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Credit FAQ:

Standard & Poor’s Approach To Pension Liabilities
In Light Of GASB 67 And 68

On June 25, 2012, the Governmental Accounting Standards Board adopted statements 67 and 68 related to financial

reporting for pension plans and to financial accounting and reporting for pensions, respectively. The statements

significantly change how pension liabilities are accounted for and reported on in state and local governments' financial

statements. Statement 67 will take effect for pension plans for fiscal years that begin on June 15, 2013 or later;

Statement 68 will take effect for employers and governmental nonemployer contributing entities for fiscal years

starting June 15, 2014 or later.

Frequently Asked Questions

What are Standard & Poor's views on GASB 67 and 68?

Standard & Poor's will be 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 do make significant changes to how pension liabilities are

calculated, accounted for, and reported in financial statements. The changes include the use of a blended discount

rate, the proportional reporting on pension liabilities for multiemployer cost sharing plan participants, and the

elimination of the ARC reporting requirement for those funding pension contributions based on statutorily or

contractual requirements, among others. There will also be other key changes such as increased disclosure on funding

policies, faster recognition of plan changes, and a sensitivity analysis based on different rate of return assumptions. In

our view, the new standards will lead to more conservative liability estimates that the current standards and provide

some additional disclosure.

What are Standard & Poor's views on the use of a blended discount rate?

We view the use of a blended discount rate as one of the most significant changes made under the new statements and

as an improvement to financial accounting and reporting of pension liabilities. Under the new statements, the rate used

to discount a government's pension liability will be a blend of the long-term assumed rate of return, to the extent that

assets are projected to be available to fund projected benefits, and the use of a 20-year tax-exempt, 'AA' category or

better, GO municipal bond index rate. This blended rate approach is based on GASB's recognition that investment

returns can't be earned unless there are assets invested on which to earn those returns. We consider this approach as

more reflective of reality than the current practice of discounting the entire liability at the long-term expected rate of

return.

What impact will the proportional reporting on pension liabilities have on governments?

GASB's requirement that governments participating in a multi-employer cost sharing plan report their proportional

share of the total plan liability is another significant change under statements 67 and 68. States have varying degrees of

responsibility for funding plans on which they report in their financial disclosure. For multi-employer cost sharing

systems, which can include a number of local jurisdictions, such as school districts, which are funded by contributions
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from both employers and employees, the state may be a non-employer contributor. Therefore, with some exceptions,

states are generally not directly responsible for fully funding the liabilities of these pension systems. However, even in

cases where pensions are direct liabilities of and funded from local entities, a portion of the local entities' funding may

be derived from the states. Given the important role states play in funding and reporting these liabilities and in the

absence of this proportional share data, we have historically allocated the plan's entire liability to the state sponsor. In

our view, GASB's proportional share reporting requirement is more transparent because it allocates the liability to the

entity(ies) responsible for funding it. As a result, we believe that, all things being equal, the state's liability will fall in

plans that are mainly funded at the local level.

Is Standard & Poor's currently planning to make further adjustments to the discount rate used under
the new GASB 67 and 68 statements to arrive at the net pension liability (NPL)?

We do not anticipate making additional adjustments to the net pension liability. With the separation of pension liability

accounting and reporting from funding under GASB 67 and 68, market participants will have access to an actuarially

based pension liability calculation and a GASB-based pension liability calculation with an accompanying sensitivity

analysis, each with its own set of assumptions. We believe that adjusting the NPL based on an arbitrary discount rate

may provide greater comparability at the expense of accuracy. In addition to the discount rate, there are many other

financial and economic assumptions used to establish the liability. Because of the numerous assumptions that go into

these calculations, pension liability figures are not exact calculations of the liability, but rather estimates of the liability

that will change over time based on changes to assumptions and actual experience. Instead, we will continue to focus

on commitment to funding, investment performance, trend analysis, affordability, and efforts at maintaining plan

sustainability.

What impact will the elimination of ARC reporting have on Standard & Poor's evaluation of pension
liability funding progress?

Under the new GASB standards, plans that have a pension funding policy based on an actuarially determined annual

required contribution (ARC) will continue to have to report the ARC, while those governments whose funding is based

on statutorily or contractually determined contributions will not be required disclose an ARC. We believe the ARC has

become an easily recognizable and understandable measure for governments both large and small. It has provided a

certain discipline to pension funding strategies and has been a factor in improving funding levels over time. We've

observed that historically, pension plans that are funded based on statutorily or contractually determined contribution

and those that underfund their ARC tend to have lower funded levels. Our current metrics evaluate with what

frequency governments fully fund their ARC. As we have done historically, we expect to continue to factor a

government's funding progress and discipline into our overall evaluation of its long-term liabilities.

How does Standard & Poor's Ratings Services factor pension liabilities into state government ratings?

Pension liabilities and the annual funding costs are important credit factors in our review of state governments. We

view pension obligations as long-term liabilities that must be funded over time, and while the funding schedule can be

more flexible than that for a fixed-debt repayment, it can also be more volatile and may cause fiscal stress if not

managed. Our focus is primarily on the pension's affordability and management's ability and record in managing this

liability. Key considerations in evaluating pensions include the size of the liability, the current funding status, and

funding progress over time.
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Under our U.S. state ratings criteria, the debt and liability profile is one of the five major factors that determine a rating.

Within this factor, debt, pension liabilities, and other post-employment benefits are key metrics in our analysis. We

measure a state's pension funded ratio, its record of fully funding its actuarially determined annual required

contributions (ARC), and unfunded accrued actuarial liability per capita and as a percentage of personal income.

Chart 1

Additionally, our scoring approach is flexible, allowing for adjustment to the indicative rating if we consider there to be

overriding factors, such as a high level of expected future debt or liabilities that justify a lower rating. We believe that

this overriding factor allows for a forward-looking assessment of future debt and liabilities and their potential impact

on the state's operating performance. Finally, the burden of servicing pension liabilities will also be captured in other

key areas such as budgetary performance.
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Will Standard & Poor's criteria change to incorporate GASB 67 and 68?

We will be evaluating our existing criteria and may implement adjustments to our metrics based on the new standards.

As always, our focus will be on the liabilities, how they are managed, and affordability of the servicing costs.

Does Standard & Poor's anticipate revising state government ratings based on changes to the new
GASB statements?

We do not anticipate significant revisions to state ratings solely on the changes to GASB reporting. Our rating criteria

allow for pension liabilities to be scored within certain ranges. While we expect some movement within those ranges

and potentially some changes to our overall debt and liability scoring, we don't anticipate these changes to result in

significant changes to overall scores. In our view, the changes to pension liabilities resulting from the new GASB

standards, such as the use of the blended rate, are more likely to affect governments for which we have already

factored their weak pension funding status into our ratings. We will continue to differentiate states' credit profiles

where pension liabilities are large and growing, there is limited funding discipline and progress, and there has been

limited action on reform.
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S&P may receive compensation for its ratings and certain analyses, normally from issuers or underwriters of securities or from obligors. S&P

reserves the right to disseminate its opinions and analyses. S&P's public ratings and analyses are made available on its Web sites,

www.standardandpoors.com (free of charge), and www.ratingsdirect.com and www.globalcreditportal.com (subscription) and www.spcapitaliq.com

(subscription) and may be distributed through other means, including via S&P publications and third-party redistributors. Additional information

about our ratings fees is available at www.standardandpoors.com/usratingsfees.

S&P keeps certain activities of its business units separate from each other in order to preserve the independence and objectivity of their respective

activities. As a result, certain business units of S&P may have information that is not available to other S&P business units. S&P has established

policies and procedures to maintain the confidentiality of certain nonpublic information received in connection with each analytical process.

To the extent that regulatory authorities allow a rating agency to acknowledge in one jurisdiction a rating issued in another jurisdiction for certain

regulatory purposes, S&P reserves the right to assign, withdraw, or suspend such acknowledgement at any time and in its sole discretion. S&P

Parties disclaim any duty whatsoever arising out of the assignment, withdrawal, or suspension of an acknowledgment as well as any liability for any

damage alleged to have been suffered on account thereof.

Credit-related and other analyses, including ratings, and statements in the Content are statements of opinion as of the date they are expressed and

not statements of fact. S&P's opinions, analyses, and rating acknowledgment decisions (described below) are not recommendations to purchase,

hold, or sell any securities or to make any investment decisions, and do not address the suitability of any security. S&P assumes no obligation to

update the Content following publication in any form or format. The Content should not be relied on and is not a substitute for the skill, judgment

and experience of the user, its management, employees, advisors and/or clients when making investment and other business decisions. S&P does

not act as a fiduciary or an investment advisor except where registered as such. While S&P has obtained information from sources it believes to be

reliable, S&P does not perform an audit and undertakes no duty of due diligence or independent verification of any information it receives.

No content (including ratings, credit-related analyses and data, valuations, model, software or other application or output therefrom) or any part

thereof (Content) may be modified, reverse engineered, reproduced or distributed in any form by any means, or stored in a database or retrieval

system, without the prior written permission of Standard & Poor's Financial Services LLC or its affiliates (collectively, S&P). The Content shall not be

used for any unlawful or unauthorized purposes. S&P and any third-party providers, as well as their directors, officers, shareholders, employees or

agents (collectively S&P Parties) do not guarantee the accuracy, completeness, timeliness or availability of the Content. S&P Parties are not

responsible for any errors or omissions (negligent or otherwise), regardless of the cause, for the results obtained from the use of the Content, or for

the security or maintenance of any data input by the user. The Content is provided on an "as is" basis. S&P PARTIES DISCLAIM ANY AND ALL

EXPRESS OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY WARRANTIES OF MERCHANTABILITY OR FITNESS FOR

A PARTICULAR PURPOSE OR USE, FREEDOM FROM BUGS, SOFTWARE ERRORS OR DEFECTS, THAT THE CONTENT'S FUNCTIONING

WILL BE UNINTERRUPTED, OR THAT THE CONTENT WILL OPERATE WITH ANY SOFTWARE OR HARDWARE CONFIGURATION. In no

event shall S&P Parties be liable to any party for any direct, indirect, incidental, exemplary, compensatory, punitive, special or consequential

damages, costs, expenses, legal fees, or losses (including, without limitation, lost income or lost profits and opportunity costs or losses caused by

negligence) in connection with any use of the Content even if advised of the possibility of such damages.
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