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Historical Context

®m Twenty-five years ago, in the wake of the stock market boom of the late 1980s and 1990s,
public pension plans were in good shape, and most state plans - like New Mexico’s - were fully
funded. As of June 30, 2000, the funded ratios (System Assets/System Liabilities) of PERA and
ERB were 106% and 92%, respectively.’

m By 2010, according to a study by
Barclay’s, state pension funds on Unfunded Pension Liabilities Grew More Than Debt, Unfunded
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unfunded pension liabilities now yaza IS ARk
collectively exceed $1 trillion.2

1) State of New Mexico General Obligation Bonds, Series 2001 official statement

2) https://www.pewtrusts.org/en/research-and-analysis/articles/2022/07/07/states-unfunded-pension-liabilities-persist-as-major-long-term-
challenge
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Unfunded Pension Obligations Now Integrated Into Credit Analysis

NTSD + ANPL + ANOL + other long-term liabilities as %

State Issuer Rating of own-source revenue
lllinois Baa1 676.7%
Connecticut Aa3 602.1%
New Jersey A2 ] 583.2%
Hawaii Aa2 T 500.3%
Kentucky Aa3 1 401.9%
husetts Aat I 377.6%
Maryland Aaa 1 323.1%
Delaware Aaa [— 274.0%
Maine Aa2 T TN 2712%
Pennsylvania Aa3 — 270.0%
Texas Aaa I 265.6%
South Carolina Aaa | 264.5%
Vermont Aa1l I 251.0%
Montana Aat I 235.4%
California* Aa2 L] 234 4%
West Virginia Aa2 ) 232.0%
Louisiana Aa2 ] 216.0%
Rhode Island Aa2 — 214.3%
Nevada Aal ] 211.0%
Alaska Aa3 [ 1] 2012%
Kansas Aa2 [ 199.8%
Michigan Aal — 1 185.0%
Washington Aaa ] 181.6%
Missouri Aaa . 160.5%
Mississippi Aa2 [— 156.5%
New York Aal L 153.6%
New Hampshire Aat LU 146.1%
Oregon Aat | | 137.8%
Colorado Aa1l I 129.0%
Arkansas Aa1l _N 117.7%
Ohio Aa1l ] 110.7%
Alabama Aa1l | 104.0%
Florida Aaa L 103.1%
Georgia Aaa | | 93.7%
Wisconsin Aa1l . 93.6%
Indiana Aaa L 91.9%
New Mexico Aa2 == 90.7%
Arizona* Aat | 90.6%
Virginia Aaa . 90.1%
North Carolina Aaa L 79.3%
South Dakota Aaa L 751%
Minnesota Aaa s 741%
Utah Aaa Im 66.0%
Oklahoma Aa2 (L) 63.2%
lowa Aaa ] 57.9%
Nebraska Aal - 571.7%
Idaho Aaa [ ] 56.8%
Tennessee Aaa ] 55.3%
Wyoming NR [ 54 6%
North Dakota Aal u 32.2%
Median 155.0%

NTSD stands for net tax-supported debt. ANPL stands for adjusted net pension liability. ANOL stands for
adjusted net OPEB liability. NR stands for no rating.
*NTSD, ANPL, ANOL and other long-term liabilities reflect fiscal 2020 figures because fiscal 2021 audited

financial statements were not available as of the publication of this report. Sources: State and pension plan
audited financial statements and Moody's Investors Service

The funding of public pension liabilities is among the
most difficult challenges facing governments today.

As defined benefit pension plans embodied in labor
agreements evolved over time, governments took on
greater investment risk as they increased benefit
payouts.

When pension fund investment returns fell short of
the actuarial earnings target, new liabilities were
created, bypassing what in many states are long-
standing rules constraining the creation of new
debt.

As unfunded pension liabilities come to far exceed
publicly sold bonds on state balance sheets, the
rating agencies have expanded their credit
assessments to consider unfunded defined benefit
pensions as well as Other Post-Employment Benefits
are an integral part of municipal credit analysis.

GASB 67 balance sheet treatment of market value of
unfunded liabilities vs. actuarial practice of five-
year smoothing of asset values can provide starkly
different view of pension funding status.
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Moody’s and S&P Pension Analysis and Metrics Have Evolved

>

>

>

>

® Moody’s focus has changed its primary focus from funded status to pension system discount rates:

Conceptual approach: What is value of system assets today, and what would it cost to buy
an annuity at real market rate to fund future obligations.

> Adjustment of measurement of accrued liabilities: To reflect the uncertainty of

investment returns, accrued liabilities are recalculated using a discount rate that reflects
the yield on high-grade corporate bonds.

Elimination of asset-smoothing: As with GASB 67, the reported fair value of assets as of the
reporting date is used, rather than an actuarial, multi-year smoothed value.

Focus on “tread water” assessment: The ultimate assessment is whether based on its own
terms, a pension system is making progress or losing ground toward paying down its
unfunded liabilities.

m S&P focus remains on funded status, and community commitment to meet its obligations:

“We review state pension liabilities and trends related to funding progress. This analysis
focuses on the principal state pension plans and includes changes in assets and liabilities,
funded ratios, funding discipline, and unfunded pension liability.”!

A state's commitment to funding annual contributions that address the long-term pension
liability is a key credit consideration.

Assessment focuses on (i) three-year average of pension funded ratio, and (ii) pension
funding discipline.

Pension liabilities not yet included in tax-supported debt ratios due to variation in how the
liabilities are calculated, but are assessed relative to population and personal income to
facilitate comparisons across states.

1) S&P Global Ratings. U.S. State Ratings Methodology



Cost and Risk Profile of State Pension Obligations Over Time

B Retirement obligations have outstripped debt as long-term source of cost, unpredictability and
credit risk.

Pensions OPEB Debt service
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KEource: Moody's Investors Service
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Credit Analysts Recognize Positive State Steps in Pension Funding

®m Four years ago, Moody’s summed up its pension-related concerns as follows:!

“The credit quality of the State of New Mexico (Aa2 stable) is challenged by its
extremely large pension liabilities, including both its direct obligation to the Public
Employees’ Retirement System (PERA) and its indirect obligation to the Educational
Employees’ Retirement System (EERS). The state provides K-12 school districts with
essentially 100% of their operating funding. The need to assist districts in addressing
their EERS pension liabilities represents a significant financial pressure for the state.”

®m |n contrast, in its September 12, 2022 New Mexico General Obligation Bond credit report
Moody'’s recognized the State’s progress in pension funding, and the importance of Senate Bill
72 in 2020 and Senate Bill 36 in 2022:

“The State of New Mexico (Aa2 stable) benefits from strong fiscal governance,
proactive pension management and the rebuilding of reserves with growth in oil- and
gas-related revenues... New Mexico's leverage (total debt, pension, OPEB and other
long-term liabilities) will continue to be manageable, supported by the state’s
proactive approach to addressing pension liabilities, which represent the largest share
of the state’s long-term liabilities.”

m Still, Moody’s continues to note the particular challenge ERB presents to the State:

“The state is also indirectly responsible for funding the large liability in its teachers’
retirement plan, the Educational Employees Retirement System, because it takes
financial responsibility for the vast majority of school districts’ operations. If school
districts’ liabilities were allocated to the state, its total liabilities would more than
double to 202.5% of own-source revenue or closer to 300% of own-source revenues when
removing the fiscal 2021 permanent fund investment income in the denominator”

1) Moody’s June 20, 2018 New Mexico General Obligation Bond credit report.
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Role of Unfunded Pension Obligations in New Mexico Liabilities

m [ssues of discount rate, asset smoothing and other funding assumptions in measuring size of assets
and obligations makes peer comparisons difficult.

®m Pension and OPEB liabilities are only New Mexico state liabilities without dedicated funding source.

B Moody'’s recalculation of pension obligations based on corporate bond yields significantly impacts
perception of pension underfunding.

m New Mexico liabilities as percent of personal income place it solidly among rating peers, but are
magnified with inclusion of ERB underfunding.

Peer Comparison:
Impact of ERB on Adjusted Debt and Pension Liabilities per Capita
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Recognizing ERB Liabilities Is Key Step For State of New Mexico

As a general matter, New Mexico overall net pension liabilities as percent of personal income place it
solidly among its state peers.

Like New Mexico, many states have sought to sidestep state responsibility for unfunded liabilities of
teacher pension funds.

In its February 22, 2022 Sector Comment, Moody’s highlighted New Mexico as a case in point on this
issue, as ERB liabilities have historically been viewed as local school district obligations, despite
funding coming through State appropriations.

As stated earlier, Moody’s observed that recognizing ERB liabilities as State liabilities has the effect
of doubling the overall liability burden of the State, with no dedicated source.

Pension burdens increase significantly for some states when adding all teacher liabilities
Fiscal 2021 adjusted net pension liability (ANPL) including currently unrecognized teacher liabilities as a % of state own-source revenue
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Sources: State and pension plan financial statements and Moody's Investors Service
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lllinois Pension Crisis lllustrates Looming Risks of Pension Issues

®m |n the decade+ since the 2008 financial collapse, zero interest rate policies and quantitative easing
have particularly challenged pension investments.

m Rating agencies recognize that June 30, 2022 pension system financial results likely to show two
lost years, as stock market values now approximate levels of two years ago. Going forward, equity
risks remain, while reasonable fixed income returns seem likely for the first time in a decade.

m |llinois pension funding crisis is the canary in the coal mine for states that decline to grapple with
funding issues, and open pensioners up to competition with bondholders, public employees and
public services for scarce resources in periods of stress or insolvency.
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Comptroller's Traditional Budgetary Financial Reports



