
 
 
 
 
 
 
 
 
 

 
 
 
 
 
 
 

 
 
 
     

For some plan sponsors in the public fund arena, huge gaps exist these days 
between promises made to defined benefit plan participants and the assets 
accumulated within these plans.  How can these funding gaps be closed?  
States and municipalities could contribute more tax revenue, or they could 
ask employees to contribute more (which has been happening), they might 
even try to reduce promised benefits to retirees and future retirees (nearly 
impossible) or they could pray that investment returns far exceed the Return 
On Assets (ROA) assumption. However, none of those scenarios is really 
tenable.   
 
So, if none of the above strategies is truly an option, let’s discuss another 
potential solution resurfacing during these challenging times - Pension 
Obligation Bonds (POBs).  POBs have had a checkered history, but at times 
this financial instrument can be an effective tool to close the pension plan’s 
funding gap, while also stabilizing contribution costs. 
 

A Wolf in Sheep’s Clothing? 
 
POBs are bonds generally issued by a state or local government to pay its 
obligation to the pension fund or system in which its employees (or others for 
whose pension benefits it is responsible) are members. POBs have been an 
increasingly popular, and in some cases, successful way for state or local 
governments to accomplish a variety of financial and other (including 
political) objectives. According to Thomson Financial, during the past decade 
there have been 340 POBs issued by state and local governments in at least 
26 states, with billions raised to fund these liabilities. 
 
Pension obligations (contributions) generally fall into two categories: 
unfunded accrued actuarial liability and the normal annual contribution. The 
unfunded accrued actuarial liability (“UAAL”) is determined by the pension 
fund’s actuary and it measures the pension fund’s shortfall determining the 
amount that will be necessary, without further payments from the state or 
local government, to pay benefits already earned by current and former 
employees covered by the pension system.  
 
The UAAL is based on assumptions (in some cases established by the actuary 
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 retirement 
benefits, cost-of-living adjustments, valuation of current assets, investment 
return and other matters. In order to avoid volatility in the UAAL caused by 
swings in market valuation, the investment gains and losses on assets in the  
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A Wolf in Sheep’s Clothing? (con’t) 
 
pension fund are often recognized (sometimes referred to as “smoothed”) 
over a 3 to 5 year (or longer) period. 
 
The state or local government is obligated to amortize the UAAL over a period 
established by law or agreement with the pension system, typically at an 
assigned interest rate established by the pension system, which is usually the 
same as the actuary’s assumed rate of investment return on pension fund 
assets (sometimes referred to as the “Actuarial Rate”). 
 
In addition to making payments toward any UAAL, the state or local 
government is required to make annual payments to the pension fund.  These 
payments represent the present value of the benefits being earned by the 
current employees covered by the pension fund (that is, the amount being 
earned by those employees with each paycheck necessary to pay future 
retirement benefits), and they are generally referred to as the “normal annual 
contribution.”  
 
If a plan isn’t regularly focused on the growth in their specific liabilities and 
attendant to the potential for significant changes in the inputs to these 
contribution calculations, especially the performance of existing assets in the 
fund (i.e. 2008), one can see how gaps can evolve in the value of assets to 
promised contributions.  Sometimes a “mulligan” is necessary to make the 
plan whole, and this is where the POB comes into play. 

 

 “If a plan isn’t focused 
on the growth in their 
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given the potential for 
significant changes in 

the inputs to these 
contribution 

calculations…one can 
see how gaps can 

evolve in the value of 
assets to promised 

contributions.” 

Variations on a Theme 
 
Most POBs are payable from the general fund of the issuing state or local 
government. As such, they must either satisfy or be exempt from the debt 
limitation provisions typically found in the applicable state constitution and, 
accordingly, generally fall into one of the following three categories: 
 
General obligation bonds (GOs), which generally refer to bonds that satisfy 
any constitutional debt limitation and are backed by the full faith and credit 
and taxing power of the issuing state or local government.  An example would 
be the State of Illinois General Obligation Bonds Pension Funding Series of 
June 2003 (Taxable), which raised $10,000,000,000, the largest POB issue to 
date.  A variation of the GOs is full faith and credit limited tax bonds payable 
from available general funds but without any obligation to levy additional 
taxes.  
 
Obligations imposed by law, which refers to an exception recognized in a 
few states from the otherwise applicable debt limitation contained in the 
state constitution. It applies to obligations imposed on the state or local 
government by the constitution or by statute or, in some cases, by court 
judgment as distinguished from a voluntary exercise of the borrowing power 
by the state or local government.  Most pension obligations would qualify and, 
in states in which the obligations imposed by law concept applies, bonds 
issued to fund those pension obligations (POBs) are considered to have the 
same legal character as the pension obligations themselves. POBs issued in 
California during the past decade have all been obligations imposed by law.  
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Variations on a Theme (con’t) 
 
Annual appropriation bonds, which refers to bonds that are 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 in 1996 for the State of New York and the $2.8 billion POBs 
issued in 1997 for the State of New Jersey.  Oops, I guess that one didn’t 
really solve the funding issue.  As a resident of New Jersey, I’m aware of 
the roughly $50 billion funding gap that presently exists in the Jersey 
pension system.  Look out New Jersey taxpayers - the Piper may soon be 
calling! 
 
Importantly, most POBs are taxable. That is, interest on the bonds is 
included in gross income for federal tax purposes, although they are usually 
exempt from income taxes of the state in which the issuer is located. This 
affects not only the interest rate at which the POBs are sold, but also the 
types of investors to which they are marketed (for example, corporate 
pension funds, charitable endowments and others not subject to federal 
income tax and, for some of the larger issues, non-U.S. investors). There 
are, however, a few circumstances in which POBs may be tax-exempt. 
 

Heads You Win, Tails I… 
 
As discussed, POBs are issued to close funding gaps within their pension 
systems.  However, the specific opportunity (reason) why a state or local 
government issues a POB will vary from issuer to issuer and from time to 
time with economic conditions and other circumstances. Based on a report 
produced by Roger L. Davis of Orrick, these reasons generally fall into one or 
more of the following categories: 
 
Interest Rate Savings.  Most pension systems assign an interest component 
to the payments the state or local government is required to make in 
respect of its UAAL. Assigned interest rates currently generally range from 
7% to 8.5% depending on the particular pension system. When taxable bond 
rates are low (such as our current environment), then POBs can function like 
a classic interest rate savings. On the other hand, because the factors on 
which the UAAL is based are constantly changing (such as mortality and 
investment return), the final amount of interest rate savings cannot be 
determined with certainty.   
 
Also, the assigned interest rate may change from time to time during the 
life of the bond issue, and, at least theoretically, the amount of interest 
rate savings could become negative (even if all the other factors remain the 
same) if the assigned interest rate were to drop and remain below the bond 
interest rate for a substantial period. So far this has not occurred, even 
though the assigned interest rate in some cases has dropped by more than 
one percentage point since the mid-1990s. This possibility is furthermore 
generally considered to be unlikely, because the assigned interest rate is 
based on an assumed investment rate of return (ROA), which reflects 
investments with a higher risk profile and, therefore, higher projected 
return than the POBs. 
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Heads I Win, Tails I… (con’t) 
 
Discounts.  In some cases, it may also be possible to negotiate discounts 
with the pension system for early payment of the normal annual 
contribution or even the UAAL (which may reflect the pension fund’s 
assumed rate of investment return or even its then current investment 
opportunity). It may also be an opportunity to renegotiate other terms of 
the pension obligation. 
 
Arbitrage.  Generally, pension funds may invest in a much broader range of 
investments than the state or local governments, and the size and diversity 
of the pension fund’s portfolio allows for a higher risk profile than the state 
or local government could prudently sustain with its own investments. As 
mentioned above, this is why the assumed rate of investment return is 
generally materially higher than the bond rate. The actual investment 
performance of most pension systems (at least in most years) has 
substantially exceeded the current level of interest rates.  
 
Therefore, as the theory goes, there is the possibility that proceeds of the 
POBs will be invested by the pension fund at significantly higher return than 
the interest cost on the POBs (even if interest on the POBs is taxable). In 
almost all cases, the benefit of earnings on investment of bond proceeds in 
the pension fund will be credited to the state or local government issuer 
either in reduced UAAL or reduced normal annual contribution or both. In 
some cases, the allocation of this benefit is subject to negotiation between 
the state or local government and the pension system and may even be 
decided by the state or local government each year.  This benefit from 
earnings is why interest on POBs is generally not exempt from federal 
income tax. So this arbitrage is not the typical municipal bond arbitrage 
derived from borrowing at tax-exempt rates and investing at taxable rates. 
 

Rolling Craps 
 
As with any investment program and/or strategy, there are potential 
negatives that may present themselves that derail what otherwise was a 
great concept.  Here are a few potential negatives associated with POBs. 
 
Flexibility.  The pension administrator loses some flexibility in addressing 
the unfunded pension liability. Unfunded pension liabilities appearing on the 
balance sheet may be affected by changes in assumptions on the rate of 
return on the pension fund's assets, by revaluation of the securities held by 
the fund or by changes in actuarial assumptions that determine the future 
benefits to be paid out. If such changes do occur, pension administrators 
have some flexibility in adjusting payments made to the pension plan. 
However, once POBs are issued, the government must make fixed payments 
according to a defined debt service schedule over the life of the bonds. 
 
Interest Earnings.  Issuing bonds could expose a jurisdiction to certain 
types of risk due to interest earnings on the investment of bond proceeds. 
For example, if the return on investments falls below the yield on the 
bonds, the pension system could face higher costs than would otherwise be 
paid to meet its pension obligation. Another risk stems from the need to  
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“…only those bonds 
issued a very long time 
ago and those issued 
during dramatic stock 

downturns had 
produced positive 
outcomes to date.” 

Rolling Craps (con’t) 

invest a large amount of proceeds at one time and in one interest rate 
environment, rather than making smaller investments over a longer time 
frame in changing interest rate environments. This could result in 
investment earnings being less than the plan's assumed interest rate, 
thereby reducing expected savings. One jurisdiction has tried to mitigate 
this risk by investing in futures in the months prior to when the bonds are 
expected to be issued. 
 
Assumed Interest Rate.  The assumed interest rate used to amortize the 
pension plan's unfunded liability may be reduced at some future date. 
Interest rate assumptions are based on actuarial estimates, which are 
periodically reviewed and often adjusted. If the plan's assumed interest rate 
is adjusted downward, then the level of savings is diminished. If interest 
rates were to rise, however, and the pension plan's assumed interest rate 
could also rise, greater savings would result. 
 
Debt Capacity.  Issuing bonds may reduce debt capacity that otherwise 
could be used for capital infrastructure replacement. This is a particular 
concern if a jurisdiction has statutory or constitutional limitations on the 
amount of debt it can issue and if the pension bonds are subject to this cap. 
Governments contemplating pension bonds must carefully evaluate the 
opportunity costs. 
 

Sure Bet or Long-term Gamble? 
 
So how have previous POBs performed? According to Alicia Munnell, Director 
of the Center for Retirement Research at Boston College, who analyzed 
nearly 3,000 POBs, she found that most of the POBs were in the red.  She 
added, only those bonds issued a very long time ago and those issued during 
dramatic stock downturns had produced positive outcomes to date. 
However, Portland Public Schools (PPS) was one of the biggest winners. It 
borrowed $490 million in 2002 and 2003 and saw its account for 
contributions increase to $786 million by the end of 2007 –three times its 
payroll. Even after 2008, rate credits almost entirely offset their required 
pension contributions. So far, PPS figures it has "saved" more than $120 
million from the bonding. 
 
Remember, the proceeds from the POB will be injected into the pension 
plan and invested in a diversified portfolio of assets with the “hope” that 
the ROA will be achieved. The additional assets will come with management 
fees, custody fees, transaction costs and additional actuary and consulting 
fees that will eat into the yield differential between the coupon and the 
ROA. 
 
Regrettably, there have been notable blow-ups, including Stockton, CA, New 
Orleans, LA, and Bridgeport, CT.  In the case of Stockton, CA, they were 
$152 million short of fully funded status.  Instead of borrowing from Calpers 
at the assumed ROA, they issued a POB through Lehman Brothers in 2007.  
Stockton was to send the proceeds from the bond to Calpers to “settle” 
their shortfall.  Calpers’s return for 2008 was –25% instead of the 7.5% it 
expected to generate annually on the portfolio. 
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Choice is Good 
 
Although POBs can be an effective tool to dramatically reduce the under 
funding within a plan, they aren’t necessarily foolproof and timing of the 
issuance is often the most critical factor in determining its success or 
failure.  At KCS, we think that there may be another option that one might 
consider. 
 
Although a pension plan may be currently significantly underfunded, future 
contributions (both employee and employer) are plan assets that need to be 
included in a net funded ratio calculation. In many cases, these 
contributions are relatively secure, especially the employee’s. If this is the 
case, most pension plans can begin to work towards full funding by 
becoming more liability aware. We would suggest that plan sponsors 
consider adopting a new approach that focuses on the growth of that plan’s 
specific liabilities to drive asset allocation decisions.  Instead of having 
quarterly reviews that exclusively look at how the total fund performed vis-
a-vis the ROA assumption, we also suggest reviewing how plan assets did 
versus their liabilities.   
 
A Custom Liability Index ((CLI) produced by Ryan ALM) can be created that is 
real-time and specific to the projected benefit payments as calculated by 
the plan’s actuary.  The CLI can be updated to reflect actuarial changes as 
required.  Asset allocation decisions could also take into account the output 
from the CLI and not just the ROA, which often become disconnected from 
the plan’s liabilities.  
 
Once the sponsor has a better feel for the projected liability growth, a plan 
may consider immunizing the near-term benefit payments to improve the 
fund’s liquidity profile (beta portfolio), while stabilizing contribution costs 
and beginning to improve the plan’s funded ratio.  The remaining assets will 
be invested in asset classes and products that are lowly correlated to rising 
rates (alpha portfolio).  This approach should reduce the volatility that 
exists in many plans as a result of a mismatch between the plan’s assets and 
liabilities. 
 
So, if the thought of adopting a POB is scary because of the uncertainty 
associated with the plan’s future market returns, we would welcome the 
opportunity to discuss our alternative approach that maps out an asset 
allocation approach based on the plan’s specific forecasted liability growth.  
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