


Interest Rate Savings



Interest Rate Savings

Comparing the amortization of $1 billion debt at 8.25% cost to $1
billion debt at 5.75% over 25 years:

> Saving on interest cost is 2.5%;
®m  Saving on annual debt payment is $19 million;

B NPV of savings on annual debt payment over 25 years is $272
million discounted at 5%.

Amount (SBillion) Interest Cost Annual P&l Payment ($Million)

$ 1 8.25% % 96
$ 1 5.75% % 76
Savings 2.50% 3 19
NPV of Cumulative Savings @ 5% $ 272



Interest Rate History

m 10-Year Treasury vyield is 4.52% as of March 14, 2007. This rate is
extraordinarily attractive when viewed in a historical context.

10-Year Treasury Yields

Source: YahoolFinance






Historical Investment Returns of State Pension
Plans (PERS)

FY ROR

2006 11.69% Historical Investment Returns

2005 8.86%

2004  14.73% 20.00%

2003 3.82% R

2002 -5.40% 1500%

2001  -5.30% 10.00%

2000 10.12% 500

1999 10.65%

1998  14.62% 0.00% -

1997 18.07% B0% 5 & g 2§ EF B¢ ey g e
1996 13.70% 10.00% T oOT T T F It T ™M M M M M M Qv
1995  15.56%

1994 2.66%

1993  14.25%

1992 11.80% m The average return from 1992 to 2006 is 9.09%.

m Standard Deviation is 7.25%. | .,



Historical Investment Returns of State Pension
Plans (TRS)

FY ROR
2006 11.72% TRS Historical Investment Returns
2005 8.90%
2004  14.75% 20.00%
2003 3.81% 5 Q0
2002 -5.41%
2001  -5.36% 10.00%
2000 10.19% 5.00%
1999 10.73% 0.00%
1998 14.73% g} o} o M
1997 18.00% 500% 01038 o1 o g‘ gﬂ' §/| g
1996 14.35% -10.00%
1995 15.89%
1994 2.61%
1993  14.16%
1992 11.58% .

’ The average return from 1992 to 2006 is 9.14%.

Standard Deviation is 7.31%.



Long Term Target Asset Allocation

Asadas Alocatian Raoe
Destic Large Gratdization 30% +3%
Dnestic Sval Gatdization 6r +3%
Intemetiad EqLity 14% +3%
Bhragrg Midets Equity 2% +2%
Rivete Equity 7% +5%
Donestic FdecHnone A +3%
HdhYidd 2 +2%
Intemetiord FoecHoone 2 +2%
Red Eate 0% +4%
Aoduie Rtum 4% +4%
Qe 3% +3%
Geh 0% +3%
Median Return 8.05%

Standard Deviation 12.27%

Source: Callan Associates, Inc.



Credit Neutrality



Credit Rating Consideration

Credit Neutral - debt obligation is already recognized and POBs are
net considered new debt.

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

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

attainable." \
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Investm ent Risk (PERS) o

Estimated Estimated
Cost of Cumulative Net
FY ROR Borrowing Return to 2006 Estimated Cumulative Net Return to 2006 (PERS)

2006 11.69% 5.55% 6.14%
2005 8.86% 5.04% 10.47%
2004 14.73% 5.02% 20.22%
2003 3.82% 4.76% 20.06%
2002 -5.40% 5.36% 6.90%
2001 -5.30% 5.77% -6.22%
2000 10.12% 6.78% -8.94%
1999 10.65% 6.40% -2.03%
1998 14.62% 6.01% 9.70%
1997 18.07% 7.10% 10.86%
1996 13.70% 7.19% 16.47%
1995 15.56% 7.32% 23.28%
1994 2.66% 7.84% 11.86%
1993 14.25% 6.62% 35.35%
1992 11.80% 7.76% 23.43%

Based on PERS actual investment history, we can see what the cumulative net return to 2006
might have been if POBs had been issued in any given year.

For 12 out of 15 years the issuance of POBs would have resulted in a gain to the pension
system.



FY
2006
2005
2004
2003
2002
2001
2000
1999
1998
1997
1996
1995
1994
1993
1992

Investm ent Risk (TR S)

Estimated Estimated
ROR Bor?oovjitnc;f CRueTulJrI:TZezgoe(; Estimated Cumulative Net Return to 2006 (TRS)
11.72% 5.55% 6.17%
8.90% 5.04% 10.54% 40.00%
14.75% 5.02% 20.31% 35.00%
3.81% 4.76% 20.14% 30.00%
- 0, 0, 0,
10.19% 6.78% -8.86% 20.00%
10.73% 6.40% -1.87% 15.00%
14.73% 6.01% 9.97% 10.00%
18.00% 7.10% 11.06% >-00%
0.00%
14.35% 7.19% 17.32% 5.00% é:j\/l c.oN C OOf (/)\ S: %
15.89% 7.32% 24.46% 10.00% #y09 %n; 8720% X g
2.61% 7.84% 12.99% 15.00%
14.16% 6.62% 36.39% ’
11.58% 7.76% 24.25%

Based on TRS actual investment history, we can see what the cumulative net return to 2006
might have been if POBs had been issued in any given year.

m For 12 out of 15 years the issuance of POBs would have resulted in a gain to the pension

system.
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Investm ent Return Forecast

With an asset mix of 70% S&P 500 Equity and 30%
Government/Credit Bonds, the average return over 25 years is
9%.

2 00% 4 00% 6.00% 8.00% 10.00% 12.00% 14.00%

Monte Carlo Simulation
. 10,000 iteration
| Annualized Average Return: 9%

Probability of outperforming 5.75%: 91.45%



Types of POBs



Security

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

government.

> O bligations im posed by law
Obligations imposed by the state or local government by the constitution or

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

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

or governing body of the state or local government issuer.

14



Taxable POB Bond Alternatives (1 of 2)

Tadde Rod .ot Ataretives

Rad.a

Current Interest Bonds
(CIBS)

Zero Coupon Bonds
(CAB:s)

Put Bonds

Quarterly Unsecured
Interest Bonds

(QUI')
Floating Rate Notes
(FRNs)

Variable Rate Demand
Bonds

Auction Rate Notes

Source: Morgan Stanley

Inedas

Domestic Institutions;
European Banks
Domestic Institutions;
European Banks
Domestic Institutions;
Corporations

Domestic Retail

European Banks

Money Market Funds

Corporations;
High Net Worth Retail

Adatages

Low-Cost Financing;
No Basis Risk

Defers Debt Service

Benefit of Upward Sloping Yield
Curve Versus Conventional
Fixed-Rate Bonds

Provides Most Efficient 5-Year
Call Option

Fixed Spread to LIBOR;
Historically Least Costly Form of
Financing;

Provides Quarterly Call Options;
No Ongoing Fees

Historically Least Costly Form of
Financing:
Continuously Callable at Par

Historically Least Costly Font, of
Financing;
Continuously Callable at Par

Dsclertgs

Typically Non-Callable or Issued with
a Make-Whole Call on Term Bonds;
Call Ogption Expensive

More Expensive than CIBs;
Noncallable

Interest Rate Risk

Slightly Higher Yield,
3% Issuance Cost

Interest Rate Risk

Interest Rate Risk,
Facility Renewal Risk

Interest Rate Risk



Taxable POB Bond Alternatives (2 of 2)

\aidde Rate Danvad Adion Rate Nites Hoatirg Rate Ntes
29803 (Rivate Hacarat)
Prepayment Yes Yes Yes
Interest Rate Reset Weekly Varies Varies
Liquidity Facility Required Yes No No
Rating Required Yes Yes No
Legal Documentation Substantial Substantial Simplified
Concerns Failed Remarketing Failed Auction Short-term interest rates only
Investor Base Money-market funds Retail investors European banks
Term Out Provisions Yes No No

Source: Morgan Stanley 16



Potential Saving



POBs and Cash Infusion

Pay partial UAAL off with cash and borrow partial at 5.75% by issuance
of Pension Obligation Bonds (POBS).

Im plications
B Immediate reduction of the UAAL;

B Increase in the Funded Ratio;
B Reduction of employer past service contribution rate.

17
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Case Study

Employer Contribution Rates
POBs (in billions)

£ .3 055 15$ 25$ 35 45% 55
073 % 2% 8% 6% % 100%
. 244.4%% 4391%  L27% 4161%  4046% 3031%  3815%
05 41.64% 4106%  3091% 3B7% 3760% 645N
15 3B5I3% B3I A% BO%  3LI%
25 0.22% 2060  284%6  27.30%
15 2451% RBU%  27%
45 1880% 1823%
55 13.09%
Savings on Employer Contribution Rates
POBs (in billions)
5 - 3 05%$ 15% 25% 15( 45% 55
070 P ZM% 8% 6% &% 100%
- 0.00% 058% 173%  28%  403% 518% 6.34%
05 285% 343%  458%  573%  08%  804%
15 856% 914%  1029% 1144% 125%%
25 14.27% 148% 1600%  17.15%
15 19.98% 055% 2171%
45 25.6%% 26.26%
55 3L40%

$1.5 billion POBs issued in 2007
Assumed $5.5 billion PERS UAAL in 2007

Funding ratio will be improved from 65.12% to 74.64% (based on preliminary $10.27 billion PERS asset as of Dec 31, 2006)

(PERS)

b3 ° &6 ovp

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

$ B 5 05$ 15%$ 15$ 35%$ 45% 55
% 70 2% 4% 6% 8% 100%
g D w6 w8 M8 %758 $689  $10620
$ 05 $M7.84 $B750 681  $612  $11543 HAT3
$ 15 $14353 $15319 $17249 $191.80 1111
$ 25 w3022  $£4887 $©6818 28749
$ 35 wua 3456 $36387
$ 45 w05 0%
* 55 %628

NPV of Savings on 25-year Contribution Amount (in millions)
POBs (in billions;

$ $ 5% 15%$ 25% 3% 45% 55
0% % 2% 8% 6% 8% 100%
. $000  $13607 B2 6036 R0 $,2464  $1,49%.78
05 31 81038 $,00252 $,3466 $,62680 $,889%5
15 ®022 ®1589 243113 ©70827 962
25 37153 $507.60 $377074 $405189
35 #7014 $8H2l 512835
45 $606875 $620482
85  ra737

18



(n billions)

Cash

(n billions)
I Y T ST Y

Cash

Case Study (TR S)

Employer Contribution Rates
POBs (in billions)

$ - % 10 $ 20 $ 30 % 31
0% 32% 65% 97% 100%
. 57.65% 54.45% 51.25% 48.04% 47.72%
0.5 49.72% 46.51% 43.31% 40.11%
10 41.78% 38.58% 35.38%
15 33.85% 30.65% 27.44%
2.0 25.91% 22.71%
25 17.98% 14.78%0
31 8.46%
Savings on Employer Contribution Rates
POBs (in billions)
$ $ 10 % 20 $ 30 % 31
0% 32% 65% 97% 100%

. 0.00% 3.20%0 6.40% 9.61%) 9.93%
0.5 7.93% 11.14% 14.34% 17.54%
1.0 15.87% 19.07% 22.27%
15 23.80% 27.00%0 30.21%
2.0 31.74% 34.94%
25 39.67%0 42.87%
31 49.19%

$0.5 billion cash infusion and $2.0 billion POBs issued in 2007

Assumed $3.1 billion TRS UAAL in 2007

Funding ratio will be improved from 59.9% to 92.24% (based on preliminary $4.63 billion TRS asset as of Dec 31, 2006)

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

$ - % 10 $ 20 % 30 31
0% 32% 65% 97% 100%
§D $ - $0.00 $19.31 $38.62 $57.93 $09.86
$ 05 $47.84 $67.15 $86.46  $105.77
$ 10 $95.69 $115.00  $134.31
$ 15 $143.53 $162.84  $182.15
$ 20 $191.37 $210.68
B ¢ 25 $239.22 $258.53
$ 31 $296.63

NPV of Savings on 25-year Contribution Amoant (« millions)
POBs (in billions)

$ $ 10 % 20 % 30 $ 31
0% 32% 65% 97% 100%

- $0.00 $272.14 $544.28 $816.43 $843.64
05 $674.31 $946.45 $1,218.59  $1,490.73

10 $1,348.61 $1,620.75 $1,892.90

15 $2,022.92 $2,295.06 $2,567.20
20 $2,697.22 $2,969.37
25 $3,371.53 $3,643.67
31 $4,180.70
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Tax Issues



Tax Exempt Bonds vs. Taxable Bonds

Taxable Bonds

a Can be issued for any purpose

B Complete flexibility with use of proceeds

B Interest rate about 1% higher than tax exempt in current market

Tax Exempt Bonds
B Can only be issued for public capital projects
B Earnings on proceeds are restricted to yield paid on bonds

B 1% lower interest rate than taxable bonds in current market



D ifficulty with Tax Exempt

B Very difficult to identify appropriate GF funded capital projects to
Issue bonds for.

m Certificates of Participation issuance is the most viable option.

m However the existing, yet unexpended GF funded capital projects are

small, for private purposes, short lived acquisitions, operational grants,
or federal match.

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

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

21



Take-aways



Take-aways

POB issuance Is a financial transaction which will lower
the cost of funding the UAAL by the state and local
governments - POBs issued in the near future will be
at a cost lower than 8.25% charged by the pension

system.

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

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

Doing nothing Is not a viable option.
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2.5" A laska State Legisla ture

H ouse Special Com m ittee on W ays & M eans

MEMORANDUM

TO: Representative Bob Lynn, Chairman
House State Affairs Committee

FROM: Representative Mike Hawker
Chair, House Special Committee on Ways & Means

RE: House Bill 13

DATE: March 7,2007

Transmitted herewith is CS For House Bill No. 13(W&M). This bill provides statutory
authority for the state and political subdivisions to structure Pension Obligation Bond
(POB) transactions for the purpose ol reducing the unfunded actuarial liability of
government retirement systems and lowering ultimate costs to the public treasury

H1313 is the result of a collaborative effort between its sponsor. Representative Mike
Hawker, and the Departments of Revenue and Law. The Department of Revenue has

testified in support of 1IB 13

The bill version passed from the 1llouse Special Committee on VA ays and Means provides
necessary authority for the 'rate and local governments to structure POB transactions
reducing the unfunded liabilities m both the Pl RS and IRS systems. HB 13does not
authorize any specific transaction; it only provides the ability lor government agencies to
contemplate and structure transactions that are in the public interest.

Indn idual members of the committee differed in their opinion as to whether such POB
transactions should be allowed lor individual employers participating in the IRS
system. Those opposed expressed concern that an indie idual LRS employer structuring
a transaction that reduced their individual annual contribution rate would introduce a
rate differential that does not currently exist in the TRS system Proponents of allowing
individual TRS employers to structure pension bond transactions believe that providing
the greatest possible array of tools for addressing unfunded retirement system
obligations is in overriding consideration. They also respond that the bill includes
regulatory authority for the TRS system managers to develop accounting procedures or
credit mechanisms that could recognize the benefit of disproportionate contributions
made by inch idual employers in a manner that does not change the blended system

rates.

Authorizing individual TRS employers to structure pension obligation bond
transactions is an identified policy question most appropriate tor consideration in the
House Committee for State Affairs. lrequest that you consider this matter in youi

deliberations.



Possible Teleconference Requests for House Bill 13

The following individuals have testified via teleconference during previous meetings.

Larry Semmens, City of Kenai, Kenai LIO
Michael Lamb, Fairbanks North Star Borough, Fairbanks LIO

The following individuals from national investment banking firms have expertise in
Pension Obligation Bonds. They have testified and been available via teleconference to

answer committee questions.

Goldman Sachs:
Frank Ingrassia, Managing Director

Dick Schober, Vice President
Andrew Prindle, Analyst
Ami Karnik, Analyst

Merrill Lynch Global Markets
Paul Bloom, Dir & Regional Manager

Seattle-Northwest Securities
Carol Samuels, Vice President

Lindsay Sovde, Vice President
lohn Wanamaker



Section 1;

Sections 2 5:

Section 6:

Section 7:

Section 8:

Sections 9 - 10:

Section 11:

Section 12:

Sections 13 14:

CS House Bii! 13
Work Draft Version E

Sectional Analysis
Prepared by Representative Mike Hawker’s Office

Allows a Teacher’'s Retirement System (TRS) employer to make a lump sum
payment to prepay all or a part its share of the unfunded accrued actuarial
pension liability (UAAL); allows the commissioner to accept a lump sum payment
that is less than the full amount; allows administrative fees to be charged; outlines
how the lump sum payment and earnings or losses will be credited; and holds an
employer who prepays its liability harmless if there are future state discretionary
payments that benefit multiple employers. Requires the administrator of the TRS
plan to recalculate the employer contribution rate within 180 days of the lump

sum payment.

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

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

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

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

proceeds.

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

Allows a PERS employer to make a lump sum payment to prepay all or a part its
share of the accrued actuarial pension liability: allows the commissioner to accept
a lump sum payment that is less than the full amount; allows administrative fees
to be charged; outlines how the lump sum payment and earnings or losses will be
credited; and holds an employer who prepays its liability harmless if there are
future state discretionary paymems that benefit multiple employers. Requires the
administrator of the PERS plan to recalculate the employer contribution rate

within 180 days of the lump sum prepayment.

Adds to the statutory policies established for the Municipal Bond Bank Authority.
Provides a directive to assist governmental employers to meet their unfunded
retirement system obligations by ;ssumg POBs on their behalf. Specifies that the
bond bank should provide the lowest rates possible without subsidizing the

employers beyond their means

These sections allow the Municipal Bond Bank to create a subsidiary to aid an
employer in the financing of a prepayment of all or a portion of that employer’s

UAAL.

Page 1of 2
Revised 3/6/2007



Section

Section

Section

Section

Section

15:

16:

17:

18:

19:

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

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

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

Adds a definition for “governmental employer” to the definitions section for the
Municipal Bond Bank.

Immediate effective date.

Page 2 of 2
Revised 3/6/2007



Session:
Stale Capitol
Juneau, AK 99801
907 465-4949 direct
800 478-4950 toll tree
907 465-4979 fax

Interim
“16 W 4™ Avenue
Anetirage, AK 9u5()|
90 269-0244 oflicc
907 269-0248 tax

Memoer
House Finance Committee
Legislative Bin/get
» luchl (Comrmultee

e District 3
de Hirer

Anchorage
Rainbow
Indian
Binl
<tUrdwood
Fortage
Whittier
Sunrise
Hope

Staff Contact: Juli Lucky 465-4949

Representative M ike H awker

Alaska State Legislature

House Bill 13
Sponsor Statement

Short Title: Retirement System Liability/Bonds

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

retirement system.

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

employers.

This bill does not authorize any debt instruments to be issued. Separate
specific action would be required to initiate any transaction under the

authority provided by HB 13.

Revised 3/6/2007



FISCAL NOTE

STATE OF ALASKA Fiscal NoteNumber: 1
2007 LEGISLATIVE SESSION Bill Version:
(H) Publish Date 3/7/07
Revision Date/Time (Note if correction): Deot Affected Revenue
Title Pension Obligation Bonds RDU Taxation and Treasury
Component Treasury
Sponsor Representative Hawker
Requester House Ways and Means Component No 2
Expenditures/Revenues (Thousands of Dollars)
Note: Amounts do not include inflation unless otherwise noted below
OPERATING EXPENDITURES FY 2008 FY 2009 FY 2010 FY 2011 FY 2012 FY 2013
Personal Services
Travel
Contractual
Supplies
Equipment

Land & Structures
Grants & Claims
Miscellaneous

TOTAL OPERATING 0.0 0.0 0.0 0.0 0.0 0.0

CAPITAL EXPENDITURES

CHANGE IN REVENUES (
FUND SOURCE (Thousands of Dolla/s)

1002 Federal Receipts
1003 GF M3tch

1004 GF

1005 GF/Program Receipts
Bond Proceeds

Bond Bank Operating Budget
TOTAL 0.0 0.0 0.0 0.0 0.0 0.0

Estimate of any current year (FY2007) cost: _ 00
Mark this box (X) if funding for this bill is included in the Governor's FY 2008 budget proposal:

POSITIONS
Full-time
Part-time
Temporary

AnaLysis:  (Attacha separate page if necessary)

The bill expands the powers of the Alaska Municipal Bond Bank Authority (Bond Bank) and the State Bond
Committee (SBC) anc creates the Pension Obligation Bond Corporation (POBC) for the purpose of issuing obligations
to provide funds to prepay unfunded accrued actuarial liabilities of the retirement systems The premis of undertaking
this type of transaction is borrowing at rates that are at least 1 5% lower than the actuarial assumed rate of return on the
pension funds (8 25%).

The fiscal note is indeterminate in cost as it is uncertain how or if a transaction will develop if the legislation is
passed If a transaction is undertaken it is likely that it will be of considerable size, up to several billion dollars, and
occur in FY 2008. Contractual costs include rating agency fees, financial advisor, bond counsel, printing, cusip service,
underwriting. & other miscellaneous costs would need to be funded in the year of issuance as well as ongoing costs for
administrative monitoring and cost of contractors over the life of the bonds.

Prepared by Deven Mitchell Phone 465-3750

Division Treasury Date/Time 3/6/07 12 00 AM
Approved by  Jerry Burnett Date 3/6/2007
Agency Department of Revenue

(RtfMd O/18/20000MB) Page 1of 1
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ABOUT THE AUTHOR

Roger L. Davis is chair of the Public Finance Department at OrricK, H i,rington &
Sutcliffe LLP. the premier bond counsel Finn in the country. Mr. Davis is a'.0 head

of Orrlcks Pension Obligation Bond Croup and has worked on more than 20 POB

Issues in various states.

Members of Orrick s Pension Obligation Bond Group are shown on ihe contact llsi

on the Inside of Ihe back cover of this booklet

DISCLAIMER: Nothing in this booklet should be construed 01 relied upon as legal advice.
Instead, this booklet is intended lo serve as an introduction lo lhe general subject ol the use ol
pension obligation bonds, from which belter informed requests lor advice, legal and financial,

can be formulated.

Published by
Orrick, Herrington 8 Sutdtlte u*

All tights reserved.
Copyright it) cooj by Orrick, Hcuinglon 8 Subtitle 11P

No pai | ol Ibis book may be reproduced or transmitted in any toim 0L by any means, electronic
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CHAPTER ONE

Introduction

Pension obligation bonds (“POBs") an; bonds issued by a slate or local government
to pay lis obligation to the pension fund or system in which its employees (or others
lot whose pension benefits it is responsible) are members POBs are an incteasinglv
popu”r way for state or local governments to accomplish a variety ol financial and

other (including political) objec lives.

According to Thomson Financial, during lhe past decade Ilk.e hav<; been at It; t

275 POB issues by state and local government Issuers in at least 22 states

T lv purpose o! this pamphlet is lo introduce interested parties lo ihe reasons why
POBs ate issued, advantai es/dlsadvantages. stiurture alternatives, federal lax issues,

and representative programs in three states where POBs are particularly pupul' ,

The author is chair of the Public Finance Department at Orrick. Herrington &
Slitclllle 11" and has been bond counsel on mote llian twenty POBs lll vaiious slate.
Jrrick is the nation's pteiniur bond counsel linn, ranked number one lot more llian

adt de.W illi extensive experience In all types ol POP aid similar Unant mgs.'

Rankings tor securities ttansact'ons ol va ous types ate performed annually by " homson financial,
whim has ranked Oriick number one in the country as bond counsel since poor to 1990. In an aveiage
ye 11, Onick handles nicne than yoo b nd issues, aggiegaling moie than $20 billion.

' Omsk is ranked by Ihortison financial as the number one bund coiinsc. in the country lor POBs over
the last decade, with moie than /, times as many such issues as the second ranked firm.
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CHAPTER TwoO

Pension Obligations

Pension obligations generally fall into two categories:

m. Unfu ded Accrued Actuarial Liability (UAAL)

The unfunded accrued actuarial liability ("UAAL") is determined by the actuary
lor lhe pension fund to be the amount by wliic.li the pension fu d is short ol the
amount that will be necessary, without further payments hoin the stale or local
government, to pay benefits ahead) earned liy current and former employees
coveted by the pension system The UAAL is based on assumptions (in some cases
established by the a uary and in some cases by the pension system or by the state or
local government) as to retirement age, mortality, projected salary increases attributed
to inflation, across the board raises and merit raises, increases in ictireme: ' benefits,
cost ol living adjustments, valuation cf current assets, investment return arid oilier
mailers In order to avoid volatility in The UAAL based on swings m market
valuation, the investment gains and losses on assets in the pension fund are often
tecogni/eil (sometimes referred to as “smoothed ) ovei a5 lo 5 year period.1 | lie
slate oi local government is obligated lo miniti/e the UAAL over a pel loil established
b' ,iw ot agreement with the pension system, typically al an assigned inlciest rate
established by the pension system, which assigned interest tale usually the same .is

the actuary's assumed rale of investment return on pension fund assets (sometimes

tvfetrei' lo as the “At mortal Rate )

Note IM the smoothing methodology referred to mar result in "unreall/ed” of "lagging" unfunded

liability. See discussion ol POB possibilities in footnote
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B. Normal annual contribution

In addition to making payments toward anv UAAL, the slate or local government
is required to make payments to the pension fund each year in respect of the present
value of tile benefits being earned by the current employees covered by the pension
fund (that Is, Ihe amount being earned by those employees with eacli paycheck
necessary to pay luture retirement benefits, based on assumptions of mortality rates,
salary increases, assumed ate of Investment income and the ot' er assumptions

referred to in the preceding paragraph), genera"v referred lo as the "normal annual

contribution.

AN INTRODUCTION TO

CHAPTER THREE

Reasons For Issuing POBs

The reasons why state or local governments issue POBs vary from issuer to issuer
and from lime to time with economic, .unditions and other circumstances However,

lliese reasons generally fall inlo one 01 more of the following categories:

A. Interest Rate Savings

As described m Chapter Two. most ocnsion systems assign an interest ompom nt
In ilk payments the state or local government is requited lo make in respect ol its
UAAL. Assigned interest rates currently generally range from 7'/,% lo 8'/.%
depending on the particular pension system. When taxable bond rat..s are low. unci
us ol lall 31)03 they are roughly 5.95% or less for 30 year debt, then POBs can
lunrtlori like a classic interest rate savings refunding. For example, if the assigned
i.ile is7.5% on a UAAL of S100.000,000, tile annual all in tost would be roughly
$8,500,000 assuming a 30 year amortization. cumpared lo an .ill in cost ol
$7,300,000 on POBs amortized ovn the same period assuming a 5.95V;? intcir.il
iate and i osts of Lssuame uf 1% | liesc savings to ailej.irr can be lim it loaded oi

ollietwise slummed to octm when most needed (see Section | of Chaptei 5)

On the olhei hand, because the factors on wfilcli die UAAL Is based are i onslantly
changing (such .is mortality and investment lelinn), the Itnal ainoinil ol inlerest rale
savings c.ninot Ik delerminecl with rettamty. Also, die assigned interest rule may
i liange Irmu time in lime during die lile ol ihe bond issue, and, at least theoretically,
tin- .minimi of interest late savmgs could become negative (even if all the odiei

larlois ii‘in.iili the same) il lhe assigned interest tale Were lo dtop and remain below
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Hit; bond interest rate for a substantial period. So far this has not occurred, even
though the assigned interest rate m sorne cases has dropped by more than one
percentage point since the mid-1990s. This possibility is furthermore generally
considered to be unlikely, icrause the assigned interest rate is based on an assumed
investment ra'e of icturi which reflects investments /ith a higher risk profile and,

therefore, higher projected return than tiie POBs.

B. DiSCOdItS

In some cases, it may also be poss'blr lo negotiate J... "unis with the pension
system foreaily payment Lif the normal annual contribution 01 ‘veil the UAAL
(which, may reflect the pension fund's assumed rale of investment return or even its
then currcni investment opportunity). It may also be an opportunity to renegotiate

other terms of ihe pension obligation.

C. Arbitrage

Generally, pension funds may invesl in amuch broader rjnge o! investments
than die stale or local governments, and lhe size and dlvi isily of Ihe pension fund's
portfolio allows for a higher risk profile Iban the stale r t(Ji al govei nineitl i mild
prudently sustain with its own investments As mentli nod al.ove, this is why the
assumed rale of inveslinienl return Is generally materially higher titan lhe bond
rate. Th" actual inveslnienl petlorinancc of most pension sysrems (al leasl in most
years) has substantially exceeded lhe assumed inleiCsl rale | heieluie, lhen* is
lhe possibility (hat pmceeds ol the POBs will be invested by ihe pension luntl .a

significantly highci return than the interest cost on the POBs (even it interest on

the POBs is taxable)

In almost all cases, the benelll ol earnings on investment ol bond pimeeds in lie

pension hind sill lie ucdued lo die Male 01 local government issuei rilllei inredieeil
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UAAL or reduced normal annual contlioutlon or both. In some cases, the allocation
of litis benefit is subject to negotiation between the state or local government and the
pension system and may i be decided by the slate or local government each year
This benefit from earnings is why interesl on POBs is generally not exempt from
federal income tax (sec Chapter 6). So this arbitrage is not the typical municipal
bond arbitrage derived front borrowing at tax exempt rates and investing at taxable
rales, but rather svh.il might be called risk arbitiage derived from borrowing againsi
ihe credii of the stale or local government and participating through the pension
hind in a portfolio o! investments dial is designed to produce a liigliei yield and

manage the higher risk through diversification. O f course, there Is no guaranty that

such arbitrage will be positive.

D. Buu'get Relief

Particularly in die current cnvironmelll ol suh*'antial budget deficits, POBs are

being used for budget relief. This may be a .umplishcd by:

(1) leainoitizlng the UAAL by replacing (In* obligation lo the pension land with
POBs having a longer term and/or lower payments In die early years (or even no

debt service in the cutly yt-ais il capital appreciation bonds (CABs) or capitalized

imeresl| Is used), and/m

(2) binding the normal annual lonlilbiiliun Tor die tutieiu (and maybe the next)

fiscill ye.n (lo lhe rxIrnl permuted I»V applicable stale law)

E Labor Relations Benefits

Some state or Incut governments h ive used POBs. at leasl in pan, to Impiovc

n I,dure (or negotiations) with its employees and lheir unions h\ lundm, unfunded

pension liahilii 'o ihuse employee
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FE Better Than The Alternatives

In some cases. POBS are simply better than (lie alternatives: (i) paying more
into the pension fund; (il) asking employees to pay more into the pension fund,
(iii) reducing benefits; or (iv) hoping that gains on pension fund Investments will

substantially exceed the assumed rale of investment return.

AN INTRODUCTION TO

CHAPTER FOUR

Possible Disadvantages of POBs

Despite the foregoing benefits of POBs. there are a few possible disadvantages.

In someJurisdictions, a slate oi 'oca! government may negotiate or even
unilaterally make changes in il.s pension obligation, perhaps by postponing
payments or changing assumptions. POBs replace lhis potentially flexible

pension obligalion with a more immutable bond obligation.

As explained in Chapter 3, while unlikely, it is possible that tile assigned interest
rate will drop below the bond interest rate or that the pension fund will have

negative earnings. In each case for a sustained period.

If the pension fund enjoys highei llian expected earnings, the pension fund
may In come overfunded and result in temporary contribution holidays, but also
can lead lo increases in retirement benefits that may be costly to sustain at some

point in the future

POBs result in payment lu and investment by the pension hind ol alump sum
amount dial olliei wise would have been paid and Invested 1ilincrements ovti a

period ol ye,its. (omen!lalmg ratliei than spreading market timing risks

Almost all I'OBs aie taxable and most taxable bonds will: fixed Interest nites
aie sold s none.ilia ile bonds Adding aicdempiiun feature will ordinarily
lesnll in a materially highei interest mle cost llian the same redemption le tim -
id lax exempt bonds | hereloie. taxable nomallable bonds may he expensive
(o refund m di'lease. although then* base been a number ol successful Icudei
oiler refundings of taxable 'OBs (dial is. a lender oflei svis made loi ihe piloi

bonds and die lendei piire Was paid willi pioreedsol new leliuuling bunds)
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Another way to address this concern is oy using variable rate bonds, which
may contain ledemption [envisions without additional Interest rate cost, and

may be accompanied bv a floating-lo-flxed interest rate swap If a fixed rale

obligation is desired.

Note that many of these issues can be addressedin whole nr in pan by using POBs in
fundlessthan all ofthe UAAL.
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CHAPTER HVE

Types of POBs

A. Security

fvlosl POBs ai payable from the general fund if lire issuing slate or local
government. As such, they must either satisfy or be exempt Irom the debt limitation
provisions typically found In ihe applicable state constitution and. accordingly,

generally fall into one ol the following three categories:

1 &nera‘l Obllgatlon bOﬂdS, which term generally tefers to bonds that satisfy any
constitutional debt limitation and ate backed by the full faith and credit and taxing
power ol lhe issuing slate or local government. An example is the S10,000.000,000
State of Illinois General Obligation Bonds Pension Funding Series of June 2003
(Taxable), the largest POB issue to date A variation is full faith and credit limited
lax bonds payable from available general funds but wilhoul any obligation k levy

additional taxes. See discussion in Chapin 10

2 Ob||gat|0n5 ImDOSEd by Ia.W, wtliih term tilers to an exception let ogni/ed
in a few slates from the othnvvise applicable debt limitation <untamed in tile

state constitution It applies to obligations imposed on lie' state oi lonil
government bv the constitution or by statute or, in some cases, by couil judgment
as distinguished Irom a voluntaiv exen ise ol the burrowing puwet by the stale or
local government, Musi pension obligations would tjuahly and. in stales in which
the obligations imposed by law loncepl applies, bonds issued to hind those pension

obligations (POBs) arc* Ljiislileieid lo have the same legal charaetei as the pension
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obligations themselves. POBs issued in California during the past decade have all

been obligations Imposed by law. See discussion in Chapter 9.

POBs issued as obligations imposed by law generally cannot include reserves or
capitalized interest because those components ol the obligation are not considered
to be imposed by law. even on the theory they are essential to marketing the bonds
(because so many obligations imposed by law POBs have been issued without them)
On the other hand, costs of issuance may be included. The inability to include
capitalized inlcresl means that it may he difficult to achieve complete budget relief in

the early period following issuance of the bonds without resort to capital appreciation

bonds (CABSs).

3. Annua] a.pproprlatlon bOﬂdS, which term refers to bonds that aie not
considered debt subject to a constitutional debt limitation because the state or local
government issuer has no legal obligation to pay them and payment is therefore
subject to annual (or other periodic) appropriation of funds for that purpose at the
discretion of the legislature or governing body of the state or local government Issuer.
Examples include the $773.5 million POBs issued i 1996 for the Slate of New York

and (lie $2.8 billion POBs issued in 1997 lor the Stale of New Jersey.

4. Clmr In the mid-1980s and occasionally since, some cities and counties In
California issued POBs as so called asset-strip lease revenue bonds or certificates

of participation (COPs) The city m cotlnly leased existing facilities (with a value

at leasl equivalent to the amount of bonds/COPs to be issued) to ajoint powers
outlunity ot other governmental entity or to anonprofit corporation, simultaneously
leasing them back, the leaseback was assigned to a trustee and bonds/COPs were
issued secured by the leaseback payable Irom the city oi enmity's general fund, and
the proceeds ol the bonds/COPs weie paid to the pension fund net ol costs of

issuance and reseives and capitalized interest retained by the liustec

Il ceilain circutiisiJiH.es. It may also make sense to use revenue bonds as POBs

(lot example. If the issuer is a revenue pmdui lug enterprise, authoi.tv or distort)

(See also Chapter 10.)
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B. Credit Ratings/Borrowing Capacity

Because POBs replace existing pensior obligati' s, they are not generally viewed
as adding to the debt burden of the state or local government issuer (much like a

conventional refunding)." To quote the rating agencies:

"Moody, believes the e'" tnce of peasion obligation bonds (POBs) is one
effective way of addre , an unfunded liability. Sirire POBs reduce ihe cost

of funding an unfunded liability, their issuance is not by itself a credit weakness.
| lowever, the- planning and analysis conducted by a local government as pan of
the decision lo grant expanded benefits, the government's plan for funding any
unfunded pension liability, and its ability and willingness to budget appropriately
loi any'attendant higher costs, are reflective of the quality of the government's

overall financial management These factors, therefore, will he considered in our

assessment of agovernments general credit quality.

"Standard & Poor's factors the effects ol a pension obligation bond slraiegy into
lhe long-term rating of Ihe Sponsor Standard & Pout's lies viewed POBs as a
strategy for savings on carrying charges as long as the transaction was structured
conservatively and the assumptions were reasonable and attainable This
requires a clear financing plan including reasonable assumptions and manageable
leverage. Prudent expectations lot investment returns and the cautious use of
resultant savings help insure a POBs success. Another positive laitor for a
POB Is. of course, to he Ibrtunate enough lo sell the bonds in a low' Interest
rale envlionmeiil, thereby tu re "dug ihe spread between interest costs and

investment return expectation* and lowering the risk ol underperformance

“Fitch believes that POBs. if used moderately and in conjunction with a prudent
appn alt to investing the proceeds and other pension assets, can he a useful tool

in asset liability management. |lowever. a failure to lollow balanced and prudent

investment practices with respect lo PUB proceeds could expi e lhe sponsor lo

inaiket losses

Mote that to the extent the POBs lund the normal annual contribution, new lone, term debt is created
which could have an jffect on credit latings not present it the POBs tund only the 1jAAL
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Because a sponsor's unfunded pension liability is already factoied into the rating,
the issuance of POBs simply moves the obligation from one part of the balance
sheet to another. However. Filch notes that POBs create a true debt, one which
must be paid on time and In full, rather than a softer pension liability that i an
be deferred or rescheduled from time to time during periods of fiscal stress,

Consequently, POBs can have a significant effect on financial flexibility over time.

The aclual ratings on the POBs will depend primarily on legal structure. General
obligation bonds and annual appropriation POBs should be rated the same as the
issuer's other general obligation or annual appropriation debt. Obligations imposed
by law POBs are generally rated In between: a notch In'low die issuer's general

obligation bond rating and a notch above its lease or other annual appropriation debt.

C. Structures

Because POBs are generally payable directly from llic general fund of the state
or local governmental issuer, the struc ture of the bond Issue Is usually simple and

straightforward, varying primarily in Interest rale mode, using one or acombination

of the following:

1, FiXEd raIe bOﬂdS Because most POBs are issued, at least m part, lo achieve

interest rate savings, most POBs ate Issued as fixed rate bonds. The advantages

are the same as lived rate bonds generally, namely, lliey lock in interest cost and
with interest rales at historic lows, llils is a very allraclive prospect In itself 1 lie
disadvantages ate: (i) (he assigned inlerest rale on tile pension obligations lundec!
with POBs is not fixed, so interest savings cannot he fixed with ceit.iioiv (see Section
A of Chapter li), and (li) fixed rate taxable bonds .lie usually sold as iionuillahle so
they cannot be easily refunded or deleased il tales diop 01 i in uuisiantesi li.inge (see

discussion Section E ol Chapter ‘1).

2 Va.rlable rate demnd bOﬂdS Vaiiahle rare demand bonds are bonds die

holders of wlitk.Ilt may tenclei them back In the issuei or Ils agent upon slioil notice
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(usually 7 clays, but may be 1day. 1 month or other periods), for a purchase price
equal to par plus arcrued interest. As aresult, they bear interest at rates like, and
have some other characierlstics of, short term obligations. Variable rate demand
bonds generally require a bank letter of credit, standby purchase agreement or other
facility to assure liquidity in the event bonds are tendered and cannot lie remarketed.
Unless the issuer is highly rated, variable rate demand bonds are typically also credit
enhanced wi itli either bond insurance or bank lette; of credit or other credit facility.
The advantages of variable rate demand POBs are that (l) their interest rates are
generally lower Lhan fixed rale bonds, and (ii) they are usually subject to redemption
at any time ‘ithout premium and at no extra interest rate cost for the right to
redeem. However, while the interest rale usually starts out lower Ihan fixed rale
bonds, the rate is variable and subjects die issuer lo inlerest rate exposure and risk lo
die inlciesl rale savings objrc live and lo file risk arbitrage pension fund investment
objective lor issuing die POBs (see discussion in Sections A and C of Chapter 3).
Interest rates may be affected not only by market conditions but also by ihe financial
condition o! the Issuer or the credit provider oi liquidity provider In addition, there
are risk, costs and aggravation associated with renewal of any bank liquidity or credit
facilities, which usually have aterm of one lo live years, compared to the POBs whit li

typically have aterm of more than 20 years

3 AUCtIOﬂ I'BIG bOﬂdS Auction rate bonds appeal to be the most popular current
variable tale inode at this time because they do not require a bank letter of credit,
standby purchase agreement oi simil.it liquidity faillily required lot v.mable tale
demand bonds ot commercial paper. Ibis is because am lion rale bonds are not
|>utlable li.it k tu the Issuei but instead are subject to periodic auction (typically every
7. 2S oi 35 (lavs) il the lioldei would like to dispose ol lls bonds oilier llian by direc t
sale | be interest rale is reset by the auction jiili e and tends to be materially less
diali llie then current fixed rates (lor example, m file kill ol 11003. 7 day am lion rale
taxable POBs bure rates "Idoughty 1 05V 1.15."u compared to 30 year taxable fixed
tales ol approximately 505%) | lowever. there is no assurance tli.il auction tales will
not Hu lease to exceed the fixed tale at wlilt h |llie POBs cotlld have been originally

Issued Il there is an am lion with no buyers (i.e.. a killed am lion), the interest rale
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usually goes to the maximum rate (typically 12 to 15%). Failed auctions are rare.
Tiie primary reason they may occur is (i) a cloud oi some kind on the tax-exemption
of the bonds (for example, an IRS audit or challenge to the tax-exemption of similar
bonds), which is not arisk for most POBs because they are taxable; or (ii) ashock

lo the security for the bonds (for example, bankruptcy of an important source of
revenue) which is improbable with general fund obligations like POBs unless the

Issuer goes bankrupt (which states cannot do under U.S. bankruptcy law, and cities

and counties do very rarely).

4. |ndexed bOﬂdS. Indexed bonds are variable rale hoods that an- not subject to
tender back to the issuer and, therefore, do not require a bank liquidity facility, and
bear interest al a fixed spread over a market index (typically either ihree or six month
LIBOR) reset at the end of each accrual period (typically quarterly if three month
LIBOR is used or semiannually if six month LIB>. 1| is used). LIBOR refers tu the
London Interbank Offered Rale and is published daily as page 3750 on the felerate,
Inc news and information service (referred to as the Official LIBOR Page) Indexed
bonds of this type are used primarily lo facilitate marketing of POBs oulside of the
U.S. where investors are more accustomed lo LIBOR based Investments, but are ,!so
attractive io many U.S. investors aswell. Like auction rale bonds, index bonds may
be subject to redemption without penalty. However, also like auction rale bunds
llierc is no assurance that LIBOR indexed rates will not Increase to exceed the lixed
rate at which lhe POBs could have been originally issued. However, unlike auction
rales, lhe I.JBOR index is not aliened by events affetling the POBs issuei ut the
POBs. Index bonds may also be swapped to fixed more efficiently and with litlle or

no basis risk compared to auction or other variable rate bonds because the global

swap market is primarily LIBOR based

= CapltaJ appreCIatlon bOﬂdS Capital appreciation bowls (CABs) aie bonds
llial bear no ecirrcill Interest, which instead is acciued. compounded (usually
semiannually) and paid at the maturity of the bonds. | hey aie used primarily to
reduce debt service in the early years A sanation is convertible CABs. that function

as CABs for several years and then convert on a certain dale io mucin mlcivsi
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bonds (with interest paid on the then accrued value of the bonds, being the original
principal amount plus the antouni of accrued, compounded interest up to the
conversion date). The disadvantage of CABs is that higher rates of interest arc

required in order lo rnaikct them.

GSI\BpS If variable rate bonds are used, ihe resulting Inlerest rate exposure may
lie swapped to afixed rale, in whole or in part, using a floating to-fixed interest

rale swap. While swaps may often make a great deal of sense In this i ontext. they
are complex financial investments and beyond the scope of this pamphlet It is
important lo make sure that if a swap is to be used, il is consistent with die issuers
objectives and docs not itself expose the issuer to risks or consequences tile issuer
does itol fully understand or are inconsistent with Ils objectives. For example. If the
purpose of using variable rate POBs is io allow for refunding or early redemption if
rates drop or other circumstances change, the termination payment that may he due
on early termination of the swap may ollscl the benefit of and effectively prevent
refunding or redemption. There are also other circumstam es in which a substantial
termination payment may be due from the stale or local government such as default
of the swap provider or downraling of cither party’, as well as other terms that can b.

modified to suit the state or local government s objectives Expert advice should he

sought IxTore entering into any swap.

D. Payments to the Pension Fund; Whole or Part

POBs may be issued to pay all nr any pail nl lire IJAAI. or (depending on
applicable slate law) the normal annual mor.tnhutiwii.e Frequently, issueis i house
P. use POBs in fund only aportion ol the UAAL. generally to avoid in reduie the
concerns described In Chapin 4. |he portion ol the UAAI luinled may he (Il a

penrnlige iit llw (iil.il 11AAl asi-t the date ul Issuance ol ihe PCIBs, or (2) all <1

beprnding on -.tale law aim tinancrng structure, i! may also lie possible to finance tuture year's
normal annual contribution aml/ur unfunded kainlily created bv invesinienl losses run yci realised
doe to aito.iual smoothing methodologies (winch phase m investment gams ana losses over a period

ol. usually tto vy, years)

PENSION OBIKIAT'ON BONDS



certain years contributions to (lie UAAL. If agreed to by the pension system, the
second approach can result in suspension of all UAAL contributions during those
years (for example, the next succeeding 10 years). At the end of the period, the
UAAL will be recalculated and amortized over the remaining original term of the
UAAL. The risk ol this second approach to partial payment of lhe UAAI., which
is much less common than the lirst approach, is that if investment performance of
the pension fund is substantially below the assumed rate of return, there could he
a significanl increase in die amount of UAAL to he amortized over die remaining
term. To a degree, that risk can be addressed by subsequent issues of POBs (before

or after die date of recalculation).
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CHAPTER SIX

Tax Issues

A. Taxable Bonds

Mosl POBs are taxable. That is, inlerest ori the bonds is included in gToss income
for federal tax’ purposes, although they are usually exempt from income taxes of lhe
stale in which the issuer is located. This affects not only the interest rate al which
the POP are sold but also the types ol investors to which they are marketed (loi
example, corporate pension funds, charitable endowments and others not subject to
fedcial Income lax and. for som" of the larger issues, non-U.S. investois). 1here are,

however, a lew circumstances in which POBs may be tax-exempt.

W ily most POBs are taxable, with these few exceptions, is explained below.

B. Tax-Exempt POBs Prior to 1986 Tax Act

Prior io the enactment ol ilieTax Reform Ati ol 198li (die 1986 Tax Au j
i'OBs dial were properly slim ton d could bear interest dial was excluded from gross
mollle loi federal tax purposes. | lowever. to get tax-exempt Ircalnienl investment
of bond proceeds lor the benefit of the cove: d employees and former employees
had In be designed so 111 die issuerA'mployei did not benefit hum (he investment

in any way other than relieving lie issuei ol the responsibility of paying ils retirees

Il pioieeds deposited 111 the pension lund were expected lo lie invested in set unties
01 obligations with ayield higher rili tin- yield on die I'OBs, the issuersobligation

lo make adililion.il«outlitiiil lotis into ihe hind would be reduced 111 die future, a
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pioliiblled anticipated direct benefit from the investment of the bond proceeds by

the pension fund.

However, the situation was different where the issuer contracted with someone else
to take over tile responsibility of making payment to the retirees and paid lor that
transfer of risk with proreeds of ’OBs - for example, by purchasing an insurance
company annuity whereby the Insurance company took over all liability for the
payment of the pension benefits In that case, the insurance company bore the r.sks
and benefits of investment return - the issuer got no benefit from investments made
by the insurance company even if the expected investment return was reflected in
the price paid by the issuer tor the annuity policy. In addition, the purchase of an
annuity was nol treated as the purchase of a “security” or “obligation” under tire tax
law. A number of tax-exempt POB transactions were consummated in the early
1980's in which the proceeds were deposited into a pension fund and were used to

acquire insurance company annuity contracts.

C. Tax Reform Act of 1986; Transition Rules

- Stopping New Issues of Tax-Exenpt Pension Bonds. s a resut of e

threat of a proliferation ol tax-exempt POB issues, Congress decided ,_i amend the
tax law to prevent the investment of tax-exempt bond proceeds m annuity contrai Is.
New lules were adopted in ihe 1986Tax A'l "Inveslnienl type properly, including
annuity Contracts, was added to “securities' and "obligations' , potential .Ullage
investments. In addition, because of the urgency witli whu h it viewed the mallei.
Congress m. luded a special effective dale rule in the 1980 Tax Atl relating to annuity
contracts which applied to all bonds issued after September 25. 1985 | he r986 lax
Act essentially ended the issuance of lax exempt I'OBs loi the purpose of depositing
lit « proceeds Into i pension hind or for (lie purpose ol purchasing annuities lo replace

the Issuers responsibilities to its retirees, ext ept as dev hired below,

2. TranSItlon RU|eSf0r RerﬂdlngS Oﬂ:{BS lhe status of refundings ol pie !98b

Tax Act POBs Witt not specll mally addressed in the 1981)'lax Act In connection

with two latet t.ix acts, the technical Cotreillons Bill of 1988 and lei Initial and
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Miscellaneous Revenue Act of 1988, Congress attempted to clarify its position on
refundings. While the statutory language and legislative history are a bit confused,
the related House, Senate, and Conference Committee Reports Indicate that Congress
intended generally lo permit one advance refunding of pre-September 25. 1985 POBs
(at least where the amount of the refunding Is not greater than the amount of prior
bonds) Additionally, the legislative history indicates that Congress intended to
permit any number of current refundings ol pre-September 25. 1985 POBs where
the refunding bonds do nol additionally burden (he lax-exempt market, but merely

replace existing tax-exempt debt.

D. Columbus Case

lhe Slate of Ohio created a stale fund Inio which municipal corp .alions in lire
Stale were required lo transfer, on January |. 1967, all existing assels and liabilities of
tlieii local pension funds lor police and firelighters. Under the State law. all pension
liabilities accruing, after the transfer would be supported by current employer and
employee contributions However, wlule the State iund completely assumed the assets
and liabilities oi acity's retirement fund, llu: law mandated the city pay to the lund,
either immediately o- over lime, an amount equal lo the present value of the accrued

but unfunded liability determined at the time ol the transfer. Tlie City of Columbus

opted to satisfy its obligation ovei time lugether with the required interest

In 1998. the Stale modified the law to allow any city still owing money io the
lund in extinguish us remaining UAAIL. in return loi asingle payment equal to Ob'
of the tin ,i unpaid principal halame. ihe Ctlv deckled in piepay its obligation.
Howevei. upon hearing that the City was going lo issue las exempt bonds to Ilund lls
prepayment, representatives ol die Internal Revenue Semce notified die City drat
they would assert Ili.it Interest on these bonds would be taxable |lie Cuy sough! a

private leltei ruling Irom the Intelnal Revenue Servk e aid received an adverse idling

whu h it appealed to lhe lax Court

In the rouit piorecdings (hr Seivlie argued, among othri dungs, that die illscnunl

die City received on the prepayment ul its obligation to (he lund was a form ol
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investment return and thus created impermissible arbitrage profit. The Service
reasoned that the pricing of tire prepayment reflected the expectation of tire State fund
that It would be able to invest the amount of tlie prepayment at ayield materially
higher than the yield on the Citys bonds. As aresult, the Service believed that both
the City and Stale fund would benefit form the earnings on die investments. In
udditi n, the Service argued that the prepayment constituted tire use of bond proceeds
to acquire "investment-type property" at ayield higher than that on the bonds (after
taking into account the discount received on lire prepayment) in that absent the

discount pricing of the prepayment there would be no economic savings lor the City.

Ultimately, the City prevailed on appeal as the Court of Appeals concluded that
there was an existing obligation of the City to die State lund, the City would not
benefit from the investment of amounts by the State fund and the prepayment of the
Citys own debt obligation to the State fund did not constitute the acquisition of
investment type property by the City. The City was then able to refund Us obligation

to the State liitid by issuing tax exempt POBs.

W hile the unusual facts In this case have application beyond the City ol Coli.mhus
such application is likely to be fairly limited and to attract unfavorable attention

Ituni lhe Internal Revenue Service.

E Tax-Exempt Working Capital Bonds

W hile directly Issuing bonds lo deposit the proceeds into a pension fund does nol
appear lo he permitted nuclei current lax law eoveming tax-exempt bonds, in certain
cases it may he possible lor a state oi local government to indirectly lund the current
year s pension depos.I For example, astale oi local government may issue short
term lax or revenue anticipation notes oi long tenn working capital bonds to liiianu-
a cash How budget deficit oi a so-called slruclcii.il budget deficit | he deficit analysis
would milode any cash llow ili bcil relating in the stale oi local governments

obligation lo de posit amounts Into If. pension hind

It may IIf that this type of ftilant ihg Is best done so that the bond proceeds .ire

not required lo be deposited in the pension fund, licit rather, arc used to fund deficits
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created by working capital expenditures including the deposit of amounts into the
pension fund In other words, it is important that the bond proceeds not be "traced”

into the pension fund or required to be deposited there and the bonds should not be

railed Pension Obligation Bonds.

Among other things, long term bonds of this type would bring into play the
application of some complex federal tax rules relating to when proceeds can be
treated as spent, allocation of the deficit tn sizing the issue, permitted amortization
structure, the application of so-called "other replacement proceeds” rules, applicable
yield and other investment restrictions, post-issuance compliance matters, plus the
Intersection in sizing and In post-issuance compliance with the issuance of normal

lax or revenue anticipation notes and any other short term or long term working

capital obligations

E Investment of POB Proceeds in Municipal Obligations

I lie primary tax problem in the use of tax-exempt POBs to make a deposit lo a
pension fund is that the proceeds are not treated as spent, hut rather are treated as
Invested. Moreover, under the so-called “proceeds spent last' rule applicable to
working capital financings, these proceeds cannot be treated as paid out to pension
recipients until all other available amounts ate first expended, which as a practical
matter, means that lire proceeds will never be deem i expended. Unless the
investment yield oil the investments In the pension fund Is not more than the yield
011 the hoi Is, the bunds will become taxable arbitrage bonds In addition, tint

hedge bond” ruli . would result in lhe bonds being treated as taxable hedge bonds
unless Ihe issuer actually expected to spend the proceeds within a three or five-year

time frame, taking into account the "proceeds spent lasi rule

rwcver, under both me arbitrage rules and lhe hedge bond rules, inleresl on the
bonds used to fund the pension lund could he lax exempt il the issuei invested the
proceeds of the bonds ip niuiiic ip.il obligations the Interest on which is not subjett to
the alternative minimum tax (so called nun AM | municipal bonds). Undei these

provisions as long us lire amount ot non-AM | municipal bund investments In (he
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pension fund Is at least equal to 95% of lie amount of POBs outstanding at any
time, interest on the POBs will be lax exe npt. As the POBs ate amortized, there is a
similar reduction In the amount required lo be invested only In non-AMT municipal

bonds in the pension fund.

W hile this structure allows for POBs to be issued as tax exempt, the benefit of
the tax exemption on the bonds may be outweighed by the limitation on the type

of investments allowed with the proceeds.

G. Other Considerations: Effect on TRANs

Tax and revenue anticipation notes (TRANSs). arc typically Issued by state and
governmental units of all sizes to fund the annual cash (low deficit which arises due
to the timing mismatch between annual revenues and anti il expenses. TRANs are
almost always issued as short term notes with maturities cf 13 morilhs or less and are
repaid at or shortly after the end of the fiscal year by whii li lime it is expected that
revenues will have "caught up with expenses. To the ext r: the POB proceeds are
used to fund a deposit to the pension fund that otherwise would have been made otil
of current year's revenues, Ihe deficit will be Ilkclv be reduced by the same amount,
impacting the sizing of any TRANs Issued lor dial year. The one circumstance where
this would not happen is if trie calculation of the maximum cash How deficit used in
sizing the TRANs shows Ilint Il Is Incurred pnoi tu the lime of the pension deposit

In that case, die use of proceeds io make dial deposit would nol have any impact on

the size of the TRAN issue.
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CHAPTER SEVEN

Federal Reimbursement Issues

Certain costs of state and local government in administering programs under
grants from or contracts with the federal government are eligible for reimbursement
from Ihe federal government. Sucli costs include compensation and benefits,
including pension benefits, of stale or local govorninenl employees for Ihe time
devoted lo the administration of such programs. Such allocable pension benefit cosis
even include the Inlerest assigned to the slate or local government's unfunded liability.
Tlie principles governing such «'mimbursement are set out in Office of Management
and Budget Circular A-87 .some stales have similar programs for reimbursement ol

local governments lor cosis related lo the administration of slate programs.

POBs replace the state oi local government’s payment of some or nil of these
pension costs with payment of die principal of and interest on the POBs. Issuers
will waul lo be tomlorlable that the federal government svlll treal debt service on
lire I'OBs as die siitlogale loi llie pension obligations funded or refunded with lIlie
I’OBs and will continue to reimburse lls allocable share Stateniriils have been
issued bv die Office of Management and Budget and die Department of | Icaltli
and | lurnari Sen ices lo die elfecl that the POBs. Including printipal (n presenting
amounts paid to die pension lund). interest and costs of issuance, will be allowable
as lhe pension curls luudcd of refunded thereby, sn long as the POBs are not more
losdv to tin federal government than the regulai pension uists funded or refunded
ovei the remaining hie ol the unfunded liability. | he same principles should apply

to refunding POBs |imber details of lederal and state reimbursement piogtams are

licynnd die scope ol ilns pamphlet.
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CHAPTER EIGHT

New York

A greater number of POBs (roughly 95) have been issuer! by the state and local

governments in New York over the past decade than Irom any other state.

The issuance of POBs by local governments in New York w;is first authorized itt
1989 The State and Local Fmployecs Retirement System of the Stale of New York
C'ERS"). the New York Slate Police and Fire Retirement System ("PFP.S") and the
New York State Teachers Retirement System (“TRS", in the aggregate referred to as
the "NYS Retirement System") were all modified 111 1989 with respect to the method
by which the annua! contribution amounts were to be calculated in tin* future. As a
remit, each system was significantly undeifunded. requiring a "catch-up" payment to
return to actuarial lull funding. Participating local governmental units weie offered
the option of (1) amortizing the UAAL amount due by a dale certain through a
direct loan from the Slate which carried an 8% (forTRS) or 8V (for F.RS and
PFRS) r.rte of interest until lhe liability was lully met. or (2) financing lire UAAL
through the issuance of general obligation bonds over a statutory period (applicable
to the particular retirement system), or (3) paying cash by the date certain. Few local

governments, except small jurisdictions with few employees, look the third option

During lire period 1989 linough 1993, counties, cities and larger school tlisliicrs.
in particular, issued geneial obligation bonds lo pay oil tireir then current balance
of unamorlized UAAL whenever interest rates dipped sulfa ieutly to permit a lower
net interest rost on their own bonds than lire 8% or 8'/,% rate being charged by the
State Dining this period, local governments could issue ten year general obligation
bonds with net interest costs in the range ol (i‘b to 7,37.V?u depending cm their credit
rating, The 1989 legislation turihcr provided llr.rt at suth lime as the remaining

amortization period was less than five years, local governments could no longer issue
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their own debt !o pay of! (lit outstanding balances. Thus, with a permitted
maximum statutory amortization period of seventeen years for most UAALs, the

possibility of financing of the 1089 UAALs ended in the 2001-2002 fiscal year of

rr.osl local governments.

Beginning in 1995, the State adopted legislation almost every year creating new
retirement Incentive programs for various categories of State and local government
employees, largely to support a goal of efficient downsizing of government. Generally
the legislation establishing these ptograms did not at the .imc include provisions
for financing of the resulting unfunded liabilities. Such costs, which added lo any

existing UAAL, were paid cither by amortization through the NYS Retirement

System or by cash.

Concuriently in 'his time period, another type of pension-related program was
developed by lhe State legislature which authorized local governments to create
service awa cl and defined benefit programs for volunteer ambulance and fire-fighting
personnel, | he legislation permitted the financing of contributions to certain of
such piograms attributable to years of volunteer service rendered during die five yeais

prior lo adoption oi such progrants. Sucli financing cannot be amortized over a

period exceeding live yeais

In 2UU3, new legislation was adopted lor the purpose of structutal reform in the
method and mannei of emplciyei contributions to the NYS Retirement System,

which legislation also included U'.o ptovisicms lui lilt' Issuance o) POBs.

1 Local governments an* now petmilled lo issue POBs lor any outstanding
obligations lo Ihe stale foi any existing i cement incentive program f/.c..
the retirement incentive programs established annually m the years limit 1995
thiough 21)112) (This provision was dialled by 1lirick attorneys on behall

ol the New Yotk Stale Association o! Counties.) !lie amortiZJiUoi) peimd is

limited in live years

2 Similar to the 1989 legislation, a Ire al government (and the Slab itsell with
regard to Its own employees) is pcrmlUetl In unionize a peallon ol its nonn.tl

annual conliilnilion loi one listal visit that Is. local governments .lie permitted
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to amortize the amount clue mi December 15, 2004 to the ERS or PFRS
component oi .e NYS Retirement System (except deficiency payments,
adjustments relating to prioi year payments, obligations for retirement Incentives
or other similar amounts) to the extent that such amount exceeds 7% of the
estimated “pensionable salary" base for the then current fiscal year (2004-2005).
This “amount eligible for amortization may he amortized over a five year period
at 8% with the Slate, or local governments are authorized lo issue their own debi
obligations lo pay surh amount, wiili maximum maturity not to exceed five
years. On or about Ortobei |j, 2003, the Slate Comptroller is to del 'mine

the "amounts eligible for amortization.

The only lype of financing specifically authorized foi I’OBs in New York State
are genei.il obligation bonds (winch obligations Include a pledge of the full faith and
credit and taxing power of ihe local government). These bonds musi be Issued in
the same manner, under the same procedural requirements and subject to the same
debt limits and ulliel constraints as for any capital project of the local government
Mandatory oi permissive referendum requirements applicable lo general obligation
bonds of the particular lype of local government apply to bond resolutions
authorizing I’'OBs. Fo example, school districts must receive voter approval before
issuing debt for any purpose authorized bv the 2003 legislation. Note that the
legislation in 1989 exempted such school district POBs from the voter approval
requirement, tins omission in lhe 2003 legislation may be corrected dunng a future
legislative session) Likewise, lire districts would need pilot vote; approval. The bond
resolutions counties, n.wns and villages which authorize payment for live years
oi less are not subject to mandatory or permissive referendum. Similarly, illy bond
ordinances shemici not be subject to mundalois or pel missive referendum unless

specltied by applicable special ity rhaiiet piuvisions.

tline abond resolution lias been adopted by a local goseniinenl authorizing
the issuance nl I’OBs, It is genetally necevsarv tu publish a legal notice ol estoppel
ire luding asummary of the bond resolution and allow the 20 day estoppel period
to elapse pilot lo the sale ol the I't )Bs. ! he [toijiose ol the estoppel notice I', lo

ensure dial debt issued In the lo, al government <annul be challenged on any basis.
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procedural or otherwise, except on constitutional grounds once the estoppel period

elapsed.

The New York Slate Legislature has also authorized the State itself to borrow In
order to fund its UAAL on at least two occasions. In 1996, the State through the
Dormitory Authority ol the State of New York issued S773.475.U00 of I'OB. as
annual appiopriation debt. These bonds had afinal maturity in 2003. The 2003
legislation described above also amended the Stale Retirement ant! Social Security
Law to authorize (lie Stale io amortize a portion of lhe States contribution bill lor
the fiscal year ending March 31, 2005. The amortizable portion is calculated in the
same manner as that permitted local governments. Likewise, the Stan may either

amortize that portion through the office of the Slate Comptroller lor five years al

or issue POBs
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CHAPTER NINE

California

Pension obligation bonds had liieir start with the famous City of Oakland,
California pension bond financing In 1985. the first POB in the country, which
Orrick nelped to Invent and for which Il served as bond counsel. That financing
and a number of copy-cats trial rapidly followed were tax-exempt and primarily
driven by then legal arbitrage possibilities. As explained in Chapter b. tax-exempt
POBs largely tame to an end with the introduction of tax legislation that became

pail of the lax Reform Act of 1986

A new taxable vetsion of POBs surfaced in late 1993. During the lasi decade
since, tllirlce- ii so cities and seventeen oi so counties <) California have issued ovei
60 POBs (second only to New York) aggregating more than Sl | billion (more than
from any other state) W ith the exception of one tax-exempt transaction rule (see
Chapter 0C) POB transactions issued as lease levenue bonds, all of these POBs
have been issued under lhe local agency rebinding law (dialled by Orrick a few
yeais before loi other purposes) Callturnia <ilies and counties do nut have specilii
authority to issue POBs However, the local agency refunding law is available (o
all local public entities in California to refund piloi bore' or "other evidence of
Indebtedness | he pension obligation to the counts pension system.'ire California
Public Employees Retirement System oi other icliiemciit syslrm is memorialized as a

"debenture," 1hereby becoming an “"evidence oi indebtedness,” whu li i.m he leloiided

by PCIBs undei the lexal agency relunding law

' flie Stale of California enacted specific authority fur Sljs- POBs in 2001
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CITY/COUNTY
ISSUER I > TRUSTEE

The POBs an' typically structured as obligations payable Irom the general fund
of the city or county issuer. They ate not lull laitli and credit taxing power general
obligation bonds backed liy 'lie issuer's taxing power, because the California
Constitutions debt limitation requires such type ol bonds to be approved by tv. a-
thirds ol the electorate. Instead, California POBs have generally been designed to
be valid without, vo.er approval under ajudicially created exception lo the Stale
Constitution debt limitation, which exception is gettentlly referred to as obligations
imposed by law" See discussion in Section Ac! ol | baptei 5. Because tills exception
10 the Constitutional debt iinil was and is much less developed in the ease lav. (lew
cases tloi direr tly on polill) than the othci two judti ially created exceptii"is (lot
lease financing and revenue bonds) each POB issue n. California lus Ixs.ii validated

pursuant to California's validation statute (Code ol Civil Ptocedun* ijSjNIiO ft my/).

W hile (here have been mans validation actions for POBs. so bn (lies base all
ended svilli a default pidgnient and no published opinion, meaning Ibal they have

no precedenttai value oi applitalton to anv (tansai (lon olhet lhan die spec Hit

ndlisacdori(s) validated

Whal is validated in sum valldallon .itlions is nol legal pilntipics bill die bonds

.aid th, oilier principal legal ilmumenis approved In a bond resolution. Belnre die
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validation action Is liled, It is necessary for the state oi local government issuer to
first adopt tire resolution and author!?*: the bonds, the documents and the validation
action. The validation action is filed in die superior court of the county in which the
issuer is located, and ail order for publication of summons is received. Summons
can then lie published (usually in a newspaper ofgeneral circulation in the city oi
county in which the lIssuer is located), which takes a minimum of 21 days. If no one
answers die complaint by the dale specified in the summons, which must be at least
ays after completion of publication, the clerk can enter a default, and schedule a
hearing before the judge for die defaultjudgment (the timing of which will depend

on the Ji.isdictlon, and may be aday or two or, in some jurisdictions, at least 15 days

after the clerk enters the default).

So assuming the very best case, obtaining a validation judgment takes a minimum
ol 31 lo 46 days (depending on ihejurisdiction) alter filing the validation compla. it.
O| course, issuers are at the mercy of the judge and tile clerk, and il sometimes
takes a week or more to get an order for publication of summons, or longer than
15 tljys after the cleric enters adefault to schedule the hearing. In addition, the
judge could lake lThe matter under submission for an indefinite arnouni of lime
or even disagree Wills the proposed defaultjudgment, and decline lo validate the
transaction. Once granted, the defaultjudgment may be appealed onjurisdictional
grounds within 30 days. Therefore, it is typically assumed that the validation action
will lake approximately 60 days (not including ,c appeal period). It is generally
i oiwiden'd reasonable lo sell lIhe POBs without waiting for die 30 day appeal period

to run. assuming no one has answered tile complaint, because the grounds for appeal

are so nurmw. hut usually the bond closing does not occur until alter the appeal

pel lod has expired.

1l someone dues nnswei the complaint, then there is true iwn parly litigation on
die metlls While some expedited procedures are available, the .lining lot resolution
ol the litigation cannul Ik?predicted, and may take many months unless settled oi

abandoned So lai. no one has answered the complaint and dclault judgments base

been ubt.cited foi every <ay and county Pi IP>issuer | lowever, die same was not tiue

ol die Slate ol ('.ililumi.i whose valldallon i nmpiaml| was answered b\ the | luward

larvis taxpayers Association, and resulted in a decision on Scplemhci 23. 2003 by
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the Sacramento County Superior Court declining to valid ;th e States proposed

POBs. which decision, as of this writing, is being appealed by the State.

The validation actions can and usually do validate not only the POBs to be
issued but also any future POBs or refunding POBs. Not all validation actions
arc as inclusive or as | xiblc as they rould he (some leaving out Mure new money
or refunding POBs or costs of issuance or locking in semiannual Interest payment

Hate-, etc.). and must be carefully reviewed before relied on lor future POBs or

refunding POBs.

Note, as ment oned in Sertlon A2 of Chapter 5, that the ‘obligations imposed by
law" concept that Is generally used to support POBs in California does not support
reserves or capitalized inter t because inclusion of such components in the bond
issue arc considered volitional not mandatory (as evidenced by the numerous
California POBs issued without them) and therefore nol “obligations imposed by
law. Costs of issuance, on the other hand, can be included on the dieory that they
cannot be avoided The Inability to Include capitalized Interest makes achieving
current budget relief more challenging (see discussion ol .tinctureloptions In Section
C of Chapter 5). Alternatively, the POBs could be Issued as annual impropriation
bunds or asset-strip lease revenue boucc, (see Section A3 and "1 of Chapter 5), which

can Include reserves and capitalized interest.
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CHAPTER TEN

Oregon

State and local government issuers in Oregon have been among the most active
users of POBs lo finance their share of unfunded liability to die Oregon Public

Employees Retirement System. POBs are issued in Oregon either as limited lax

bonds or as revenue bonds.

Prior lo the passage of tlit Pension Bonding Act in 20Ul. lhe City orPortland,
Multnomah County and Josephine County issued significant sized POBs under
Oreguns Uniform Revenue Bond Act. In 2001, the Oregon Legislative Assembly
approved the Pension Bonding Act (which Orrick attorneys wen- involved in
drafting). The Pension Bonding Aet granted authority lo "governmental units,
ineluding cities, counties, school districts, special districts, public corporations and
intergoveiiirnenl.il coipotations, to sell full faith and credit obligations lor the

purpose of refinancing pension obligations POBs issued under the Pension Bonding

Act are nol subject to voter approval or annual appropriation and may be issued by

local governments individually or jointly.

Significant pooled POB issues have been done by Oregon school distiic Is.
comimimly college dishids and local governments In these transactions, the
p.irlkl|;.nits pledge the - lull faith and credit within the limitations of the Oregon
Constitution and Issue limited tax bonds payable Irom available general funds ol the
Issuer Available general funds include all acl valorem piopeily tax revenues ret eived
Imm levies nuclei each issuers permanent tale limit and all uthc-i uniestru ted taxes,
1b

lees, charges and icvt .mes legally available to pay debt service on the POBs

issueis are lint authorized lo levy additional taxes to |iav the- P( IBs.
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In the pooled school district and community college district transactions, Individual
districts issued limited tax POBs in favor of a bond Trustee, which in turn issued
obligations that represent a proportionate and undivided interesl in and right lo
receive POB payments pursuant to a Trust Agreement. The POBs were further
secured by an Intercept Agreement between the State Department of Education and
the school districts and community colleges under which thcTiustee was authorized
lo Inlercepl specific education revenues otherwise paid by the Slate to the school
districts and community colleges in an amount equal to the debt service on each
issuers POBs. Specific examples ul recently completed Oregon pooled POB issues
include: 5153,582.299.60 Oregon Community College Districts Limited Tax
Pension Obligations) Series 2008 (Federally Taxable); 5927,079,763.45 Oregon
School Boards Associalion Limited fax Pension Obligations, Series 2003 (Federally
Taxable); and $238,743,693.40 Oregon Local Governments Limited Tax Pension
Obligations, Series 2002 (Federally Taxable). Each of the pooled tiansailions have
been enhance' bond insurance. By pooling these transactions, the issuers were
able lo Inc ~ellie amount cf bonds sold, which increased access lo Investors, and

m lower Interest tales and reduce costs ol issuance.

INVESTORS

OBLIGATIONS
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Otherjurisdictions, including the City of Portland. City of Corvallis. Multnomah
County. Marion County. Josephine County, Eugene Water and Electric Board . nd

Portland Community College District have sold POBs on a stand-alone basis.

As an alternative lo issuing POBs as limited tax bonds pursuant to the Pension
Bonding Art as described above, issuers have the option to issue POBs as revenue
bonds pursuant to the Uniform Revenue Bond Act or the Pension Bonding Act
1 he Uniform Revenue Bond Act allows municipalities to issue revenue bonds for
any public purpose secured by designated "revenues,” which may include taxes and
virtually all oilier general and special fund revenues and receipts ol the municipalities.
Tlie Uniform Revenue Bond Act requires notice and a 60-day referendum period
during which revenue bonds are normally subject to referral to a vole of the electorate
if within the 60-day period 5% or more of the voter file petitions requesting a

vole on lire bonds. Revenue bonds issued pursuant to the Pension Bonding Act arc

exempt from this requirement.

In a special election on September 16, 2003, Oregon voters approved an
amendment to the Oregon Constitution that authorizes lire Stale Treasurer lo Issue
POBs .is general obligation bonds of the Slate of Oregon for the purpose ul paying
substantially ail ofthe State's UAAL. lire amendment provides that the general
obligation of the State must contain a direct promise oil hehall of the Stale to pay
the principal, premium, if any. and inteiesl on that indebtedness 7 he State also
Will pledge its full faith and credit and taxing power lo pay that indebtedness;
however, the ad Valorem taxing power ol the Slate may nol lie pledged to pay that
indebtedness The amount of POB indebtedness authorized by (lit amendment that
mav be outstanding at any tune cannot exceed IVu o* the real market value of all
piopertv In the Stale The Stale presently expects to issue approximately $2 billion
in I’()B\ and to list them on the Luxembourg Stock Exchange in order lo luiilituic

sales lo European Investors.

In 2(103 the Oregon Legislative Assembly made substantial i Manges lo Otegoil

PERS Plie amount of liligallon sunouiiding PERS in Oregon is iin leasing. and a
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number of challenges to the legislative changes are (lending in the courts Seveial
lawsuits have been filed in ihe Oregon Supreme Court and in the federal district
comt in Oregon seeking to have changes that were enacted to PERS enjoined or
declared an unconstitutional impairment cr contract or unconstitutional taking ol
prrierty Although these cases are not directly related to any particular bond issues,

their outcome could have far-reaching implications with rcspeii to PERS and related

liability.

AN INTRODUCTION TO

CHAPTER HEVEN

Similar To POBs

Pension obligations are similar lo other state and local government non bond
obligations, which it may be possible lo lund in a manner similar to POBs W hile
lliis pamphlet is intended lo cover primarily POBs, and 1licy aie the rnosl frequently
used and highly developed of (his category, il is useful tu note, al least briefly, that
there may be oilier applications of lhe same concepts discussed above. Several
examples (riot an exhaustive list) may Include such other actuarial!)- based insurance
or becnelit obligations as workers compensation, health benefits and unemployment
insurance or such non-acitiarial obligations Imposed by law as court rendered
lodgments for damages Jg..insi the state or local govcrnmenl and. in California,

iounty obligations under the teeter delinquent property tax program.
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Pension obligation bonds (POBs), the once-arcane debt instrument used to finance unfunded pension
liabilities, have returned with a vengeance after a brief hiatus, and are again making their mark on the
public finance landscape A number of conditions have fallen into place to spark this resurgence, including:

e The rapid growth in unfunded liabilities for public pension funds over the last few years, driven by
investment losses, benefit enhancements, and greater longevity of pension plan beneficiaries:

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

* The potential cost savings from a POB, as many slate and local employers struggle with budgetary
imbalances and other savings alternatives become scarce.

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

MHow POBs Work
While the financial implications of POBs are complex, the actual mechanics are relatively simple.
Generally, the municipal employer will use the findings from the most recent actuarial valuation, or have
a new valuation completed, to determine the pension system's unfunded actuarial accrued liability
(UAAL) Then, it will decide what portion of the UAAL (either all or a part) will be funded with the POB
In the 1990s most employers funded the entire UAAL. but for various reasons discussed below, many
now tend to finance less than the full amount Once the POB is sized and sold, the net proceeds are
placed in the pension trust fund to be commingled with the other funds, and usually invested according
to the existing asset allocation guidelines (see Chart) Thus, the pension fund experiences a rapid
increase in assets resulting in a higher funded ratio (actuarial value of assets divided by actuarial
accrued liability) For the POB to generate savings for the employer, *he investment return rate on the
POB proceeds must be greater than the interest cost of the bonds (and ideally equal to, or exceed the
pension system's investment return assumption), and the larger the spread between these to two rates
the better. The employer, as POB issuer and obligor, would then be projected to achieve lower total
pension contribution and debt service costs than it would have if it had not sold the POB

Pension Obligation Bond Mechanics

Issuer/employer Sell3 P06
(state O local gw/amment) POB proceeds
Debt Contributions
service
POB Retirement > Pension
repayment benefits 4 - — fund
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Brief History

While there were a few issues in the 1980s, the first big wave of POBs really came in the early 1990s.
By the end of the decade about $15 billion of POBs had been issued The years 2000 and 2001 were
slow from a POB standpoint, with 2000 correlating to the apex of U.S. public pension funding at an
average funded ratios of slightly over 100%, up from only about 80% in 1990 These robust funding
gains were fueled by above-average equity returns during the period and a general shift in the
weighting of public pension assets to this asset class from fixed-income. The corollary to a high funding
level is a lower or nonexistent UAAL. Falling funding ratios, now estimated to be heading towards the
90%, have been exacerbated by a combination of adverse circumstances, some uncontrollable and
some self-inflic*ed These factors include the decrease in asset values from poor equity returns and the
increase in liabilities from benefit enhancements and demographic changes (for example, members
living longer). The second wave of POBs, driven by burgeoning unfunded liabilities, has come on strong
in 2002 and 2003. As in the first wave, California counties have been leading the pack, and there are a
number of repeat borrowers, but there are also significant new players. The state of lllinois, which
issued in June of this year, now holds the POB record for sheer size at $10 billion — almost four times
larger than the previous record. Oregon sold a $2 billion issue last fall, and other states that have
recently completed or plan a POB sale include Kansas, Wisconsin, and West Virginia.

POB Risks

The principal risks to the issuer of a POB fall into a number of categories

« Arbitrage (investment return/POB interest cost);

* Leverage:
¢ rlarket risk; and
« Political.

POBs are essentially an arbitrage play, the success of v ich is dependent on the premise that the
pension fund assets (including POB proceeds) will earn on average more than the interest cost on the
POBs and hopefully the assumed investment return rate (generally about 8%) or better each year for
the life of the bonds If the bonds are sold at an interest cost of 6%, for example, the spread could
generate handsome savings if the investment returns goals are met over the life of the bonds. The
problem is that there is no certainty that the average 8% return will be realized over time, and therein
lies the principal risk of the POB to the issuer If the pension fund earns 8% or more on the POB
proceeds, then the result will be success by virtue of having to pay lower pension-related costs
(contributions plus POB interest) than without the POB However, if the investment return is I1"ss than
the POB interest cost, the transaction becomes a drag on cash flows Not only will the employer have
the new POB debt service costs but also higher contribution rates attributable to new unfunded
liabilities from under perfonning investment returns. If returns are above 6% (as in the example above)
but below 8%, the employer will have increasing contribution rate costs, but it would have had them
even without the POB. When investment returns are less than the POB interest costs, the POB puts
additional strains on financial operations rather than helping

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

Another factor in evaluating the success of a POB is that its full effect can only fully be tallied at final
maturity of the bonds. Due to market gyrations, a POB may look ' ke a great success for several years,
or even a decade, only to see investment gains erode, and at maturity are pronounced a failure
Conversely the exact opposite may be true, with poor results in the early years later overcome to
achieve projected benefits in the final analysis.

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

The risk of adding too much leverage is another factor for POB issuers to consider. Borrowing for y
purpose increases leverage, and incurring debt to pay unfunded liabilities is no different. While the
issuer is substituting one type of long-term liability (POB) for another (UAAL). there is a difference In
most cases, bond debt service is a "harder" obliga.on than the "softer" contribution payments used to
amortize the JAAL. Bond debt service must be paid in full and on time or the issue falls into default,
with wide ramifications. For certain employers, contribution payments, on the other hand, may be
temporarily deferred or reduced without serious negative consequences. Therefore, the size of the POB
relative to the total debt structure of the issuer must be measured in terms of what level of debt service
can be managed if actual future investment returns do not meet the original POB plan projections.

Because POBs generate very large infusions of funds into the pension system compared with the more
steady investment and reinvestment of interest, dividends, and contribu’ons by the fund, the plan for
investing POB pioceeds must be consi' ered Should the monies be invested according to the existing
asset allocation guidelines, or should I OB proceeds have a special allocation strategy because of
current market conditions or expectations'? If the chief investment officer of the fund believes that
international equities, for example, are overvalued, maybe a delay in filling that allocation would be
warranted. On the other hand, in that pension funds are long-term investors, most have stuck with their
traditional allocations for proceeds, escnewing market timing strategies Whatever the strategy may be,
it should be fully vetted before the POB sale.

Another aspect that few envisioned when this instrument was first initiated is the political risk hidden,
almost like a Trojan horse, within the POB structure As was mentioned in a feature on this subject,
("Pension Obligation Bonds: Unique Rating Documentation”, RatingsDirect. March, 4. 1999). POBs can
become victims of their own success. For example, if a POB is issued for the full UAAL, resulting in a
100% funded ratio and subsequent higher-than-average returns push the ratio to 110% or 120%, t! ere
will arise tremendous political pressure to dist'ibute the so-called "excess" funding by increasing
benefits, thus incurring new liabilities The excess funding touted in the late 1990s tun .ad out to be

lusory Even systems bolstered by POBs that did not increase benefits found themselves in under
runded positions following the market declines from 2000 to 2003. Those that fell victim to the siren's
song and increased benefits have even lower funding levels. Some pension funding ratios declined to
the extent that the employers' opted to go back to the market to issue POBs for a second time

MAnNalysis
The rating process for POBs basically parallels that of long-term debt wit, similar security plus with
certain additional analytical factors pertinent to the POB and pension system Most POBs issued to
date have a GO or general fund pledge Also, a high percentage of those sold have Deen additionally
secured by bond insurance. In Standard & Poor's analysis specific to POBs we focus on the effect of
the bonds on th issuer's debt structure and its ability to meet its obligations The financial review
includes the impact on both the balance sheet and the operaung statement or cash flows The status of
the issuer’s pension fund on a pro forma basis is also part of the review as with any similar analysis

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

needs?

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

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

goals and how will the POB impact these objectives?

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

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

problems

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

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

types of ratings

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

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

¢ Latest pension fund annual report;

* Most recent actuarial valuation and experience studies of the fund, and

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

Copyright <0 1934-2003 Standard & Poar s, a division ot The McGrawHill Conpanies : .
Al Rights Reserved Privacy Policy TreMcGrow Hit! Garperies
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State governments have a long history of providing retirement security for their employees-and in many
cases certain local government employees-through large, defined benefit pension systems, which,
throughout the 20th century, had been successful in meeting their intended goals. However, after state
pension funds reached their apex of financial soundness, based on funding levels, in 2000, they have
since deteriorated-in many cases precipitously-leaving most funds with the problem of managing new.
large unfunded liabilities. The rapid growth and significant magnitude of these liabilities has become an
increasing credit concern for many state ratings, reaching crisis proportions in some cases.

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

MHistorical Background

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

judges and safety officers

Public pension funds in the U.S., of which the lion's share of assets belong to state funds, have come a
long way from their humble beginnings-some dating to the beginning of the 20th century. Starting with
little or no assets to offset liabilities, and some initially operating on a pay-as you-go-basis, pension
funds gradually improved their funding ratios (actuarial value of assets divided by actuarial accruea
liability) to the 50% level in the mid-1970s, and further to around 80% by 1990. Early on, pension assets
were invested largely, if not exclusively, in fixed income investments Gradually, investment strategies
became more diversified, however, and by the end of the 1990s public funds had increased their
allocations to equities and other higher yielding a set classes significantly. This shift in allocations
coincided with, and to some extent was fueled by, the bull markets in domestic equities that lasted from
the early 1980s through fiscal 2000 At June 30 (the fiscal year-erid for most public pension funds),
2000, the average funding ratio for a'l U S public funds was slightly above 100%, and was even Higher

for state funds

The party to celebrate the final defeat of unfunded pension liabilities was short-lived, unfortunately, as
dark clouds soon began to appear Trends that would adversely affect actuarial balance impacted both
liabilities and assets Liabilities were being inflated not only by normal growth and inflationary pressures
but also by overt changes in benefits and actuar al assumptions The late 1990s saw a humber of
improvements to pension benefits, which automatically boosted liabilities, und the actuarial
consequences of many of these changes really kicked in after 2000 due to the normal delayed reaction
m contribution increases Demographic and lifestyle trends-along with the resultant assumption
changes, such as retirees iving longer (a global phenomenon) and more employees taking early
retirement-had a similar, expansionary effect on liabilities. However, the biggest component in the
steep decline in funding levels from fiscals 2001 to 2003 came from tne asset side, and was caused by
the bottom falling out of the domestic equity markets The investment return assumption requirement for
most public funds to maintain actuarial balance, about 8%, could not be sustained when the averagj
allocation to domestic equities stood at 40%-50% and the annual returns of the S&P 500 Index were
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negative 16%, negative 19%, and positive 2% in fiscals 2001, 2002, and 2003, respectively. The net
result was that, by June 30, 2003, average funding ratios for state funds had fallen from an average
overfunded level h 2000 to an estimated 80%-90% in just three short years. While the S&P 500 saw a
17% gain at fiscal year-end June 30, 2004, public pension fund actuarial results, on average for the
year, will not report major funding gains due to the effects of the actuarial smoothing of gains a"d
losses over a period of years used by most. With five-year smoothing, for example, a fund in fiscal 2004
would still be accounting for a portion of the losses (or gains) from the prior four years.

Alternatives to Improve Funding

The range of options to fix a pension mismatch of assets and liabilities is relatively narrow, and almost
all are difficult to implement due to legal, economic, or political impediments. Corrective measures
should act to stop or slow pension liability growth or grow assets, or both. From a liability standpoint,
most states have constitutional or statutoiy pension benefit praterhons that preclude any reductions in
benefits already promised to existing employees. One way around these restrictions is to close off the
current benefit to new employees and offer new employees a reduced level of benefits. This tactic of
creating a new tier of benefits has been used by a number of funds to reduce liability growth.
Completely closing existing plans and creating new. less generous defined benefit plans, and even new

defined contribution plans, is another option

Changing actuarial assumptions to reduce liabilities has been used in the past; the current demographic
and economic realities related to the major variables, however, make these options difficult The raising
of the actuarial investment return assumption to 8 25% from 8 00%, for example, would automatically
lower actuarial liabilities, all other assumptions being equal. However, the investment experience over
the past three or four years and current expectations would tend to preclude such a change at this time.

Th: principal options to improve pension balance by increasing assets fall into three mam categoiies

* The pension fund may alter its asset allocation strategy to enhance investment returns;
« The pension fund sponsor may sell pension obligat:m bonds (POBs). placing the proceeds in
the pension trust and thus reducing or eliminating me unfunded actuarial accrued liability

(UAAL); and
« Annual contribution rates for sponsors or employees may be mcre”ed

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

Some states as sponsors, have opted to pursue the POB route to significantly boost assets in one bold
move, while at the same time taking advantage of the projected lower carrying charges this vehicle
offers to a sponsor (For further information, see report titled "Pension Obligation Bonds Are Surging
After drief Hiatus," published Jan. 20, 2004. on RatingsDirect). While no panacea, POBs are basically
an arbitrage play based on the premise that, as a result of the bond proceeds being invested at an
expected yield above the cost of the bonds, net savings will be achieved by the sponsor over the life of
the bonds. In other words, after the issuance of the POB, combined debt service plus pension
contribution costs will be lower than they would have been without a POB The success of this formula
depends on the realization of a certain investment return, which is in no way guaranteed. Whether a
POB succeeds or fails cannot fully be evaluated until the final maturity of the bond, and it is a given that
some years will be winners and others losers. The bad years may add short-term fiscal stress to the
POB issuer (pension sponsor), which could be significant based on the amount of leverage the POB
exerts With most POBs having been issued over the past 10 years or so, it would be premature to
pronounce them an unqualified success (or failure). The best that can be said to date is that POB
results have been mixed, w'th some having met or exceeded expectations while others have come up

short based largely on the vicissitudes of market timing.

The last major option for increasing assets, and the most common alternative used to manage new,
unfunded liabilities, is to simply increase annual contribution rates. Indeed, a major principle of an
actuarially funded defined benefit plan is that if assets id liabilities become unbalanced, increasing



(or decreasing if the system is overfunded) contributions will bring the system back into balance.
Sometimes employ .e contributions are increased, but usually it is the sponsor that steps up to the
plate: the investn it risk of a public defined benefit plan and the burden nake good on benefit
promises are ultima ely the responsibilities or the sponsor Thus, the prin. pal byproduct of the current
state pension fundir. i crisis has been increasing contribution costs coming at a time when states, in
recent years, have been squeezed by weak revenues and burgeoning expenses, including security and

health care cost pressures.

How Are Soma States Managing Their Pension Liabilities?

Arizona.
The Arizona S .ate Retirement System, a multiple-employer defined benefit plan, provides pension

benefits for employees of the state, political subdivisions, and public schools, with more than 500
employers an'1222,000 active members. The system's funded ratio fell to 98.4% at June 30. 2003,
after a decade of more than 100% funding. As reported in the June 30, 2003, actuarial valuation, the
major contrif Jtor to this decline was investment losses for the year that resulted in a decrease in the
actuarial va e of assets by $1.2 billion. In November 2002, the state retirement system board
removed th requirement that actuarial assets be within 20% of market value, and changed the
period for r ,jognizing investment gains or losses to 10 years from five years. At June 30, 2003. the
system's market value of assets ($18.1 billion) was 77% of actuarial value The 2003 actuarial
valuation developed hypothetical contribution rates for both employees and employers (odd-year
calculations are not actually implemented) of 6.96% each, compared with 1.92% each in 2001

California.
Californ a has two large state pension funds: one for state and certain local emplcyees-California

Public T nployees' Retirement System (CalPERS)-with asse*s exceeding S170 billion; and the other
for tearhers-California State Teachers’ Retirement System (CaiSTRS)-with more than $115 billion
in assr's. These systems have been experiencing some of the same pressures as pension funds in
other states, and have experienced declines in funding levels. For example, the funded ratio for the
state mtember category of CalPERS had fallen to 84% as of “une 30, 2003, compareJ with 111% in
2000 state contributions to CalPERS for its employees, as actuarially determined, have risen from
$16' nillion in fiscal 2001 to $2 2 billion in fiscal 2004. In the same vein, the funded ratio for the

Ca j*RS defined benefit plan fell from 110% in 2000 to 82% in 2003. However total amounts

cr tr buied to CalSTRS by members employers and the state, as set by statute, increased just

‘v during th ame period.

A n mber of changes for both pension systems have been proposed over the last year. In relation to
Cr f ERS, the state's 2005 budget included certain pension reforms, such as a two-year delay of

co ributions into CalPERS from new miscellaneous and industrial employees, thus obviating the

st. e's obligation to make contributions on their behalf over that period A $900 million POR was

prc posed, the proceeds of which would be used to pay a portion of the current contribution payment
as opposed to paying a portion of the unfunded actuarial accrued liability like most other POBs.
Court validation of the POBs is being sought. The 2005 state budget also included proposals to
increase employee contribution rates and lower benefits for new employees to pre-1999 levels.

n December 2004. CalSTRS proposed a number of options to help address the funding deficiency
in its defined benefit plan. At June 30, 2003, the system's unfunded actuarial obligation totaled $23 |
billion. The first option was for the state to issue a POB to pay down the entire I' bility Other options
included a change in the amortization period of the unfunded liability and a nuniuer of changes to
how benefits are calculated. One option that could have a large effect on the amortization cost is to
eliminate the 2% benefit adjustment Several alternatives included increases in contribution rates by
all three contribution bases: members, employers, and the state

On July 1, 2003, the state did not make its full contribution payment to CalSTRS' supplemental
benefit maintenance account, although it did make the required payment to the system's defined
benefit program. The state paid $59 million of the $559 million required supplemental benefit
maintenance account amount In October 2003, CalSTRS fiied suit in Sacramento County Superior
Court to have the $500 million payment restored. The state is currently defending the action

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



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

benefit pension plan for participating employees. The plan is administered by the state division of
retirement in the department of management services. Participation by local governments in the
state is optional, but is generally irrevocable once the government opts to participate in the plan.
Currently mere are 866 participating employers and 956,875 individual participants. Of the total
participants, 23.5% are retirees and beneficiaries. Contrary to trends for most other states, the
actuarial value of assets in the system has consistently exceeded the actuarial accrued liabilities ;n
recent years. The funded ratio of the pension system has ranged from 112% in fiscal 2004 to 118%
in fiscal 2000. Investment performance in fiscal 2004 was strong, wilh a return of 16 6% compared
with the 7.75% assumed rate of return The actuarial value of assets at July 1, 2004, was $106.7
billion. The solid asset position of the Florida Retirement System has provided budget relief in the
form of lower contribution requirements for the state and participating local governments.

lllinois.
lllinois sponsors five defined benefit retirement plans for about 630,000 members and annuitants,

including public employees, teachers, university personnel, and judges By 2003, the funded ratio of
the lllinois funds ranked near the Du'tom compared with other states inthe U S Contributing to the
$26.9 billion increase in unfunded liabilit.es from 2000 to 2003 were'

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

Adding to the state's pension woes is a 2002 early retirement incentive plan for state employees,
wh'ch resulted in a liability that, at $2.5 billion, was quadruple the original estimate Part of the
variance was due to a much larger number of employees (11,032) taking part in the program than
originally projected (7,215). Due to the requirement ~f i iC-year amortization of this liability, the early
retirement program contribution for 2005 is $382 million, compared with the originally projected $70
million

In 2003, the state sold a $10 billion POB, the largest on record, using the proceeds to fund a portion
of the UAAL ($8.1 billion) and to pay ($1.9 billion) the state's current pension contribution for fiscals
2003 and 2004. The POB increased the combined system's funded ratio by seven percentage
points At the end of fiscal 2003, the funded ratio for the combined systems wa,, 57% 'after qiving
effect to the POB), and the UAAL was $35,8 billion

New York State.

The New York State comptroller is the sole trustee of the state's common retirement fund, which
includes all assets of the New York State Retirement System. Members of the system are typically
employees of New York State or employees of municipalities in the state (excluding New York City)
As of March 31, 2004, there were 2,985 participating government employers in the system The
overall membership in 'he system exceeds 970,000; this includes 641,721 members and 328,357
retirees and beneficiaries. Overall, membership has expanded continuously, but the growth from
retirees has been most significant. Retirees now make up 34% of the system's members, compared
with 26% in 1990 Benefit payments continue to rise, reflecting impiovements in final average
salaries, cost of living adjustments, and benefit improvement The increased benefit payments,
coupled with the performance of the stock marke. after 2000, i. ive required significant employe,
contribution ircreases, with significant increases forecasted for the next two years as well At March
31, 2004, about 63% of the pension system assets were invested in various s'acks. For the largest
component in the system-'he New York State and Local Employees’ Retirement System-employer
contributions had averaged 1 75% from fiscals 1996 through 2003. Contributions will increase in
fiscal 2004 to 5.9%, totaling 31.2 billio . This rate is projected to more than double in fiscal 2005 to
12.9%, ora $2.6 billion contribution, followed by an estimated 11.4% contribution late in fiscal 2006.
Similar increases are forecasted in the New York State and Local Police and Fire Retirement
System (PFRS) for fiscal 2004 The contribution rates for fiscals 2005 and 2006 are projected to be
even steeper for PFRS, however, growing to 17.6% and 16.3%, respectively These contribution
increases have been, and will continue 'o be, a significant source of budget pressure for the state
and its local governments The legislature has allowed a portion of the increase to be funded with
the issuance of bonds or a loan from the state comptroller For governments that choose this option,
fixed costs to service pension contributions will include an interest component, with the fixed costs
extended for up to 10 years. The system uses the aggregate actuarial funding method, which does



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

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

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

In 2003, the state initiated a number of reforms to OPERS, including

* Modernizing the mortality tables and requiring regular updates;

« Shifting future employee contributions to a defined contribution plan,

« Converting the annual 8% guaranteed rate of return to an assumed 8% to be received over
the length of members' service;

* Temporarily suspending future cost of living increases for retirees in certain instances, and

« Creating a new, more independent, retirement system board.

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

The legislative changes to OPERS resulted in an estimated reduction in the state's UAAL to $2 2
billion from $4 6 billion. A number of lawsuits have been filed challenging some of the OPERS
changes. The state intends to continue to defend the challenges. In October 2003, the state sold $2
billion of GO POBs to further reduce its UAAL The preliminary results of the OPERS 2003 actuarial
valuation reported the pension system's funded ratio at about 97% Employer contribution rates
under the valuation showed an increase to 18.27% from 9 96%.

West Virginia.
The West Virginia Teachers' Retirement System (TRS) is a multiple-employer, defined benefit plan
for 55 county school systems, certain state higher education employees, and .he state boards of
education and h gher education The state provides substantially all funding for the system TRS has
occupied the bottom rung among state plans in terms of funded ratios for some time As of July 1
2003, the funded ratio was 19%, and the UAAL was $5 1 billion The state supreme court has ruhd
that the UAAL of TRS is a pubi lebt, and has required the state to fund TRS in an actuarially
sound manner This requirement entails the elimination of the UAAL over a 40-year period beginning
July 1, 1994, enabling TRS to meet cash flow requirements to fulfill future obligations to members

While for a number of years West Virg.nia has attempted to clear the way to issue a POB to help
lower or eliminate the UAAL in TRS anc other state funds, its efforts have been blocked by legal
issues, including the requirement for vott approval. If bonding is not 3n option, the state may have
to pursue other a.enues to cure its pensioi ills.

~ Looking Ahead

States are under varying degrees of pressure to fund the burgeoning liabilities of their pension systems
The common theme lies in developing strategies to manage increasing contribution rates at a time
when other demands are conspiring to break the budget, growing health can., education, and security
costs to name a few Options to reduce pension liabilities or even slow their growth, and thus moderate
contribution rates, are few and usually difficult to bring to fruition. Even with adequate investment
returns, the pension funding problem will be in the forefront for J least a few more years, and possibly
much longer if the markets don't cooperate. As if pension liabilities were not enough to handle, states
and other governments will soon have to deal with funding issues related to liabilities from Other
Postemployment Benefits (OPEB)-largely retiree health care costs. The GASB has established new
accounting rules for reporting on OPEB liabilities. (For further information, see report titled "Reporting &



Credit Implications of GASB 45 Statement on Other Postemployment Benefits,” published Dec. 1, 2004,
on RatingsDirect.) Both pension and OPEB liabilities will act to constrain ratings over the foreseeable
future.
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What do the volatility in equity prices and the decline in market indices over the pastyear or two mean for
the security of public pension investments and, further, whatis their effect on the strategy, used by a
numberofgovernmental pension sponsors over the lastdecade, of selling pension obligation bonds to ' d
the unfunded liability of their pension funds? Specifically, given the current and expected market
conditions, was the POB strategy a good idea and, if so, does it still have validity, and does this technique
represent aviable opportunity for governmental sponsors who may find themselves wrestling with
unfunded liabilities as a iesult of the declines in equity performance?

Brief History

While a few POBs were done in the 1980s, they really came into then own in the 1990s with more than $10
billion being sold Over lli»* last two years, only a few, relatively small, POBs have been floated The
average principal amount tor POBs ranged from $100 million to $30f million with a few exceeding $1
billion or more. Most POBs issued to date have been general obligation or general fund secured,
capitalizing on the cred- quality of the pension system's sponsor.

The POB Experience Through 2000

W ith (his kind of debt instrument, timing * very important and issuers of POBs in the early- to nud-1990s
could not have had better timing. While public pension funds during the 1990s were boosting their alerage
allocations in domestic equities fr >m 35% to almost 50%, the returns on this asset class were sustained at
levels well above the historical experience. The average annual increase in the S&P 500 index for lhe 10
fiscal years ended June 30,20u0 .most public pension funds have June fiscal years), was alniosi 'A%,
eompaied to a historical averag' ofabout 10%. The five-year total portfolio return for public funds has

a\l rraged more than 13%. These performances should be viewed in the context ofaverage investment
return assumptions for public » ision systems ofonly about 8%

Following the issuance of POBs to increase the funding status or to fully fund a system, this excess return
phenomenon could easily result m funded ratios greatly exceeding 1(X)% However, in that aetuarially
funded pension systems tend to be self-balancing, thisoverfunding imbalance would have been corrected
I'y actions taken to affect cither the pension fund’s assets or liabilities, or both, hi these circumstances,
pension fund sponsors would, upon the recommendation of their actuaries, decrease or temporarily
eliminate pension contributions (contribution holiday), thus slowing the growth ofassets. On ihe liability
side, some sponsors made the decision to improve employee -encfits, instantly increased liabilities but also
balancing overfunding. Regardless of how die “problem" ofoverfunding was managed by sponsors or

pen ion funds that used POBs pnor to fiscal 2000, POBs produced, as promised, an economic benefit and

in most cases it was subslantial



2001: Harbinger of Tough Times for POBs?

For the fiscal year ended June 30,2001, the SAP 500 declined 15.8% (and fell a furn.er 15% in die next
quarter), which was its wor_* p rforman:e since fiscal 1982. This fiscal 2001 result followed the below-
average performance ofpositive 6% for fiscal 2000. Following two decades ofabove-average equity
returns, it is probable that these returns will approach the historical pattern going forward

While a long-term environment of weak investment returns will lower pension funding lev Is, it may be
premature for issuers of POBs and pension funds in general to adjust investment expectations based on the
most reccni results. A; more data become available, if it is apparent that a trend is developing, some
reactive changes made he needed. Regardless of the causes, any investment uniiorperformance over an
extended period oftime will lead to actuarial losses and new unfunded liabilities, resulting in the need to
increase contribution rates to bring the systems back into balance. It should be keptin mi .d diat such a
need would be in sharp contrast to recent years, vhen a decrease in the needed contribution rales actually
provided budgetary flexibility for fund sponsors. Many funds now use smoothing methods for actuarial
purposes invaluing assets to spread investment gains and losses over up to five years. This practice would
temper the effects of the fiscals 2000 and 2001 investment return experience. With five-year smoothing, for
example, only 20% of the fiscal 2001 losses would be included in the June 30,2001 valuation, which
would still be taking into accountprioryear gains as far back as 1997.

No matte' how sponsors who utilize a POB strategy choose to manage their actuarial gains from the excess
investment returns following POB sales (lower contributions or increased benefits), most are likely still
fully funded, albeit with a lower cushion. In a long-term lower return environment with declining funding
‘evcls, those systems that have taken the bulk oftheir excess funding out of their POB structure may see

trouble ahead.

For example, say a state sold POBs in 1985 with a 30-year amortization to fully fund its retirement system
and had average annual investmentreturns of 12% against its investment assumption of 8%. Howevei,
instead of permitting the natural increase in the funded ratio that these conditions would have caused, the
state managed its funding ratio, through contribution holidays and benefit improvements, to maintain the
ratio at around 100%. Ifwe are in fact heading into a lower return period (the average annual increase in
the SAP 500 for the 1Byears from 1966 to 1982 was a meagir 2.7%, for example), the state may liave
already reaped all its gains from the transaction structure and beheaded for losses If actuarial losses start
to be incurred, contributions will have to increase. If returns fall below the interest cost on its POB that will
mean that the POB will have become anet financial drain. If investment yields fall below POB interest
cost, tolul uobt service, including that on the POB, plus normal and new unfunded actuarial accrued liability
(due to low returns) contributions, will now oc higher than if the POB had not been sold. Tojudge the full
effect ofa POB, however, any future losses have to be weighed against prior period gains, With a POB, its
ultimate success, or failure, can only bejudged at its (trial maturity is appr ehed The financial dynamics
may be awinning formula for 25 years, for example, and then a losing one in the last five veais (or vice

versa).

POBs Going Forward

Standard A Poor's factors the effects of apension obligation bond st:ategy into ox long term rating of lhe
sponsor Standard A Poor's hasviewed POBs as a stiateg. for savings on carrying charges as long as the
transaction was structured conservatively and the assumptions were reasonable and attainable This requires
a clear financing plan including reasonable assumptions and manageable leverage Prudent expectations for
investment returns and ihe cautious use of resultant savings help insure a i'OB's success Another positive
factor for a POB is, of course, to be fortunate enough to sell ihe bonds in a low interest rale environment,
thereby increasing the spread between interestcosts and investment return expectations and lowering the
risk of undcrperformancc. The long-Icim expectations for investment returns have not yet clianged because
of the recent return experience or current economic and political conditions and public funds will rely on
diversification of investments to maintain necessary total returns. Thus, a sound POB plan today should he
as viable as it was 10 years ago. The 2000 Public Pension Coordinating Council Survey of Slate and Local



Government Retirement Systems reported total public pension fund unfunded liabilities at more than $100
billion, which would be the theoretical limitof POB bonding capacity nationwide.

Conclusion

Pension obligation bonds, despite recent equity market gyrations, have largely been aboon to the sponsors
who have used this strategy. Over the last 10 years, during which period the vast majority ofthese bonds
were issued, investment yields have comfortably exceeded the investment return assumptions of public
pension funds and the interest costofthe POBs, generating handsome actuarial gains.

Do the math: actual return ot approximately 12% minus expected return of 8% equals 4% gravy. Some of
the gravy was used to lower current contributions and some to increase benefits. By any economic measure
POBs have been a success. However, fora POB to be a total success the math has to work (or generate net
savings) over the full amortization of the bonds and for most POBsS we are not even halfway there. To use a
baseball analogy, POBs are ahead 3-1, but it's only the fourth inning. If the POB plan was sound to begin
with, they should still be winning at the final out. The sane ingredients that helped outstanding POBs
succeed-conservative planning and expectations coupled with fortuitous timing—will also help future
POBs to be a viable alternative for savings.

Copyright © 1994-2002 Standard & Poor's, a division of The McGraw'-llill Companies All Rights
Reserved Privacy Policy
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Many Oregon jurisdictions have chosen to finance PERS liabilities with bonds.

mm Original statutory authority provided to local governments and school
districts in 2001 for issuance of "full faith and credit obligations/"

™ mmJurisdictions also granted authority to enter into intercept agreements

Swiswx with the State, whereby operating funds were additionally pledged. This
g e approach resulted in "State" credit rating.

?lve T j A pe-<

mm State Constitutional amendment approved by voters in 2003 authorizing

the State to issue GO bonds for its share of the liability. VVoter approval

margin was 55.25%.

mm Bond proceeds are placed Iin a "lump sum account' for benefit of
employer. Earnings and losses directly accrue to that account.

mm|_ ump sum account is used to provide prepayment credit on payroll rates
charged to jurisdictions.

mm Although bonds have to be sold on taxable basis, interest rates for most
borrowings have been well under 6%.

T, ‘aCd>& *e

BS



