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Client Objective: 
Public Pension Funds

Why do we accumulate Assets in Pension Trusts?Why do we accumulate Assets in Pension Trusts?

1. Ensure we meet our obligations when they come due

2. Equitable to the current and future taxpayer

3 M li bili i3. Meet or outgrow liabilities
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Understanding The Three Pension Levers:

Three Levers in Pension Plans

1. Asset Allocation

2 C t ib ti St t2. Contribution Strategy

3. Benefit Management
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Pension Obligation Bonds: 
Profile of a POB Issuer

What is the appeal of a POB?

Governments facing falling revenues

Governments use POBs for budget reliefGovernments use POBs for budget relief

Governments need to reduce pension under funding

Governments expect they will earn actuarial arbitrage

Governments avoid making the hard decisions
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Pension Obligation Bonds (POBs): 
Defined

What are POBs?

Taxable general obligation bonds 

Municipality sells bondsMunicipality sells bonds

Municipality puts the money into its pension trust fund

Municipality adds debt to balance sheet

Municipality adds assets to pension trust

On an enterprise basis nothing has changed
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Pension Obligation Bonds: 
How POBs are sold to municipalities . . .

Actuarial Alchemy | Place your bets 

Actuarial Expected Return on Assets = 8%

POB Bond Yield (Financing) = 5%POB Bond Yield (Financing) = 5%

Expected Cost Savings = 3%

POBs historically are priced ~100 bps to 200 bps over thePOBs historically are priced ~100 bps to 200 bps over the 
US Treasury Yield Curve
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Pension Obligation Bonds: 
How would an Economist Explain the POB?

Government Employer pays direct and deferred income

Direct compensation is paid as a salary 

D f d ti i b d f th kDeferred compensation is borrowed from the worker

Annuity is paid at a latter datey p

Annuity is a high quality cash flow

Annuity should be priced at the Treasury Yield Curve

POB is a negative arbitrage and may impact future taxpayer
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Pension Obligation Bonds: 
Negative Arbitrage impacting the future taxpayer

POB in an economic framework

Pension Obligation Bond Yield = 5.0%

Pension Liability Yield at Treasury Yield = 3 5%Pension Liability Yield at Treasury Yield 3.5%

Negative Arbitrage = 1.5%

POB refinanced at a higher costPOB refinanced at a higher cost
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Pension Obligation Bonds: 
Rating Agency Perspective

Pension (soft) Debt is converted to bonded (hard) Debt

1.Budgetary risk from un realized budget savings
2.Default risk – missed coupon on the POB is different 

than a missed payment on the ARC

3.Loss of flexibility in contributionsy

4.Deficit borrowing is view as a credit negative
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Pension Obligation Bonds:
NYC Actuary 

Robert C. North, chief actuary for New York City's 
employee pension plans, says the only ones who benefit 
from these deals are the investment bankers (agents). The 
risk is too high to justify the benefits, he says, particularly 
when there are other alternatives available.

December 22, 2003
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Pension Obligation Bonds: 
Principals vs. Agents Tension

Taxpayer
(Current| Future)

Bondholder Plan Participant
Retired | Active( | ) |

Principals

Agency
(Pension Plan)

Actuaries Politicians ConsultantsMoney
M

Accountants/
A ditManagers Auditors

Agents
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Pension Obligation Bonds: 
P&I Asset Allocation vs. POB yield
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P&I Asset Allocation

Pension Obligation Bond 6%

Last 12months Last 3 Years Last 5 Years Last 10 Years Last 20 Years

50
1993 1995 1997 1999 2001 2003 2005 2007 2009 2011 2013

Pension Obligation Bond 6%

Last 12 months Last 3 Years Last 5 Years Last 10 Years Last 20 Years
6/2012‐6/2013 6/2010‐6/2013 6/2008‐6/2013 6/2003‐6/2013 6/1993‐6/2013

P&I Assets 111 138 126 166 348
POB @6% 106 119 134 181 326
Difference 5 18 8 14 22
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Pension Obligation Bonds: 
New Jersey 1997

Whitman Administration in January 1997

A id d h d d i i (hi h d di )Avoided hard decisions (higher taxes and spending cuts)

Sold $2.8 billion in POBs$

Raided POB to create two years of budget relief

Strategy collapsed in 2001 when the equity markets fell

M t POB i ff ( b fit + fi i )Most POB issuers are worse off (pay benefits + financing)

Gov. Corzine said POBs are the dumbest idea ever (2012)
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Pension Obligation Bonds: 
City of Philadelphia

City Of Philadelphia

Mayer Rendell sold $1.29 billion in 1999

Equity market in 2001 (-10 21%) and 2002 (-19 82%)Equity market in 2001 ( 10.21%) and 2002 ( 19.82%)
Success of POB highly sensitive to entry points and market 
timing.timing.
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Pension Obligation Bonds: 
A simple example . . . 

Application for a bank loan

Visit your local banker

Explain to the baker what you would like to doExplain to the baker what you would like to do . . . 

Apply for a $100 loan at 5%

Take the loan and invest it in the S&P 500

Will your banker make the unsecured loan to you?
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Ryan Labs: 
Recommendation

Avoid issuing Pension Obligation Bonds (POB)

POBs are actually refinancing at higher cost

POBs are like a second mortgage on a housePOBs are like a second mortgage on a house

POBs represent pure leverage

POBs coupon is paid by future stakeholders

POB i l i i i li ’ di iPOBs may negatively impact a municipality’s credit rating

Most POB issuers are worse off (pay benefits + financing)
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Understanding The Three Pension Levers:
Focus on the hard decisions

Three Levers in Pension Plans

1. Asset Allocation

2 C t ib ti St t2. Contribution Strategy

3. Benefit Management
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Disclosures
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