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To: Board of Mayor and Aldermen

From: Eric Stuckey, City Administrator
Russell Truell, ACA Finance

Subject: Pension Obligation Bond - Initial Resolution

Purpose
The purpose of this memorandum is to provide information to the Board of Mayor and Aldermen (BOMA) for

consideration of an initial resolution to issue pension obligation bonds.

Backzround

In January of this year, the financial advisor to our Pension Plan initiated a discussion about the issuance of
pension bonds. Through the year, staff has collected information about the subject and asked to be included in
Private Chapter 467, passed by the Legislature in this year’s term. The legislation allows certain cities to issue
pension obligation bonds and sets a high threshold in financial condition to be able to do so. The City of Frankiin
fits that description.

Having advised against issuing pensions bonds for many years, both Dahab Associates, our pension advisor and
PFM, our debt advisor, have concluded that it may be advantageous to issue such bonds given current
circumstances. Those circumstances include current low interest rates for municipal debt; rising interest rates
for bonds and other investments; changes in Government Accounting Standard Board (GASB) reporting rules
that now require unfunded pension liabilities to be included on the balance sheet in future financial statements;
and the announcement by Moody’s rating services that they will use a stricter standard for calculating unfunded
liabilities than that of the GASB.

After several discussions among the Pension Committee, a proposal to issue up to $10 million in pension
obligation bonds was unanimously approved at the August meeting. The Budget and Finance committee
reviewed some of the material at their August 25 meeting, and forwarded the issue, without a recommendation,
for discussion to the BOMA work session.

Financial Impact
The financial impact of issuing pension bonds is impossible to determine with precision,

PFM reports that bonds with a final maturity of ten years could be issued at an interest rate of approximately
3.05%. Dahab Associates reports that earnings on our pension investment could range between 5% and 8%, on
average, over that period. If our advisors are correct, the City would benefit by the differential between the two
rates. The City would also benefit by reducing the unfunded liability more quickly than is currently formulated in
our actuarially required contributions from operating budgets.

Recommendations
Staff recommends Board approval of the initial bond resolution.
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RESOLUTION NUMBER 2013-58

INITIAL RESOLUTION AUTHORIZING THE CITY OF FRANKLIN,
TENNESSEE TO ISSUE ITS GENERAL OBLIGATION BONDS IN THE
AGGREGATE PRINCIPAL AMOUNT OF NOT TO EXCEED 10 MILLION
DOLLARS ($10,000,000)

WHEREAS, the Board of Mayor and Aldermen (the “Board”) of the City of Franklin,
Tennessee (the “Municipality”) desires to authorize not to exceed $10,000,000 to finance certain
unfunded pension obligations described below.

BE IT RESOLVED by the Board that for the purpose of financing (i) certain unfunded
pension obligations arising from the City of Franklin Employee Pension Plan administered by
the Municipality; (i) payment of legal and fiscal costs incident to the foregoing; and (iii)
payment of costs incident to the indebtedness described herein, the Municipality shall borrow
money and incur indebtedness through the issuance of its general obligation bonds in the
aggregate principal amount of not to exceed $10,000,000 which shall bear interest at a rate or
rates not to exceed the maximum rate permitted by law and which shall be payable from ad
valorem taxes to be levied on all taxable property within the Municipality in an amount sufficient
to pay when due the annual amount payable by the Municipality for the bonds as and when it
becomes due and payable,

BE IT FURTHER RESOLVED by the Board that the Recorder of the Municipality be,
and is, hereby directed and instructed to cause the foregoing initial resolution relative to the
issuance of general obligation bonds in the amount not to exceed $10,000,000 to be published in
full in a newspaper having a general circulation in the Municipality, for one issue of said paper
followed by the statutory notice, to-wit:

NOTICE

The foregoing resolution has been adopted. Unless within twenty (20) days from the date
of publication hereof a petition signed by at least ten percent (10%) of the registered voters of the
Municipality shall have been filed with the Recorder of the Municipality protesting the issuance
of the general obligation bonds, such bonds will be issued as proposed.

Adopted and approved this 24th day of September, 2013

ATTEST:
Eric S. Stuckey Dr. Ken Moore,
City Administrator/Recorder Mayor
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State of Tennessee
PUBLIC CHAPTER NO. 467

SENATE BILL NO. 875
By Henry, Johnson

Substihied for: Houss Bill No. 724
By Stewart, Powell, Sargent

AN ACT to amend Tennessee Code Annotated, Title 9, Chapter 21, nelative to the definition of
"certain unfunded pensicn obligations” for which local governments may issue bonds.

WHEREAS, pension liabilities for local govemments are increasing and becoming a growing
financial burden for local governments in this state; and

WHEREAS, it would be in the public interest for local governments to have additional means
by which to fund their increasing pension ligbilities; and

WHEREAS, state law currently permits local governments to issue their general abligation
bonds and revenue bonds for "centain unfundad pension obligations," as such term is defined in the
Tennessee Code Annotated; and

WHEREAS, the cument historically low interest-rate environment presents local govemments
with a unique opportunity tc borrow monies at a rate cheapar than the rate on which they would eam
on the investment of such funds; and

WHEREAS, the issuance of bonds by local govemments and the subsequent investment of
such bond procesds at a rate higher than the rate at which they were borrowed would provide local
governments with profit eamings with which to fund thelr pension liabilities; and

WHEREAS, to permit the greatest number of local governments to take advantage of the
opportunities presented by this interest-rate environment to fund thelr pension liabilities, it is
necessary to expand the definition of “certain unfunded pension obligations” for which local
govemnments may issue their bonds; and

WHEREAS, the State Funding Board and the Comptroller of the Treasury shall retain their
ability under Tenneesee Code Annolated, Section 9-21-127, to reject any proposed issuance of
bonds by local governments to fund their pension obligations; and

WHEREAS, fo provide local govemments with additional means by which to fund their
increasing pension Nabifities, the Tennessee General Assembly desires to expand the definition of
"certain unfunded pension obligations” in Tennessee Code Annotated, Section 8-21-105, for which
iocal governments may issue their bonds; now, thersfore,

BE IT ENACTED BY THE GENERAL ASSEMBLY OF THE STATE OF TENNESSEE:

SECTION 1. Tennessee Code Annotated, Section $-21-105(4){A), is amended by inserting
the fellowing as a new subdivision:

{iv) Pension benefils for past service of employees of & local government which is
either (A} a metropolitan govemment with a general obligation rating of at least Aa1 (or its
equivalent) from one or more nationally recognized rating agencies or (B) a municipafty with
a general obligation rating of Aaa {or its equivalent) from one or more nationally recognized
refing agencies that is located within a county with a genersl obligation rating of Aaa (or its
equivalent) from one or more nationally recognized rating agencies and, in efther case,
whose pension benefits arise from a defined benefit plan administered by the local
government;

SECTION 2. Tennessee Code Annotated, Section 9-21-105(4)(A)(i}, Is armended by delsting
the language "or" after the semi-colon at the end of the subdivision.
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SECTION 3. Tennessee Code Annotated, Section 9-21-105(4)(A)(#i}, is amended by adding
the fanguage "or" after the semi-colon at the end of the subdivision.

SECTION 4. Termessee Code Annotated, Section 9-21-105(4), is amended by inserting the
following as a new subdivision:

(D} Subdivision (4){A)(iv) shall cerase to be effective on July 1, 2015; provided, that no
bonds issued pursuant fo this subdivision (4) prior to July 1, 2015, shall be rendered
ineffactual;

SECTION 5. Tennessss Code Annctated, Section 9-21-127, is amended by inserting the
following after the first sentanca:

A local govemment that issues bonds for certain unfunded psnsion obligations pursuant fo
§ 9-21-105(£)(A)(iv) shalt not be required to receive a recommendation by the comptroller of
the treasury or the comptrolier's designes or the approval of the state funding board if (A} the
principal amount of the bonds is amortized over the term of the bonds such that the bonds
are not balloon indebtedness (as defined below) and (B) the local government has (i)
adaopted a debt management policy in compliance with guidelines promulgated by the state
funding board; (i) avaliable for public inspection its financial statements prepared in
compliance with generally accapted accounting principles for state and local govemments
with an unquatified auditor's opinion for the two most recent fiecal years; (i) presented o its
governing body at a public hearing an explanation of the risk exposure associated with such
bonds, economic and demographic assumptions used in the funding assumptions,
alternative funding options considered, issuance costs associated with the proposed bonds
and any conflicts of interest among the professionals invalved (if disclosing such confiicts
would not viclate any rules of professional conduct); (iv} engaged or will engage a financial
advisor, bond counsel and actuarial consultant in connection with the issuance of such
bonds; {v) a full-time finance staff of at least three (3) persons; and (vi) an audit committes.
As used hersin, the ferm "balloon indebtedness® shall mean any bond (A) twanty percent
(20%) or more of the principal amount of which is payabie during any twelve month period or
(B) fity percent (50%) or more of the principal amount of which is payable Ih the aggregate
twenty (20} years or more after the date of issuance.

SECTION 6, This act shall take effect upon bacoming law, the public welfare requiring it.




GASB Issues New Pension Standards

On June 25, 2012, the Governmental Accounting Standards Board (GASB) approved two
pronouncements that will significantly impact nearly every governmental entity. These standards
were published on August 2, 2012, and are “intended to improve the accounting and financial
reporting of public employee pensions by state and local governments.” How will these
standards do that? The main intent is to have more clarification by showing the liability for
pensions on the balance sheet rather than in the notes to the financial statements.

So what exactly does that mean? It means that state and mmunicipal governments must not only
report as a liability the difference between “the contributions they are required to make fo &
pension plan in a given year versus what is actually funded” (the current requirement), but
governments must also report the net pension liability, which is the difference between the “totat
pension liability (the present value of projected benefit payments to employees based on their
past service) and the assets (mostly investments repotted at fair value set aside to pay carrent

employees, retirees, and beneficiaries.)

You may be thinking that does not seem like a very big deal. Well, according to the Pew Center
on the States, “the gap between the promises states have made for public employees® retirement
benefits and the money they have set aside to pay these bills was at least $1.38 trillion in fiscal
year 2010” for states and municipal governments. Some belicve the idea is that financial users
will get a better grasp of how future proposed benefit increases really effect the next generation.
In addition, governments need fo keep better track of the annual costs of pension benefits so that
they can be measured “comprehensively and comparably.”

The two statements that are being changed are the following: Statement No. 67, Financial
Reporting for Pension Plans (which is the change discussed above) and Statement No. 68,
Accounting and Financial Reporting for Pensions. The adjustments required to conform to
Statement No. 68 can be summarized as follows:

Note Disclosures and Supplementary Information

Statement 68 requires employers to present more extensive note disclosures and
RSI, including:

* Descriptive information about the types of benefits provided.
* How contributions to the pension plan are determined.

* Assumptions and methods used to calculate the pension fiability,



Single and agent employers will disclose additional information, such as:
« Composition of the employees covered by the benefit terms.

» Sources of changes in the components of the net pension liability for the current
yesr,

A single or agent employer also will present required supplementary information
(RSI) schedules covering the past ten years regarding:

» Sources of changes in the components of the net pension liability.
» Ratios that assist in assessing the magnitude of the net pension liability.

* Comparisons of actual employer contributions to the pension plan with
actuarially determined contribution requirements, if an employer has actuarially
determined contributions.

Statement 67 is effective for periods beginning after June 15, 2013, while Statement 68 is
effective for fiscal years beginning after June 15, 2014. Early application is permitted and
encouraged for both statements.

Compiled by David J. Fitch, CPA of Stone, Rudolph & Henry, PLC from the publication
“GASB’s New Pension Stendards Now Available” published in August 2012 by

Accountingweb.com.
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PENSION FUNDING:

A Guide for Elected Officials

Report from the Pension Funding Task Force 2013
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PENSION FUNDING:

A Guide for Elected Officials

Introduction

Defined benefit pension plans have a long history

in public sector compensation. These plans are typi-
cally funded through a combination of employer and
employee contributions and earnings from investments.
Public pension plans hold more than $3 trillion in
assets in trusi on behalf of more than 15 million work-
ing and 8 million retired state and local government
employees and their surviving family members, The
pie chart below illustrates the 2011 funded status of 109
state-administered plans and 17 locally administered
plans. These plans represent 85 percent of iotal state
and local government pension assets and members,

Figure 1. Funding of Aggregate Penslon Llabifity, 2011

Unfunded

S2.7
trillion

Funded

Sourre: BC-CRR Estimates based on Public Plans Database (PPD).

The value of securities held by public and private
retirement plans declined significanily following the
economic crisis of 2008-2009, causing an increase
in unfunded pension liabilities. The range of those
unfunded public pension liabilities varies widely
among governments. These same governmenis also
have enacted major changes in their retirement plans
over the past decade. Today, some public pension plans
are well funded, while others have seen their funded
status decline.

Now another change is on the horizon: new pen-
sion accounting standards issued by the Governmental
Accounting Standards Beard (GASB} in 2012, GASB
Statement No. 67, Financial Reporting for Pension
Plans, takes effect for pension plan fiscal years begin-
ning after June 15, 2013 (fiscal years ending on or after
June 30, 2014). GASB Statement No. 68, Accounting
and Reporting for Pensions, applies to employers (and
contributing nonemployers) in fiscal years beginning
after June 15, 2014 (fiscal years ending on or after
June 30, 2015).

These new accounting standards will change the
way public pensions and their sponscring governments
report their pension liabilities. [n particular, the new
standards no longer provide guidance on how to calcu-
late the actuarially determined annual required contri-
bution {ARC), which many governments have used not
only for accounting, but also to budget their pension
plan contribution each year. In fact, these new GASB
accounting standards end the relationship between
pension accounting and the funding of the ARC.

In addition to GASB’s new accounting standards,
policymakers should be aware that rating agencies
such as Moody’s may use yet another set of criteria
to assess the impact of pension obligations on the
creditworthiness of a municipal bond issuer. If the
ratings agencies publicize their pension calculations,
state and local officials would be faced with the chal-
lenge of interpreting three sets of pension numbers:
an accounting number to comply with the GASB’s
financial reporting requirements, an actuarial calcula-
tion to determine funding requiremenis for budgeting
purposes, and a financial analysis figure produced by
bond rating agencies to evaluate and compare issuers
of municipal debt,

This guide provides key facts about public pension
plans, why it is essential to have a pension funding
policy, a brief overview of the new GASB standards,
and which issues state and local officials need to
address, The guide also offers guidance for policy
makers to use when developing their pension plan’s
funding policy.
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Pension funding background

In the 1970s, it was not uncommon for state and local
governments to fund their pensions on a pay-as-you-go
basis. Following the passage of ERISA, which set pri-
vate sector funding requirements, state and local offi-
cials took steps to fully advance-fund their pensions.
They were further encouraged to meet their actuarial
funding obligations by new accounting and reporting
standards issued by the GASB in 1986.

The trend to improve pension funding continued
over the next decade. When the GASB issued Statements
25 and 27 in 1994, employers were required to disclose
information on plan assets and liabilities in their financial
reports. More important, to comply with GASB, employ-
ers also had to disclose their actuarially determined ARC
and the percentage of the ARC the employer actually
paid. The GASB defined the ARC to include the normal
cost of pensions for today’s employees plus a contribu-
tion to pay for any unfunded liabilities, typically amor-
tized over a maximum 30-year period. Paying the {ull
ARC has been an important measure of whether or not a
pension plan is on track to fund its pension promises.

By the turn of the century, public pensions were as
well funded as private pensions. In fact, most public
plans were nearly 100 percent funded in 2000. Unfor-
tunately, the last decade of economic upheaval and the
wide swings in the stock market have reduced pension
assets in both public and private plans.

In 2011, the estimated aggregate ratio of assets to
liabilities slipped to 75 percent'. State and local officials
have stepped up their efforts to restore pension funding.
According to the National Conference of State Legis-
latures, 44 states have enacted major changes in state
retirement plans from 2009-2012.2 Changes have included
increases in employee contributions to pension plans, lon-
ger vesting periods, reduced benefit levels, higher retire-
ment ages, and lower cost-of-living adjustments, Some
modifications may apply to new workers only, while
others affect current employees and/or retirees.

Pension funding policies

A variety of state and local laws and policies guide
decisions concerning pension funding practices. Many
state and local governments have passed legislation
that stipulates how pensions should be funded. Others

Figure 2. Projected State and Local Funding Ratios Under
Three Scenarios, 2011-2015

Optimistic

100% 1— Most Likely
M Pessimistic 88%

80%

75%
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40% ==
20%
0% :
2011 2012 2013

Souree: BC-CRR estimates for 2011 -2015 based on Public Plans
Database (PPD).

2014 2015

have policies that address how pension assets are to be
invested or if pension reserves must be maintained.

Generally speaking, employers with well-funded
pension plans take a long-term approach to estimating
investment returns, adjust their demographic and other
assumptions as needed, and consistently pay their
annua) required contribution in full.

A clear pension funding policy is important because it:

& Lays out a plan to fund pensions;

® Provides guidance in making annual budget
decisions;

® Demonstrates prudent financial management
practices;

® Reassures bond rating agencies; and

® Shows employees and the public how pensions
will be funded.

GASB’s new approach

Under prior GASE statements, there was a close link
between accounting and funding measures. That
link has now been broken. The new GASB standards

1 Munnell, Alicia H., Aubrey, Jean-Pierre, Hurwitz, Josh, Medinica, Madeline, and Quinby, Laura, “The Funding of State and Local Pensions:
2011-2015," Center for State and Local Government Excellence, May 2012,
2 Snell, Ron, “State Retirement Legislation 2009-2012," National Conference of State Legislatures, July 31, 2012,
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facus entirely on accounting measurements of pen-
sion liabilities and no longer on how employers fund
the cost of benefits or calculate their ARC. This is a
significant change for government employers because
the ARC historically served as a guide for policy mak-
ers, employees, bond rating agencies and the public
to determine whether pension obligations were being
appropriately funded. The ARC also often was used to
inform budget decisions.

Today, employers report a liability on the face of
their financial statements only if they fail to fully fund
their ARC (just as a homeowner would report a liability
only for mortgage payments in arrears). Thus, many
government employers today do not report a liability for
pensions on the face of their financial statements. How-
ever, if the plan they sponsor does have an unfunded
pension liability, it is reported in the notes to the finan-
cial statements, which are considered an integral part
of financial reporting. In contrast, under the new GASB
standards, employers will report their unfunded pension
liability on the face of their financial statements, even if
they fully fund each year’s ARC (just as a homeowner
would report a mortgage liability even if all monthly
morigage payments are paid on time, in full}. Thus, in
the future, all employers will report any unfunded pen-
sion liability on the face of their financial statements,
and thai amount may be substantial for many.

Furthermore, those seeking to know how much
an employer should be contributing each year to the
pension plan and how much the employer actually
contributed {funding information) today can find
that information in the employer’s financial report.
In contrast, under the new GASB pension accounting
standards, employers will no longer automatically be
required to obtain an actuarially determined ARC and
then include information ¢oncerning that amount and

actual employer contributions in their financial report.

Filling the gap in funding
guidance

Because the GASB’s new standards focus entirely on
how state and local governments should account for
pension liabilities and no longer focus on how employ-
ers fund the costs of benefits or calculate their ARC, a
new source of guidance is needed.

To help fill that gap, the national associations
representing local and state governments established
a Pension Funding Task Force (Task Force) to develop
policy guidelines.

The "Big 7” (National Governors Association, National
Conference of State Legislatures, Council of State Govern-
ments, National Association of Counties, National League
of Cities, U.S. Conference of Mayors, and the International
City/County Management Association) and the Govern-
ment Finance Officers Association established a pension
funding task force in 2012. The National Association of
State Auditors, Comptrollers and Treasurers; the National
Association of State Retirernent Administrators; and the
National Council on Teacher Retirement also serve on it.
The Center for State and Local Government Excellence is
the convening organization for the Task Force.

The Task Force has monitored the work of the
actuarial community and the rating agencies, as well as
considered recommendations from their own organiza-
tions to develop guidelines for funding standards and
practices and to identify methods for voluntary compli-
ance with these standards and practices,

The actuarial and finance communities have been
working on the pension funding issues and will be
invaluable resources as governments make needed
changes. Indeed, ihe California Actuarial Advisory
Panel and the Government Finance Officers Association
have issued guidelines consistent with the Task Force’s
recommendations, but with a greater level of specificity.
The Conference of Consulting Actuaries is also preparing
similar guidance. State and local officials are encour-
aged to review the guidelines and best practices of these
organizations.

It also is important to note that some governments
with well-funded pension plans will determine that
they need to make few, if any, changes to their fund-
ing policies, while others may face many challenges.
Keep in mind that changes can be made over time. A
transition plan can address changes that may need to
be phased in over a period of years. For example, an
employer or retirement beard that currently amortizes
its unfunded liabilities over 30 years could adopt a
transition plan to continue that schedule (as a fixed,
decreasing period) for current unfunded liabilities and
to amortize any new unfunded liabilities over 25 years.
In five years, that pension plan would have completed
its transition to a 25-year amortization period.

In many cases, governments will need 1o strike a bal-
ance between competing objectives to determine the most
appropriate timeframe in which to meet their goals.

Task force recommendations

States and localities have established distinct statu-
tory, administrative and procedural rules governing
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how retirement benefits are financed. While nothing in
the new GASB standards or the possible credit rating
agency changes requires a change in funding policy, the
Task Force recommends pension funding policies be
based on the following five general policy objectives:
1. Have a pension funding policy that is based on an
actuarially determined contribution.

2. Build funding discipline into the policy 10 ensure
that promised benefits can be paid.

3. Mainlain intergenerational equity so that the cost
of employee benefits is paid by the generation of
taxpayers who receives services,

4, Make employer costs a consistent percentage of
payroll.

5. Require clear reporting to show how and when
pension plans will be fully funded.

A sound pension funding policy should address at
least the following three core elements of pension fund-
ing in a manner consistent with the policy objectives:

® Actuarial cost method;
® Asset smoothing method; and
® Amortization policy.

These core elements should be consistent with the
parameters established by GASB Statement No. 27,
Accounting for Pensions by State and Local Governmen-
tal Employers, with which most governmental entities
currently comply. Such parameters specify an actuari-
ally determined ARC that should comply with appli-
cable Actuarial Standards of Practice (ASOP No. 4),
be based on an estimated long-term investment yield
for the plan, and should amortize unfunded liabilities
over no more than 30 years. The actuarially determined
ARC, the parameters for determining the ARC, and
the percentage of the ARC the employer actually paid
should be disclosed and reassessed periodically to be
sure that they remain effective. To that end, the Task
Force recommends that state and local governments
not only stay within the ARC calculation parameters
established in GASB 27, but also consider the following
policy objectives when reviewing each core element of
their funding policy:

Actuarial Cost Method: the method used to allocate the
pension costs {and contributions) over an employee’s
working career.

Policy Objectives:
1. Each participant’s benefit shouid be fully funded
under a reasonable allocation method by the
expected retirement date.

2. The benefit costs should be determined as a level
percentage of member compensation and include
expected income adjustments.

The Entry Age Normal (level percentage of payroll)
actuarlal cost method Is especially well-suited to
meoting these policy objectives.

Asset Smoothing Method: the method used 1o
recognize gains or losses in pension assets over some
period of time to reduce the effects of market volatility
and provide stability to contributions.

Policy Obiectives:

1. The funding policy should specify all components
of asset smoothing, such as the amount of return
subject to smoothing and the time period(s) used
for smoothing a specific gain or loss.

2. The asset smoothing method should be the same
for both gains and losses and should not be reset or
biased toward high or low investment returns.

The use of a five-year period for “smoothing” Invest-
ment experience is especially well-sulted to meet-
Iing these policy objectives.

Amortization Policy: the policy that determines the
length of time and structure of payments required to
systematically fund accrued employee benefits not
covered by the actuarial value of assets.

Paolicy Objectives;

1. The adjustments to contributions should be
made over periods that appropriately balance
intergenerational equity against the goal of
keeping contributions level as a percentage of
payroll over time.

2. The amortization policy should reflect explicit
consideration of (2} gains and losses actually
experienced by a plan, (b) any changes in assump-
tions and methods, and (c) benefit or plan changes.

3. The amortization of surplus requires special
consideration consistent with the goal of stable
costs and intergenerational equity.

Amortizing the various components of the unfunded
actuarial accrued liabllity over periods that focus
on matching participant demographics but also,
except for plan amendments, consider managing
contribution volatility, is especially well-suited to
meeting these policy objectives.
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Conclusion

The most important step for local and state govern-
ments to take is to base their pension funding policy
on an actuarially determined contribution {ADC). The
ADC should be obtained on an annual or biannual
basis. The pension policy should promote fiscal disci-
pline and intergenerational equity, and clearly report
when and how pension plans will be fully funded.

Other issues to address in the policy are periodic
audits and outside reviews, The ultimate goal is to
ensure thal pension promises can be paid, employer
costs can be managed, and the plan to fund pensions is
clear to everyone.

Resources

1. GFOA besl practice, Guidelines for Funding Defined Benefit
Pension Plans, a1: www.gfoa.org

2. GASB Statements No. 67 and 68 at: www.GASB.org

3. GASB Staternent 27: hitp://www.gasb.org/cs/ConteniServer?site =
GASB&c=Document_C&pagename = GASE % 2FDocumen?_C%2FC
ASBDocumentPage&cid = 1176160029312

4. Moody’s Request for Comments: Adjusuments o US State and
Local Government Reported Pension Daia at: hitp://www.
wikipension.com/wiki/Moodys_Request_For_Comments

5. National Conference of Stale Legislatures, changes to state
pension plans at: http://'www.nesl.org/decuments/employ/
2012-LEGISLATION-FINAL-Aug-31-201 2. pdf

G. The National Assoclation of State Retirement Administralors for
examples of state funding policies at: www.NASRA.org

7. Center for State and Local Government Excellence for examples
of changes 1o state and local government pension plans at;
hilp://slge.org

8. California Actuarial Advisory Panel at: hitp://www.s¢o.ca.gov/
caap.html

9. Conference of Consulling Actuaries ai: hitp://www.ccactuarles
Jorg/Index.cfm



February 2013

Dahab Associates, Inc.

Bay Shore,
New York

Hollywood,
Florida

Franklin,
Massachusetts

Washington Crossing,
Pennsylvania

Copyright © 2013, Dahab
Associates

Pension Obligation Bonds

Abstract: Pension Obligation Bonds (POBs) are debt instruments issued a by state or local
government to pay its obligation to the pension fund in which its employees are members.
Since their introduction in 1985, there have been more than 3,000 POBs issued. Over the past
few years the dollar amounts of bonds issued continue to increase rising from $1.4 billion in
2009 to more than $5.2 billion in 2011. With public entities having more and more difficulty
finding ways to fund pensions this trend is expected in continue in the coming years.

POBs are typically issued by underfunded pension funds to raise money to pay benefits owed
to their employees. In a 2009 study conducted by the Center for Retirement Research, their
findings suggest that public pension funds as a whole are now less than 80% funded. This is
leading to an increased interest in POBs by public pension funds.

However, the use of POBs remains highly controversial as there have been an increasing
number of POBs that have been unsuccessful. Critics point to the many risks that are
associated with POBs and why they are not right for every fund.




Introduction

Brief History

The City of Oakland, California issued the first Pension Obligation Bond or POB in 1985.
Originally issued on a tax-exempt basis, POBs were viewed as classic arbitrage opportunities.
That is, a public entity could issue a tax-exempt bond at a favorable rate, and invest the proceeds
through the pension fund in higher yielding asset classes to gain a positive net return. However,
because this strategy deprived the Federal government of tax revenues, Congress put a quick end
to it in the Tax Reform Act of 1986. This caused POBs to be viewed as unattractive and many
thought the end of their existence.

In the early 1990s, as a result of a strong stock market POBs were once again view as attractive
opportunities even without the tax advantage. The lower interest rate environment along with
higher allocations to equitics meant that even though the bonds were taxable, a net profit could
be achieved in the right market. This analysis proved to be true through the mid 1990s, however,
not all POBs have been successful. Some have proved to detrimental to the issuing entities, even
causing bankruptcy on two occasions.

POB Overview

Most POBs are considered to be taxable general obligation bonds and are payable from the
general fund of the issuing entity. As such, they must satisfy any debt limitations or be exempt
from any debt limitation provisions. Because POBs are considered to be replacing exiting
pension obligations, they are not generally viewed as adding to the overall debt burden of the
issuing entity. Therefore, the are typically rated the same as other general obligation bonds for
the issuer.

Once a POB is issued, the city maybe required to fund the Annual Required Contribution (ARC)
in full on a yearly basis as well as the debt service.

Who has Issued POBs

POBs have been issued in a large number of states across the country. However, the majority of
issues have been from a select few states. The following chart presents the total amount of POBs
issued from 1992-2009 by state in billions of dollars. California is the largest issuer of POBs
followed closely by Iilinois. Both of these states are among states with the largest underfunded
pension plans in the country.
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Figure 1
Total Amount of POBs Issued from 1992-2049
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Source: Center for Retirement Research at Boston College, compiled from Bloomberg

Reasons for Issuing POBs

POBs can be extremely beneficial if issued under the right circumstances. Although the market is
currently small, the amount of POBs issues has been steadily increasing in recent years. The
major reasons to issue a POB are as follows:

Budget relief
During periods of economic stress, POBs are used to fund near term contributions for benefit

payments. They are also used to reduce the unfunded liability rather than increasing
contributions which can be costly to tax payers.

Cost savings
Because of the possible arbitrage opportunity, governments utilize POBs to reduce the tax payer

burden on benefit payments. If the government can receive favorable borrowing costs, they can
invest the proceeds hoping to achieve a greater return then the borrowing costs and utilize the net
profit to pay benefit payments.

For example, if the assumed rate is 7.5% on an unfunded accrued actuarial liability of
$100,000,000 the annual cost would be approximately $8,300,000 assuming a 30 year
amortization, daily compounding. However, if the government were to issue a POB at 4.50%
interest rate with a 1% cost of issuance, the cost over the same period of time would be
approximately $6,100,000 representing a savings of approximately $2,200,000.
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Best alternative
POBs are sometimes used because the other alternatives are not favorable. They arc used instead
of increasing contributions, reducing benefits or asking employees to contribute more.

Risks

As with any financial investment, POBs do involve risks. These risks can be broken down into
four categories: market timing risk, arbitrage risk, leveraging risk and political risk.

Market timing risk is arguably the most significant risk when issuing a POB. By investing a
large sum of money at one time, the risk cannot be diversified away over time. Therefore it is
essential to invest the funds raised at the appropriate time in order to have a successful outcome.

Market timing is the act of trying to predict the future movements of the market through the use
of technical indicators or economic data. Although markets tend to move in cycles, no one can
predict the future with certainty. The assumption can be made that over a long period of time, a
diversified portfolio should be able to earn the actuarial assumption rate. However, this is not
always true.

If a POB is issued closely followed by a recession, the invested monies will lose a significant
value from the start. This causes the funding status to further decrease putting a public entity
further in debt. Because the principal amount has declined, a larger rate of return must be earned
in order for the POB to be profitable.

Arbitrage risk is the gamble that the pension fund will not earn a rate of return (at or above the
actuarial rate of return) needed for the POB to be deemed profitable. The concept behind issuing
a POB is to take the large influx of cash raised and invest it over a long-term period to earn a
greater return then the borrowing cost. If this can be done, the POB is successful. In not, it will
cost the government more than if it just made the contribution directly to the fund.

Default risk is the risk of borrowing more money than can be paid back. A POB is designed to
earn a rate of return above the cost of borrowing over a long term. However, interest payments
must be made every year. If the needed rate of return is not achieved each year, the government
runs the risk of owning more money than it can afford to pay in the short term. Since the money
must be paid, it is either taken from the fund reducing the potential for future return or taken
from another source which will impact the government’s yearly budget

Political risk can occur in two ways. The first is if the bonds are too successful, causing assets
to be greater than liabilities. This can lead to employees demanding increased benefits and
pressure on the government to meet these demands.

The second is if the bonds do not perform as desired, there can be public outrage by voters. Since
the bonds must be repaid regardless of the outcome, the money will need to be raised either by
increasing taxes or cutting benefits. Also, the additional underfunding to pay benefits will need
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to be made up from the failure of the bonds. Not only are these issues are unpopular with voters,
but may cause tax-payers to relocate, further reducing revenues.

Successful POBs

Sheboygan and Winnebago Counties, Wisconsin During 2002-2003, the counties issued a
combined $7 million of POBs at and interest rate of less than three percent. The counties earned
investment returns greater than 20% resulting in a net profit of more than 17%.

Los Angeles, California In 1994 the County issued $2.1 billion in POBs that was promptly
invested. The favorable investment environment served the county well during the 1990s and the
County was able to earn a return greater than its borrowing costs.

Unsuccessful POBs

Stockton, California In 2007 the City of Stockton issued approximately $125 of 30 year POBs
at an interest rate of 5.8%. The City has an actuarial assumption rate of 7.75%. The following
year the City lost approximately 25% on their investment with 29 years remaining on their bond
payments. The City has remained under water on their initial investment and in 2012 filed for
bankruptcy protection.

New Orleans, Louisiana In 2000, the City sold about $170 million of POBs to help finance the
firefighters’ pension fund. Since the City’s borrowing cost was on the high side with a rate of
8.2%, they decided to issue variable rate debt combined with derivatives to attempt to hedge
against rate increases. In addition to the high borrowing costs, they assumed a return on
investment of 10.7% a year. However, the dot-com crash and financial crisis left the City with a
return well below their forecast and the variable rate bonds left the City paying 11.2% interest
rather than the original 8.2%.

State of Connecticut In 2008, the State issued approximately $2.3 billion in POBs at a rate of
5.9%. The rate was deemed favorable compared to the Teachers’ Retirement Fund’s assumed
rate of 8.5%. When the bonds were issued in April, the Dow Jones was at approximately 13,000.
Less than a year later the market bottomed out at 6,600 and the original POB investment was
reduced by almost half.
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Conclusion

Pension Obligations Bonds can help public entities close the gap on their unfunded liabilities in
their pension funds. However, their success is highly correlated to the market environment. The
POBs that have been successful have typically been issued coming out of a recession when
interest rates are low and we are in the beginning of a bull market. The POBs that have failed
were issued in an opposite environment. Historically, market timing has proved to be the largest
factor of their success.

Figure 2
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New strategies following global recalibration of
double-dip recession risks

In February 2009, PFM Asset Management LLC ('"PFM’)
issued a client update with strategies for the issuance of
“Benefits Bonds” — pension obligation bonds and OPEB
obligation bonds'. Qur research then pointed out the fallacies
of the traditional POB paradigm and investment strategies,
and suggested new criteria for the issuance and investment
of such debt. Since then, the stock market recovered
significantly from the depressed levels of 1Q09, and our
further research on stock market cycles suggested that
optimal timing had quickly passed for benefits bonds in the
current business cycle which began to show signs of
economic recovery in 2H09 and into 2010. Stock market
indexes had recovered by 80 percent from their cyclical
troughs in April 2011.

Since then, the pace of economic expansion in what has
been widely called The New Normal has been much more
tepid than historical economic recoveries. GDP growth has
slowed to a rate (below 2%) previously associated with
recessions, thus raising the risk of a “double dip.”
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Source: Chart sources: Charles Schwab/Sonders; Bureau of Economic
Analysis; FactSet

'For an electronic copy of the Januvary 6, 2008 paper, The New ‘Benefits Bond'
Paradigm, please contact your local PFM representative or Jim Link at finki@pfm.com.

Stock indexes have sold off painfully for investors in 2011
with various news reporters recently referencing an intraday
20 percent cumulative decline as a “new bear market.”
Meanwhile, the costs of issuing creditworthy taxable
municipal bonds have declined in parallel with historically low
Treasury bond yields that reflecting a global flight to safety
and continued Federal Reserve bond purchases. This pairing
of lower interest rates for municipal issuers with lower stock
market prices causes us to revisit the topic of Benefits
Bonds, to see if a second look is now appropriate.

Historical cyclical analysis. Benefits Bonds economics rely
on a positive arbitrage relationship between borrowing costs
and investment returns. PFM’s prior research began with the
“POB paradigm-shattering” premise that it makes no sense
to sell taxable bonds to fund a pension portfolio that invests
in taxable bonds: There is no viable cpportunity for inferest-
rate arbitrage in a pension or OPEB investment portfolio
concentrated in taxable bonds, after costs of issuance and
investment management fees are considered. Thus, our
focus has centered on equity market retums in comparison
with taxable borrowing costs. PFM analysis found that
although long-term investments in equities have produced
returns of about 10 percent over 30 year periods, even
during the Great Depression, the first and most important
hurdle for a bonding strategy based on this arbitrage is
whether it can remain successful through the next
subsequent recession -- whenever that occurs.

For context, PFM has found the typical newspaper definition
of a bear market as a 20 percent decline in prices to be less
informative and relevant than “recessionary bear markets”
which coincide with cyclical GDP declines. This important
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distinction eliminates mid-cycle panics and corrections such
as the 1987 market crash and cther short-term fluctuations
that we find to have little or no value to the formulation of a
long-term Benefits Bonds financing strategy.

In the 14 previous recessionary bear markets for equities
since 1926, prices had declined an average of 30 percent
from their previous peak. Our research showed that equity
investments initiated after the economy had shifted from a
recovery mode to an expansion mode were almost always
waorth less at the bottom of the next ensuing recession. Thus,
the proper and prudent timing for public-sector investments
funded with debt proceeds must be limited to a relatively
narrow window of opportunity that arises at the bottom of
recessions and in the very early stages of a business cycle
recovery — before stock prices rally too much in anticipation
of better times to come. Statistically, our research found that
the historical odds of subsequent success through the next
recession declined significantly after stock index levels
appreciated by 58% or more from the bear market trough.
The early October 2011 market downturn almost returned the
equity indexes to that zone, after registering 20% declines
from their April recovery peaks. (From the S&P trough of 667
in March 2008, a 58% retracement would be marked at
1054, about 10 percent below market index levels at this
writing. }

2011 context: “New Normal” and “Lost Decade”
scenarios. Most economists and analysts agree that
economic conditions in the current era differ from traditional
business-cycle recovery-expansion scenarios because the
massive debt overhang in real estate markets, household
balance sheets and sovereign debt all combine to impede
economic growth. Tepid growth and massive debt levels
threaten a fragile global banking system so seriously that a
secondary recession remains an ominous risk.
Notwithstanding the emerging economies such as China and
India, the normal cyclical expansions expected in the
developed Western economies and Japan have been stifled
by debt burdens. Growth rates have stalled to levels that
frequently have augured recessions in the past: In the U.S. a
2% GDP growth rate is believed to be necessary to sustain
continued expansion, so recent statistics below that level
have raised concemns about a double-dip recession that
recently contributed to sell-offs in the equity markets.

Some market mavens point to the example of 1937, when a
budding economic recovery from the 1929-32 market plunge
and 8 vears of economic malaise was followed by a sharp
one-year downturn that is now attributed to monetary and

—
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fiscal policy tightening to shore up the dollar and rebalance
the federal budget. In their view, a similar cutcome could lie
ahead of us in this decade, making the prospects for equity
investments seem dim indeed. Although PFM research on
Depression-era investments (below) shows clearly that long-
term results from equity commitments made in that period
were even more favorable than the long-term historical
averages, the results of investments made in 1937 barely
exceeded bond returns for almost a decade.

Depression-era returns from stock investments over 10 to 30 years
S&P 500 annualized ratums far nerinds hasinning tanuany 1

Period starting January 10 years 20 yoars 30 years
1933 9.35 13.15 13.25
1937 441 11.20 10.53
1941 13.38 14.76 12.53

Note: average annualized retums on S&P 500 1926 to June 2011 = 9.88%

Negative real returns on bonds purchased in same periods
Bond Index total returns annualized vs inflation for com

arable nerinre

Period starting January!:r 10 years: 20 years 30 years
1933 3.38 263 253
2.59 3.63 2.85
1937 2.34 1.63 201
438 346 289
1941 1.61 1.64 1.98
591 382 3.52

Deta Source: Bonds: Ibbotson Associates and Barclays Aggregate, Infiation: Ibbotson
Associales

The puzzle for public employers now considering issuance of
Benefits Bonds is that it is too early to tell whether the fears
of another recession are premature or prescient, and thus it
is impossible to know whether issuance now would be
criticized if a severe economic contraction or even
substandard equity growth were to follow. On the other hand,
the market’s recent correction has shrunk corporate equity
valuations to levels that would otherwise be attractive by
some historic market metrics and it is likely that stocks will
rally once “the coast is clear” for economic growth.

Public employers facing large unfunded liabilities are thus left
with a strategic quandary: is it foolhardy to employ leverage
to capture what may subsequently prove to be attractive
valuations in a long-term investment strategy, or is it safer to
wait and see if the dreaded double-dip recession ensues --
at the risk of losing an opportunity that will not return until the
next economic downturn, which could be years away? The
most conservative strategy would be to wait until the next
declared recession, but that may result in a missed
opportunity if today's fears of a double-dip ultimately prove
unfounded and interest rates also shift to higher levels. The
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lag period between a measured GDP decline and the official
retrospective declaration of recession (usually two quarters)
can be long enough to miss the optimal investment entry
point, stock-market traders typically begin to anticipate
economic recovery well ahead of academic economists at
the NBER.

New Considerations and
Strategies for Debt Managers

Every public employer with substantial unfunded pension
and OPEB liabilities should at least consider whether there
ever would be a time when they would consider using debt
to fund their obligations, rather than relying on traditional
actuarial financing methods. In some cases, the state
statutes governing debt issuance and retirement plan
investments may be prohibitive, in which case the strategy is
moot. Here are some initial considerations:

State laws. Some states require that pension fund
investments may be made only by the pension board. If their
approach to asset allocation is uncooperative or
uncoordinated, it would make no sense to issue Benefits
Bonds with issuance size based on the intent to invest solely
in equitfes, and have the retirement board turn around an
allocate a third of the assets to buying more bonds. Thus,
the statutory and organizational framework is an important
consideration. Likewise, a few states prohibit investments of
OPEB trusts in equities, so this financing technique is
impossible to execute for those plans. PFM professionals
can work with clients and state associations to achieve
legislative reforms necessary to effectively implement
prudent strategies. PFM'’s senior strategist Girard Miller has
drafted model legislation published by Governing magazine
that can be used as a template for state-specific legislative
proposals that could also include suppiemental taxing
authority to defease these obligations.

GASB accounting changes. The Governmental Accounting
Standards Board is expected to issue new financial reporting
standards for pension funds in 2012, and parallel standards
for OPEB plans a year later. A key consideration that may
drive some employers to consider debt financing will be the
amortization schedules and discount rates used for
calculating an employer's annual cost. Shorter amortization
periods will ultimately increase reported pension and OPEB
expenses. If a lower-cost alitemative would be to issue
taxable debt to reduce unfunded liabilities using current
amortization periods and thereby reduce the annual pension

y
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or OPEB expense, some employers may consider this
strategy. A longer debt service schedule may be the only way
that some employers can manage their current expenses for
retirement plans. This may raise issues of intergenerational
equity if the result is extended debt service payments by
future taxpayers for employees who have since retired or
expired, but in some cases there may be no practical
alternative.

Risk aversion and headline risk. Although nobody can now
be accused of “leveraging at the top” as did POB issuers in
1999-2000 and 2007, today's debt managers face headline
risk if a Benefits Bond issue is sold, proceeds invested, and
the stock market thereafter takes a further turn downward. A
thoughtful, well-designed strategy should be put in place and
communicated broadly by finance professionals who embark
on a Benefits Bond issue. For this reason alone, PFM
presently suggests that issuers seek authorization to sell
debt in tranches with the understanding that an initial issue
may not catch the very bottom of a business cycle, and later
tranches would be sold only if markets become more
attractive so that the employer can prudently dollar-cost
average the market-entry points for the investment portfolio,
A sunset date can be inserted in the bond authorization, so
that policy-makers can review the strategy at a later date if
issuance authority is used only partially because stock prices
subsequently move higher for an extended period of time.

Multi-tranche issvance. Foliowing the concems identified in
the preceding paragraph, one strategy for public employers
to consider at this time is fo obtain standing authority to issue
sufficient Benefits Bonds to finance no more than 1/2 of the
unfunded liability of a plan (or 2/3 of those liabilities which
are entirely unfunded in pay-as-you-go OPEB plans). The
strategic debt authorization would limit the first issue
immediately to no more than 40 to 50 percent of the total
amount to be financed with the remainder to be contingent
upon (a} a subsequent economic recession or (b) stock
prices declining by 25 percent or more from the levels at the
time of autherization or issuance of a previous tranche. For
larger issuers, a three-tranche strategy would be suggested
if issuance costs can be contained. Smaller issuers would
probably limit issuance to two tranches, in order to minimize
expenses.

Voluntary OPEB buy-out bonding strategy. An alterative
worth considering for employers with substantial OPEB
obligations is a voluntary buy-out program similar to the
GFOA award-winning strategy of the city of Beverly Hills,
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California. There, the city instituted a defined contribution
OPEB pian for new hires, and gave current employees the
option to convert the actuarial present value of their accrued
retiree medical benefits into a combination of cash, deferred
compensation and new balances in the defined-contribution
retiree health savings plan. Funding was provided by a
taxable note issue secured by a parking structure lease. 58%
of the eligible employees took this option, which reduced the
city's OPEB liabilities many times more than its cost of debt
issuance. Not only did the city reduce the present value of its
OPERB liabilities by several times the amount of debt
incurred, it eliminated medical infiation risks and market risks
which were effectively transferred to the volunteering
employees. As their finance director said, they replaced 9
percent medical inflation and 7 percent actuarial discount
rates with 4% taxable interest that is paid off in 11 years
instead of 30. According to the city finance director, the
program has been so popular that some employees who did
not make the initial election now want a second chance.
PFM's retirement plan professionals can assist our clients in
developing and implementing a similar strategy.

Special-purpose Benefits Bonds trusts, PFM encourages
prospective issuers to consider a special-purpose investment
trust to receive and invest the proceeds of a Benefits Bond
issue. For OPEB plans, this can often be accomplished
within a standard Section 115 OPEB frust using a
modification of the documenis PFM Asset Management LLC
typically uses with our clients. For pension plans, the
purpose of the separate POB frust is to: (1) provide separate
investment authority which is generally focused on investing
entirely in stocks at inception, and then gradually migrating
the asset allocation toward more-traditional mix of stocks and
bonds as the value of the trust changes, (2) establishing
prudent reserves for market volatility and (3) providing
bondholders and {axpayers with assurance that any
investment surplus derived from extraordinary investment
returns in the future will be devoted to debt service rather
than benefits increases.

m— 1 T
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Clean-up plan benefits first. it should go without saying,
but all debt issuers are well advised to first initiate changes
in benefits plan designs to mitigate costs and future burdens
on taxpayers. This may include installing hybrid DB-DC
retirement plans, establishing a new and lower-cost benefits
tier for new hires, requiring higher employee contributions,
infroducing employee contributions for OPEB benefits, and
establishing an OPEB prefunding trust. This will enhance the
market's perceptions of the issuer's management
commitment o manage and mitigate these costs and provide
assurances that debt financing will not spur even more costly
benefits.

This material is based on information oblained from sources
generally believed fo be reliable and available fo the public,
however PFM Asset Management LLC cannof guarantee its
accuracy, completeness or suilability. This material is for
general information purposes only and is not intended to
provide specific advice or a specific recommendation. All
statements as to what will or may happen under certain
circumstances are based on assumptions, some but not all
of which are noted in the presentation. Assumptions may or
may not be proven correct as actual events occur, and
results may depend on events outside of your or our control.
Changes in assumptions may have a material effect on
results. Past performance does not necessarily reflect and is
not a guaranty of future resulfts. The information contained in
this presentation is not an offer to purchase or sell any
securities.
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