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Six Years Into The Recovery, Pensions Are A Big
Divider Of U.S. State Credit

As states continue their budget deliberations in advance of fiscal 2016, pensions continue to take center stage. Despite

strong equity market performance over the past two years, pension liabilities and associated budget pressures are

forcing continued policy debate and remain a funding dilemma and a source of credit pressure for many states.

Pension funding status varies widely among states and has played a significant role in relative creditworthiness over

time. Given the current fiscal climate—budgets remain under pressure even six years into the recovery--and various

trends we are observing, we think states will continue to examine their pension policies.

Here are some of the pension-related issues that we believe will shape the public policy debate, budget deliberations,

and potentially credit quality this year and beyond:

• Accounting and actuarial changes continue to shape liabilities and funded ratios.

• The growing gap between well-funded and poorly funded pension systems.

• Reform efforts are slowing in some cases, and are in legal limbo in others. Either way, the impact on public pension

plans in general could be negative.

• A renewed interest in pension obligation bonds as a financing tool for unfunded pension liabilities. We note that

pension obligation bonds have historically carried risks and opportunities from a credit perspective.

Accounting Changes Are Driving Liability Changes

GASB 67/68 release

As we have highlighted previously (see "U.S. State Pension Funding: Strong Investment Returns Could Lift Funded

Ratios, But Longer-Term Challenges Remain," June 24, 2014, and "Proposed GASB Changes To OPEB Reporting

Could Enhance Comparability But Reduce Information On Funding Progress," Nov. 17, 2014, on RatingsDirect),

Standard & Poor's Ratings Services has historically relied on GASB standards and is incorporating GASB statement 67

(Financial Reporting for Pension Plans) and statement 68 (Accounting and Financial Reporting for Pensions) as its

basis for analyzing pension liabilities for states. In our view, the new GASB standards have some limitations but make

significant improvements to how pension liabilities are calculated, accounted for, and reported in financial statements.

GASB 67, the first of the two statements to be implemented, took effect for pension plans for fiscal years that began on

June 15, 2013 or later (fiscal 2014 for most plans), and we are starting to see actuarial reports released at the pension

system level. While there will be a range of new information reported under the GASB 67/68 and year-over-year

comparisons may be challenging, we don't expect significant credit differentiation based solely on the new reporting.

Although not all plans have reported, our projections for improved asset valuations, for the most part, have held true.

Market valuation

As we anticipated, asset valuations have improved due to strong market returns in fiscal 2013 and 2014. For many

systems, the improvement is more pronounced than it would have been under the previous standards that included

asset smoothing. For state plans that had four- or five-year smoothing, the large losses in 2008 and 2009 would have

phased out (which would be positive) but the relatively weak market performance of 2012 would also have been
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included. We expect that results could vary for various plans depending on the asset smoothing previously employed.

While current equity market performance points to an improvement in asset valuations to date, we note that any

market correction will translate to volatility in funded ratios and ultimately annual funding requirements if a

government is funding its pensions on an actuarial basis.

Depletion dates and blended rates

Another significant change under GASB 67 and 68 is the introduction of a depletion date for a pension system. This is

a projection of when system assets will be insufficient to fund benefit payments. When a depletion date is identified, a

blended rate is used to discount a government's pension liability. The long-term assumed rate of return for the plan will

be used until assets are depleted and then a 20-year tax-exempt, 'AA' category or better, GO municipal bond index rate

is used after the depletion date. For those systems that already had significant unfunded liabilities due to underfunding,

the expectation was initially that liabilities would increase substantially. However, the calculation of a depletion date is

subject to actuarial interpretation based on guidance provided in the statement which has in fact led to significant

variation in reporting of liabilities. This variation is highlighted by three states that have below-average funded pension

plans.

How Depletion Date Is Calculated Leads To Variation In Liabilities

New Jersey

New Jersey previously used a 7.9% assumed rate of return to discount its liabilities. Under GASB 67, the actuary

identified a date and as a result, a blended rate is applied in the updated actuarial report. A 7.9% rate of return

while assets are available to pay benefits and a 4.29% discount rate is applied after they reach their depletion

date. Its unfunded liability more than doubled from to $82.77 billion in fiscal 2014 from $37 billion in fiscal 2013

partially reflecting this change in the discount. Although asset valuations also declined due to the asset smoothing

methodology used by the state, this was a much less significant contributor to the overall increase in the liability.

Illinois

In Illinois, which also has a significantly underfunded pension system, the blended rate had a less severe impact

on pension liability, reflecting progress toward funding annual contributions in recent years. The blended rate of

7.09% % and 7.5% for Illinois State Employees Retirement System and Illinois Teachers Retirement System in

2014 (assumed rate of return 7.25 and a 4.29% municipal bond rate) compared to a 7.25% assumed rate of return

in 2013. The state's aggregate unfunded pension liability increased by 10% to $111 billion from $100.5 billion in

2013.

Kentucky

Kentucky adopted pension reform in 2014 for the Kentucky Employees Retirement System (KERS), which was

26% funded. The reform required that the state fully fund its actuarially determined pension contribution for

KERS in the 2015-2016 biennium, but fell short of implementing the same reform for the Kentucky Teachers

Retirement System (KTRS). Based on the reform of KERS, it did not adopt a blended rate approach, but did adopt

it for KTRS, which significantly increased the total pension liability.To put this in some context, KERS' unfunded

liability increased 2% in fiscal 2014 compared to a 55% increase in liability for KTRS in 2014 relative to 2013.

There is now a pension obligation bond proposal pending for KTRS.
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Actuarial Assumption Changes Drive Liability Growth

Some of the liability growth we are seeing is due to changed actuarial assumptions unrelated to GASB. Two of the

more significant changes relate to changing investment return assumptions, and updated mortality tables.

Mortality assumption changes

Recently, we have observed changes to mortality assumptions as another contributor to noticeable increases in

liabilities. In October, 2014, the Society of Actuaries introduced new mortality tables to be used in valuing retirement

benefits (including both defined benefit pension benefits and other post-employment benefits). The updated tables

reflect longer life expectancy assumptions that will likely increase defined benefit retirement liabilities for funding

purposes.

In New York, the updated mortality assumptions contributed to the annual contribution rate in the fiscal 2016 budget

proposal increasing(compared to previous financial plan) to 18.2% from 14.2% for the Employee Retirement System

and to 24.7% from 20.8% for the Police and Fire Retirement System.

Changes in mortality assumptions also played a significant role in Washington's combined liability for all twelve of

their plans increasing to $74.3 billion (actuarial data from fiscal 2013) from $66.6 billion (actuarial data of fiscal 2012).

The funded status across all these plans dropped to 88.3% from 95.1%.

We expect that the mortality assumptions may take a while to be phased in but the demographic trends combined with

increased longevity will continue to pressure liabilities.

Return assumptions move lower

The magnitude of market losses at times over the past 15 years and the overall investment return experience has

caused many systems to re-examine their rate-of-return assumptions. Although return assumptions for the majority of

state pension plans have been in a narrow band ranging from 7.5% to 8%, there has been a general movement to lower

return assumptions. This has generally increased liabilities, lowered funded ratios, and resulted in increased pension

contributions. These changes have typically been gradual and phased in but have accelerated liabilities and funding

pressure, which we expect to continue.

Pension Reform Muddles Along

Reform efforts remain front and center and are introducing significant budget and financial plan uncertainty for many

states including Rhode Island, Illinois, New Jersey, Kentucky and Pennsylvania, among others. While we view reform

efforts as positive from a government liability management standpoint and overall sustainability, reform generally

comes with implementation risk. This translates to budget risk if savings are included before legal challenges are

resolved.

While in some states reform has been more comprehensive than others, as of 2015 almost every state has enacted

some amount of pension reform. Some of the reforms—such as capping benefits for newly hired employees—will take

years, if not decades, to be fully realized. Having already expended valuable political capital on reform measures that
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may not generate material fiscal benefits until long after their terms end, we perceive a bit of reform fatigue may be

setting in which could slow the pace. However, the growth in unfunded liability due to GASB 67 and 68 could give

pension reform efforts a second wind, at least for those that need it most.

• Illinois continues to litigate the merits of SB 1, which is the pension reform effort the state put forward under its

previous administration but which is currently being litigated in the state's Supreme Court. Oral arguments began on

March 11. Although the pension reform litigation is ongoing, Gov. Bruce Rauner's administration has proposed its

own version of pension reform as the centerpiece of its budget proposal. The budget assumes $2.2 billion in savings

from pension reform, accounting for more than a third of the gap-closing measures. Even if this version of pension

reform is passed by the legislature, it will face implementation risk with significant financial ramifications.

• New Jersey's pension reform efforts are still being litigated in court, but the administration has already built in the

savings from a second round of pension reforms into its fiscal 2016 budget proposal based on the recommendations

of the New Jersey Pension and Health Benefit study commission. The budget proposal funds only 30% of the

actuarially determined contribution, with pension reforms expected to bridge the gap to full funding. In 2011 the

state passed pension reform that included increased future pension contributions. The slow pace of economic

recovery and lower than forecasted revenues in fiscal 2014 and 2015 led the governor to roll back those increases

($2.5 billion in total). A Superior Court judge ruled that the reduction of the payment in 2015 violated pensioner's

constitutionally guaranteed contractual rights. While this is likely to be appealed by the state, it could further

pressure the state's budget if the ruling stands. Even prior to exhausting its all of its options through legal venues,

the state could go to its voters for a constitutional amendment that, if passed, could provide the state the ability to

modify current benefits, which is one of the commission's proposed reforms. However, this too could be a lengthy

process.

Pension Obligation Bond Proposals Gain Momentum

The acceleration of liabilities, a weak funded ratio for certain states, poor contribution histories, and low interest rates

have increased interest in pension obligation bonds (POBs) recently. There are several proposals pending during the

2015 state legislative session which will affect pension funding performance and associated budget requirements.

While POBs have been a consistent feature of the municipal bond market for the past 25 years, their performance has

been uneven. From a credit perspective, governments that turn to POBs generally have large unfunded liabilities and

the decision to utilize debt for this purpose is tantamount to deficit financing--funding an operating expenditure with

bonds. Specifically, if actuarial contributions had been regularly funded there would be no liability to address with

bond proceeds.

POB mechanics

Issuing a POB increases leverage and fixed costs. It essentially creates a fixed debt service obligation in place of a

potentially variable annual payment to fund a long-term liability. Once the POB is issued, the net proceeds are placed

in the pension trust fund to be commingled with the other funds, and usually invested according to existing asset

allocation guidelines. Thus, the pension fund experiences a rapid increase in assets resulting in a higher funded ratio.

For the POB to generate savings for the employer, the investment return rate on the invested POB proceeds must be

greater than the interest cost of the bonds. The employer, as POB issuer and obligor, would then be able to achieve

lower total pension contributions than it would have if it had not sold the POB. Timing obviously plays a role in the

overall success of a POB plan and we note that the bull market for equities just reached its six-year anniversary.
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It is important to understand the overall financing plan in place, as well as the timing of the POB's issuance, which

potentially introduce risk to a state's debt and liability profile from a credit standpoint. Specifically some of the issues

we are focused on include:

• How will the financing affect current contributions (is it being issued for budget relief ?)

• Will any front-loading of savings lead to higher, unsustainable contribution rates in later years?

• What is the statutory relationship between the issuer/employer and the pension fund? How have the laws and

precedents for contributing affected funding progress, and how do they play into the POB strategy?

• What are the funding goals and how will the POB affect these objectives?

Current proposals

• Pennsylvania has a $3 billion proposed POB issue that would be secured by wine and liquor enterprise profits with

increased contributions funded by dedicating the sales tax into a restricted account.

• Kentucky had a $3.3 billion POB proposal in the legislature for KTRS, but that has recently been delayed pending

further study. One of the claimed benefits is the potential to reduce its required contribution to a more affordable

level, and potentially avoid the application of a blended rate.

• In Kansas, the governor proposed a $1.5 billion POB, while a lower $1.0 billion authorization bill passed the state

senate. The proposed 2016 budget has some minor pension "savings" in it, which includes lengthening the period to

amortize the unfunded pension liability by 10 years and lower contributions due to a higher retirement system

funded rate following the POB. However, the governor has proposed funding less than the full pension ARC in 2016

regardless of whether there is a pension bond or not. There is also a debate about whether there should be

capitalized interest for a one-time lower state contribution in the coming fiscal year.

More Of The Same Is On The Horizon

It is clear that the issues surrounding public pensions are in a period of transition based on accounting and actuarial

changes and funding commitments. As a result, we expect pensions to remain a significant public policy and funding

challenge for many state governments, and a continuing source of expanding liabilities for most.

Under Standard & Poor's policies, only a Rating Committee can determine a Credit Rating Action (including a Credit

Rating change, affirmation or withdrawal, Rating Outlook change, or CreditWatch action). This commentary and its

subject matter have not been the subject of Rating Committee action and should not be interpreted as a change to, or

affirmation of, a Credit Rating or Rating Outlook
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