managed POB experience encompasses issuers at the State, City, County and 
System levels and includes a variety o f innovative credit and financing structures designed to help 
our clients meet their financial and policy objectives

■ 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

■ Below are highlights o f several challenges that our clients have faced and the customized 
solutions that UBS created as senior manager

Transaction Challenge

Ph ilad e lp h ia , Spec ia l leg is la t ion  requ ired ; needed budget r e l ie f  o v e r
PA  1 0 -y c a r p e riod ; pension system  sev e re ly  underfunded

Po rt la n d  M E  V e ry  steep U A A L  paym ent cu rve , savings targets fo r
im p lem en tation  o f  deal

D en v e r Lease app rop ria tion  cred it w ith sch oo l p rope rty  as
P u b lic  c o lla te ra l; desired  savings o v e r t im ., pension so lu tion
S c h o o ls , C O  needed fo r  la b o r negotia tions

O ak la n d , C A  O n ly  a llow ed  fo r  1 5 -y e a r transac tion ; seve re ly
underfunded  system , weak cred it

Sutiilinii

Leg is la tion  passed to a llow  fo r  condu it issuer -  s t i l l ob ta ined B IS  w e igh ting  o f  2 0 % ; funded 5 0%  
o f  U A A L ; extensive use o f  C A B s  to structu re debt to meet revenue requ irem en ts ; in com e bonds 
to p rov id e  c a ll f le x ib i lity ; a l l - in  cost o f  6 .6 3 %  vs. 9 .0 0 %  ac tua ria l rate

T a ilo re d  sav ings th rough ‘ ‘s yn th e tic " stepped coupon  bond ; saved 3 2  basis p o in ts  versus natural 
structu re

D ev ised  “ p ro p o rt io n a l"  savings structu re ; structured term  bond It 1 0 -y e a r 1 0 2 %  ca ll featu re ; 
ob ta ined agg ressive insurance com m itm en t, 7 .1 9 %  T IC  ve rsus dea l target o f  7 .4 0 %  and actuaria l 
rate o f  8 .5 0 %

"P re p a id "  firs t 15 years o f  am o rtiza tion  th rough contract w ith System , ex ten s ive  use o f  C A B s ; 
agg ressive insurance com m itm ent
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State of A l a s k a

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

Background

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

■ 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

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

■ P ro je c t e d  P e n s io n  L ia b i l i t y  P a y m e n ts  □ P ro je c t e d  A S L C C  L ia b i l i t y  P a y m e n ts

» I i  |  |  |  |  |  | i  |  |  |

2 0 0 4  2 0 0 6  2 0 0 8  2 0 1 0  2 0 1 2  2 0 1 4  2 0 1 6  2 0 1 8  2 0 2 0  2 0 2 2  2 0 2 4  2 0 2 6  2 '8  2 0 3 0

F is c a l Y e a r
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State of A l a s k a

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 o f 5.59%) 
Series B -  ARC Synthetically Fixed 

Series B -  Total

250.000.000
100.000.000 
^90,OQO.QQQ

S 850,000,000
S 349,700,000 

595.150.000 
S 944,850,000

Ratings

TOTAL GFAAB Issue S 1,794,850,000

Untnhanced
Enhanced
C orporate Equivalent: 
Credit:
Pricing Date:
Dated Date:
Call Feature:

A1/A+/AA- 
Aaa/AAAMAA 

Aal
General Fund Annual Appropriation Bonds of 2003

12/10/2003
12/18/2003

Make-Whole Call 2014 at Treasury Rate plus 12.5 bps

i f c l l l i s 35
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Case Study: The State of Wisconsin’s $1,794 Billion POB

Benefits

■ The State was able to fully fund its accrued pension and sick leave liabilities

■ The transaction generated substantial expected PV savings o f over $323 million or 22%

■ The State realized immediate cash flow savings and significant budgetary relief

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

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

■ First issuance o f ARCs issued at 
an initial rate o f 1.20% offer 
future financial flexibility

S t a t e  o f  A l a s k a   _________________
5 *+>
P i

Fiscal Y e a r



S t a t e  o f  A l a s k a

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

Credit and Call Features

■ The bonds are backed by State appropriations as part o f the General Fund Annual Appropriation 
Bond credit; a new credit, which UBS help the State inaugurate. The key security features 
include:
—  M o ra l  O b l ig a t io n  —  S ta b i l iz a t io n  F u n d

— H ig h  P r io r i ty  P a y m e n t  S ta tu s  —  C a s h f lo w /D e b t  M a n a g e m e n t  T e c h n iq u e s

—  C o n t i n u in g  B u d g e t  A u th o r i ty  —  B o n d  I n s u ra n c e

—  A p p r o p r ia t io n  M e c h a n i s m

■ Underlying ratings o f (A1/A+/AA-) with a Moody’s corporate equivalent rating o f (Aal)

■ The entire issue was insured: Series A by FSA and Series B  by X L  Capital Assurance

■ 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

■ 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

■ Two term bonds (2018 and 2026) have an optional, make-whole call provision

■ Issue included nine subserics o f ARCs totaling $350 million, which provides the state with 
significant financial flexibility
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S t a t e  o f  A l a s k a

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

Marketing

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

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

■ 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

■ 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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S t a t e  o f  A l a s k a

C a s e  S t u d y :  T h e  S t a t e  o f  I l l i n o i s 9 $ 1 0  B i l l i o n  P O B

R A T IN G S

R E L E V A N T  D A T E S

O P T IO N A L  R E D E M P T IO N  
T A X  S T A T U S  
P U B L IC L Y  O F F E R E D  
L IS T E D
G L O B A L  B O O K  E N T R Y  

A M O R T IZ A T IO N

SI 0,000,000,000 
S la te  of I ll in o is  

G en e ra l O b lig a t io n  Bonds 
Pension Fu n d ing  Series o f Ju n e  2003 (T axab le )

M o o d y ’ * 
C o r p o r a t e  E q u iv a le n t

A as
P r ic in g

June 5 , 2 0 03
N one
T axab le
U n ited  S tates , E u rope  and A s ia  
L u xem bou rg  S tock  Exchange 
D T C , C le a rs trc am  and E u roc lca r

Date Principal Mnklne 1 unit . foupon YM il ’ ,i Price 'Itinihinnrk: ' - Yield Spread I  1 1
June 1. 2008 50,000,000 2.500 2.522 99 897 5 Yr Note 2222 30 bps
June I, 2009 50,000.000 2.800 2.822 99 879 5 Yr Note 2 222 60 hjir
June 1, 2010 50,000,000 3.300 3 324 99.851 10 Yr Note 3.324 0 tips
June 1,2011 50,000,000 3.550 3.574 99 833 10 Yr. Note 3.324 25 bps
June 1,2012 100,000,000 3.750 3.754 99.968 10 Yr Note 3.324 43 bps
June 1.2013 100,000,000 3 850 3.874 99 802 10 Yr "ore 3 324 55 bps
June 1.2014 100,000.000 3 950 3.974 99.787 Yr. Note 3.324 65 bps
June 1,2015 100,000,000 4.050 4.074 99 773 10 Yr Note 3 324 75 bpi
June 1, 2016 
June t, 2017 
June 1.2018 375,000,000

100,000,000
125.000.000
150.000.000 4.350 4 354 99 955 10 Yr Note 3.324 103 bps

June 1. 2019 
June 1,2020 
June 1,2021 
June 1,2022 
June 1.2023 1.375.000.000

175.000.000
225.000.000
275.000.000
325.000.000
375.000.000 4 950 4.960 99.872 30 Yr Bond 4 380 58 bps

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 7.650,000,000

450.000.000
525.000.000
575.000.000
625.000.000
700.000.000
775.000.000
875.000.000
975.000.000

1.050.000.000
1.100.000.000 5 100 5 100 too 000 30 Yr Bond 4 380 72 bps

M u n ic ip a l
A a3

D a ted
June 12, 2 0 0 3

S&P
A A

D e liv e ry
June 12, 2 0 0 3

F itc h  R a tin g s  
A A  

F ir s t  In te re s t
D ec  1 ,2 0 0 3
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