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INTRODUCTION

This is the Kentucky Asset/Liability Commission’s (“ALCo”) twenty-sixth semi-annual report putsu-
ant to KRS 56.863 (11) for the period beginning July 1, 2009, through December 31, 2009. Several
factors on both the state and national level had an impact on activity during the reporting period.

The most significant factors were:
On the national level

e While the National Bureau of Economic Re-
search has not officially declared an end to the re-
cession, the economy seems to have turned the cor-
ner as growth in Real Gross Domestic Product has
begun.

e Due in part to extraordinary measures by the
federal government, the housing market appears to
have bottomed as prices have begun to increase on
a month over month basis although still well below
year ago levels.

e Both Chrysler and General Motors have
emerged from bankruptcy due in large part to sig-
nificant monetary infusions and ownership by the
United States.

e The Federal Reserve continues to target Federal
Funds in the range of 0.00 to 0.25 percent. Their
focus has shifted to the gradual elimination of
quantitative easing, non-monetary policy support
for the economy.

e Most of the large financial institutions have re-
paid TARP money to the U.S. Treasury but signifi-
cant exceptions remain including AIG, FNMA,
FHLMC, and Citibank.

e The Dow Jones Industrial Average finishes the
year at 9,938, up 1,162 points from December 31,
2008.

On the state level

* Subsequent to June 2009 when the General As-
sembly met in Special Session and adopted House
Bill 4, the Governor signed General Fund and
Road Fund Budget Reduction Orders in September
2009 to implement the Budget Reduction Plan and
balance the Fiscal Year 2010 budget. The Budget
Reduction Orders addressed a projected deficit of
over $1 billion for the General Fund through a
combination of spending reductions, Federal
Stimulus Funds, debt restructuring, and enhanced
revenue collections and addressed a projected defi-
cit of $239 million for the Road Fund through simi-

lar measures.

e In December 2009, the Consensus Forecasting
Group (CFG) revised for the second time the offi-
cial fiscal year 2010 General Fund revenue estimate
downward by an additional $99.9 million to $8.196
billion. As a result, in January 2010, the Governor
signed an additional General Fund Budget Reduc-
tion Order including fund transfers, additional
budget cuts, and use of stimulus funds to balance
the fiscal year 2010 budget.




26TH EDITION

INVESTMENT MANAGEMENT

MARKET OVERVIEW

During 2008 and the first half of 2009, the world
experienced the worst financial crisis since the Great
Depression. The second half of 2009 has shown
significant improvement but serious problems still
exist. The strongest sign of improvement has been
the rebound in growth of Real Gross Domestic
Product. From a low of -6.4% in the first quarter of
2009, growth has increased to 5.6% during the
fourth quarter of this year.

The economic rebound, while not universal, has
shown up in a number of indicators. Although the
economy is not creating new jobs, the unemploy-
ment rate has at least temporarily peaked at 10.1% in
October with minor improvement since then. Sev-
eral related statistics including average weekly hours
and initial unemployment claims have also shown
improvement; although, both are still significantly
worse than the long term averages.

The housing market appears to be creating a bot-
tom. Existing home sales have come off the lows of
an annual rate of roughly 4.5 million earlier this year
to an average of roughly 6 million annually during
the fourth quarter. Various indicators show housing
prices have either stopped falling or in some cases
have begun showing month over month increases.
Average delinquencies have even fallen slightly from
highs reached earlier this year. These are the first
steps in recovery of this sector. Now that prices
have apparently bottomed, the excess supply of
houses for sale should begin declining in a more
normal range. Once the supply has been decreased,
new construction activity should increase providing
support for economic growth.

A variety of other indicators also are showing im-
provements in the economy. The S&P 500 has re-
bounded from a low of 677 in March to close the
year at 1,115. Total U.S. auto sales have bounced
from a low of 9.11 million on an annualized basis in

February to 11.23 million in December. There was
a substantial spike during the Fall driven by the fed-
eral Cash for Clunkers program.

Consumer spending has shown both the depth of
the recession and the recent turn around. Since
1992, nominal consumption has grown at roughly
3.5% per year. This peaked in 2007 and fell 8% be-
low the trend line by the end of 2008. In 2009, con-
sumption began to grow again although at a lower
2% annual rate.

Contrasting with the improving news are two head-
winds working against further improvements. First,
the Federal Reserve provided enormous support to
the economy through “quantitative easing”. This
action by the Federal Reserve is an attempt to create
money and stimulate the economy through means
other than the adjustment of short-term interest
rates. The Federal Reserve will be gradually winding
down the extraordinary measures over the next sev-
eral months. In March, the Federal Reserve will
quit purchasing Mortgage-Backed Securities fol-
lowed by the expiration of the first-time home buy-
ers tax credit in April. The question is whether or
not the housing market is strong enough to with-
stand the loss of support.

The second issue involves the financial difficulties of
several countries in Europe. The PIIGS (Portugal,
Italy, Ireland, Greece and Spain) all are experiencing
large fiscal deficits partially from a history of exces-
sive borrowing and partially from the global reces-
sion. The markets are beginning to question the
ability for these countries, especially Greece, to re-
pay existing debt. Each of these countries uses the
Euro as their common currency. The possibility of
payment defaults has led to a trend of the Euro
weakening when compared to the U.S. dollar. Many
commodities, especially oil, are priced in U.S. dol-
lars. If the current trend continues, further strength-
ening of the U.S. dollar could lead to commodity
inflation in the U.S. which harms both the manufac-
turing and export sectors of the economy. This is
an emerging story that bears watching in the future.
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Real Gross Domestic Product & Unemployment

Real Gross Domestic Product
Quarter Over Quarter
Range 1/1/00-12/31/09
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8.00% mmm GDP Index

—— Average

6.00%

4.00%

Avg 1.87%
2.00%

0.00%

-2.00%

-4.00%

-6.00%
Min -6.4%

-8.00%

Date

Unemployment Rate
Range 1/1/00-12/31/09
USURTOT Index

10.00%
Max 10.1%

Em Unemployment
— Average

Avg 5.49%

Min 3.8%




26TH EDITION

INVESTMENT MANAGEMENT
Existing Home Sales & S&P 500

Existing Home Sales
Range 1/1/00-12/31/09
ETSLTOTL Index
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Auto Sales & Consumer Spending
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Quarter over Quarter
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PORTFOLIO MANAGEMENT

For the six months ended December 31, 2009, the
Commonwealth’s investment portfolio averaged
$2.6 billion. As of December 31, 2009, the portfolio
was invested in U.S. Treasury Securities (17 percent),
U.S. Agency Securities (16 percent), Mortgage Pass
Through Securities (1 percent), Collateralized Mort-
gage Obligations (8 percent), Repurchase Agree-
ments (22 percent), Municipal Securities (8 percent),
Corporate Securities (5 percent), Asset-Backed Secu-
rities (4 percent), and Money Market Securities (19
percent). The portfolio had a market yield of 0.91
percent and an effective duration of .83 years.

The total portfolio is broken down into four invest-
ment pools. The pool balances as of December 31,

2009, wete: Short Term Pool - $608 million, Inter-
mediate Term Pool - $1,727 million, Bond Proceeds
Pool - $650 million, and UK Hospital Pool - $35
million.

Total investment income from all investments, on a
cash basis, for the six months ended December 31,
2009, was $32.5 million versus $55.3 million for the
six months ended December 31, 2008. On a full
mark-to-market basis, investment income was $25.8
million for the six months ended December 31,
2009, versus $65.1 for the six months ended Decem-
ber 31, 2008. Roughly half of the reduction in cash
income was due to a 20% decline in investable bal-
ances with the remainder explained by drop in short
term interest rates. The decline in investment in-
come was also affected by differences in the move-
ment of longer term interest rates during the two
periods.

Distribution of Investments
at 12/31/2009

Mortgages
Municipals 9%
8%

Term Repo

1% Overnight Repo
21%

Asset Backs

4% T-notes
17%

Corporates
5%

Agency notes
15%
Discounts
1%
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Tax-Exempt Interest Rates and
Relationships

The Bond Buyer 20 year General Obligation Index
averaged 4.62% for calendar year 2009. The high
was 5.24% in January 2009 and the low was 3.94%
in October 2009 with the year end at 4.25%.

The Securities Industry and Financial Markets Asso-
ciation (SIFMA) Municipal Swap Index averaged
0.41% for calendar year 2009. The high was 0.90%

in January 2009 and the low was 0.22% in Decem-
ber 2009 and it ended the year at 0.25%.  The 30-
day USD London Interbank Offered Rate (LIBOR)
averaged 0.33% for calendar year 2009. The fiscal
year high was 0.56% in March 2009 and the low was
0.23% in December 2009 and it ended the year at
that level. During the year, SIFMA traded as high as
214% of 30-day LIBOR in January 2009 and as low
as 90% in July 2009 with an average of 123% for the
year. The year ended with SIFMA at 108% of 30-
day LIBOR.

Bond Buyer 20 General Obligation Index
Range 1/1/09 - 12/31/09
BBWK20GO Index

Max 5.24%

Avg 4.62%

Min 3.94%

—e— Rate

— Average
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SIFMA and SIFMA/LIBOR Ratio

SIFMA Rate
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The 2005 Kentucky General Assembly adopted a
State Budget for the biennium ending June 30,
2006, which authorized $2.056 billion of bond
funded capital projects. The General Fund authori-
zation was $1,204 million; the Road Fund authoti-
zation was $450 million; Agency Funds were au-
thorized at $251.7 million; and $150 million was
authorized to be supported by Federal Highway
Trust Funds (FHTF). Bonds have been issued to
permanently finance the Road Fund, Agency Fund
and FHTF authorizations.

The 2006 Kentucky General Assembly adopted a
State Budget for the biennium ending June 30,
2008, which authorized an additional $2.3 billion of
bond funded capital projects. The General Fund
authorization was $1,392.9 million; the Road Fund
authorization was $350 million; Agency Funds were
authorized at $267.5 million; and the FHTF au-
thorization was $290 million. Bonds have been
issued to permanently finance the Road Fund,
Agency Fund and FHTF authorizations.

In the 2007 20d Special Session, the Kentucky Gen-
eral Assembly authorized $100 million of General
Fund supported Energy Bonds.

The 2008 Kentucky General Assembly adopted a
State Budget for the biennium ending June 30,
2010, which authotized an additional $1.739 billion
of bond funded capital projects. The General Fund
authorization was $650.3 million; the Road Fund
authorization was $135 million; Agency Funds were
authorized at $643.2 million; the FHTF authoriza-
tion was $231 million; and there were $80 million
of other authorizations. Bonds have been issued to
permanently finance a portion of the Road Fund
and Agency Fund authorizations.

The 2009 Kentucky General Assembly authorized
$7 million of additional General Fund supported
bonds and an additional $400 million of Economic
Development Road Revenue Bonds to be sup-
ported from the Road Fund.

In the 2009 Special Session, the Kentucky General
Assembly authorized $100 million of Agency Fund
supported bonds to provide additional financing

for the University of Kentucky hospital.

To date, a significant portion of the General Fund
bond projects from the above authorizations have
been permanently financed. Interim note financing
through ALCo is not currently available due to in-
creased funding costs related to credit facilities for
this type of program. The Commonwealth plans to
provide financing for the balance of the existing
authorizations through permanent fixed rate bonds.
However, ALCo will continue to analyze potential
interim financing options to provide construction
financing for future debt authorizations of the
General Assembly.

Ratings Update

The rating agencies continually monitor the Com-
monwealth’s performance in areas such as revenue,
the economy, and debt management. The recent
softening in the economy has continued to put
pressure on the Commonwealth’s credit ratings.

In June 2009, S&P revised its outlook from
“positive” to “stable” for Kentucky’s “AA-* issuer
credit rating and its “A+” rating for the State Prop-
erty and Buildings Commission (SPBC), based on
the impact of a challenging revenue climate on the
Commonwealth’s budget and reserves. S&P also
observed that the pressure on revenues is hindering
meaningful progress in reducing the Common-
wealth’s unfunded liabilities for retiree pensions
and health care. The stable outlook does however
recognize the Commonwealth’s demonstrated will-
ingness to make budget cuts and enhance revenues
in order to balance its budget. S&P affirmed its
ratings and outlook for the Commonwealth and
SPBC in October 2009.

In April 2008, Moody’s Investors Service revised
from “stable” to ‘“negative” its outlook on the
Commonwealth’s “Aa2” issuer credit rating and
SPBC rating of “Aa3”, citing ongoing economic
and financial weakening, leading to revenue under-
performance and sizable budget deficits. Moody’s
also cited a draw-down of ending and reserve bal-
ances and a strong reliance on one-time resources
to balance the biennial budget. In October 2009,
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Moody’s affirmed its ratings and outlook for the Tax and Revenue Anticipation Notes
Commonwealth and SPBC and stated that the (TRAN)

Commonwealth faces ongoing budget pressure, as .
a trend of revenue weakening appears to be con- ~ NO fiscal year 2010 TRAN was issued for a num-

tinuing, while the Commonwealth has a history of ~ ber of reasons: 1) After the Consensus Forecast

active financial management that has enabled it to ~ Group revised the General Fund revenue estimate
address fiscal instability in the past. downward in May 2009, the Commonwealth was

, . ' ) o faced with an estimated $1 billion budget gap in
Also in APfﬂ 2098’ Fitch Ratings, for similar rea- FY 2010. This was addressed during a Special Ses-
sons, ‘revlsed. 1 outloqk from “stable” to sion in late June 2009 (and formally remedied with
“negative” on its “AA-“ rating for SPBC. In Octo- e Governor's Budget Reduction Order in Sep-
Prior to this however, it was not
feasible to accurately model General Fund cash-
flows for FY 2010 given the uncertainty of how
the budget gap would be remedied; 2) Without an
Subsequent to the Reporting Period: accurate General Fund cashflow model demon-
strating the Commonwealth’s ability to repay, it
was unclear if the Commonwealth would achieve
the highest short-term ratings on a FY 2010
TRAN; and 3) Current reinvestment yields on
TRAN proceeds would not be significantly higher
than the cost of funds for the TRAN, especially if
the highest short-term ratings could not be
achieved.

ber 2009, Fitch Ratings affirmed its rating and out- . ., 2009).
look for SPBC and continued to express concerns
over the Commonwealth’s structural budget imbal-
ance and depleted reserves.

Moody’s and Fitch both indicated that they plan to
move forward with efforts to “recalibrate” their
rating scales in order to enhance comparability of
credit ratings across all types of rated bonds. The
move will entail replacing all outstanding municipal
credit ratings with a new Global Scale Rating
(GSR). The move to the new GSR ratings is an-
ticipated to begin in the Spring of 2010.

Fiscal Year TRAN size Economic Benefit
1998 200 3.2
1999 300 4.7
2000 400 7.3
2001 550 6.5
2002 650 4.3
2003 500 0.3
2004 NA NA
2005 500 2.8
2006 600 6.0
2007 150 2.8
2008 350 5.9
2009 400 7.1
2010 NA NA

($ in millions)
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General Fund Cash Balance
Fiscal Year 2010
$200,000,000
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Jul Sep

General Fund Monthly Average
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FINANCIAL AGREEMENTS

As of December 31, 2009, ALCo had four financial
agreements outstanding, with a net notional expo-
sure amount of $227.42 million. These financial
agreements are described in the section below and
the terms of these transactions are detailed in Ap-
pendix A. No additional financial agreements were
executed during the reporting period.

General Fund - Floating Rate Note
Hedges

In May, 2007, ALCo issued $243.08 million of
Floating Rate Notes (FRNs) to permanently fi-
nance $100 million of General Fund bond sup-
ported projects and to advance refund certain out-
standing SPBC bonds for present value savings.
The transaction entailed ALCo issuing four FRNs,
each paying a rate of interest indexed to 3-Month
LIBOR plus a fixed spread. Integrated into the

transaction were four separate interest rate swaps
which perfectly hedge the floating rates on the
FRNs and lock in a fixed rate payable by ALCo on
the transaction. The terms of the four interest rate

swaps exactly match the notional amount, interest
rate, and amortization schedule of the four FRNs
and allowed ALCo to elect “super-integrated” tax
status on the transaction, whereby it receives simi-
lar tax treatment as a fixed rate bond issue under
IRS rules.

Under the FRN transaction, both the Notes and
interest rate swaps were insured by FGIC, which
maintained an Aaa/AAA credit rating at the time
from Moody’s and S&P. Under the terms of the
interest rate swaps, the counterparty (Citibank) may
optionally terminate the agreements if the insurer’s
claims paying rating falls below an A3/A- level.
Subsequent to the transaction, FGIC was down-
graded multiple times by the credit rating agencies
and currently are no longer rated. In December
2008, MBIA (rated A2 by Moody’s at the time) re-
insured FGIC’s municipal insurance portfolio pro-
viding additional coverage on the transaction.

However, MBIA Insurance Corporation’s credit
rating was also subsequently downgraded on multi-
ple occasions. In February of 2009, MBIA estab-
lished a new U.S. public finance financial guaranty
insurance company known as National Guaranty
Public Finance Corporation (National). National,
at no additional charge, provided reinsurance on
the FRNs and related swaps. As of the reporting
date, National is rated Baal/A, and so long as Na-
tional maintains the “A” level rating from S&P no
action will be required. ALCo has been in ongoing
communications with the counterparty to stay ap-
prised of any new developments and has been ana-
lyzing potential solutions in the event of a further
downgrade and possible early termination on the
swaps.

ASSET/LIABILITY MODEL

General Fund

The total SPBC debt portfolio as of December 31,
2009 had $3,829 million of bonds outstanding with
a weighted average coupon of 5.1 percent, modi-
fied duration of 4.96 years, and a yield at market of
2.50 percent. The market yield increased 21 basis
points from the prior reporting period while modi-
fied duration increased by 0.62 years. The average
coupon reflects investor preference for tax-exempt
callable premium bonds in the current market at a
yield lower than par or discount coupon bonds.
The $1,310 million callable portion had a weighted
average coupon of 5.15 percent.

The SPBC General Fund debt structure has 33 per-
cent of principal maturing in 5 years and 64 percent
of principal maturing in 10 years. These ratios are
approximately in line with the rating agencies’ pro-
posed targets of 27-30 percent due in 5 years and
55-60 percent maturing within 10 years.

The General Fund had a high balance of $116 mil-
lion at the beginning of fiscal year 2010 and a low
of negative $1,151 million on November 10, 2009.
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The average and median balances were a negative
$821 million and a negative $881 million, respec-
tively. Since the General Fund continued to have a
negative available cash balance for most of the fis-
cal year, there is little, if anything, that can be done
from an asset management point of view beyond
current actions.

From a liability management perspective, total Gen-
eral Fund debt service, net of credits was $287 mil-
lion for fiscal year 2010. Net interest margin will
continue to be negative due to low cash balances
versus outstanding fixed rate debt, low level of in-
terest rates, and the callability of the debt portfolio..

ALCo Project Notes, 2005 General Fund
First Series.

Project proceeds of $87,000,000 ALCo 2005 Gen-
eral Fund First Series delivered on June 8, 2005 to

provide for the financing of the Phase II Tobacco
Settlement Payments were returned to the state in

late 2005. The proceeds have been yield restricted
and applied to General Fund supported bond pro-
jects, specifically the infrastructure for economic
development fund for tobacco counties. As of De-
cember 31, 2009, $82.5 million of the proceeds had
been expended on projects.

SPBC 96

In late October of 2009, SPBC sold $401,345,000
Revenue Bonds, Project No. 96 and closed on the
transaction on November 17, 2009. The proceeds
of the bonds were used to (1) provide $364,000,000
of additional permanent financing (taxable and tax-
exempt) to partially fund ongoing General Fund
bond-supported capital projects authorized in the
2005, 2006, 2007 (20 Special Session), 2008, 2009
and 2009 (Special Session) of the General Assembly
and (2) pay costs of issuing the bonds.

The structure consisted of three series of bonds,
Series A (Revenue), Series B (Federally Taxable),
and Series C (Federally Taxable — Build America
Bonds — Direct Payment to the Commission). The
Series A Bonds and the Series C Bonds will provide

ongoing financing for a multitude of projects. The
Taxable Series B Revenue Bonds will provide fi-
nancing for the Research Challenge Trust Fund and
Regional University Excellence Trust Fund pro-
jects, authorized in the 2008 Session of the General
Assembly, for the Council on Postsecondary Edu-
cation to match endowment monies from vatious
universities (Bucks for Brains) as well as a small
amount of bonds for energy projects for the Cabi-
net for Economic Development.

The Series C Bonds consisted of BABs. BABs
were created under the American Recovery and Re-
investment Act of 2009. This transaction was
structured to issue the majority of the bonds as
BABs with some tax-exempt bonds issued to appeal
to retail investors. As a result, the transaction in-
cluded approximately $323 million issued as BABs,
which are tax-exempt bond proceeds in nature to
be sold on a taxable basis with a 35% federal sub-
sidy to be reimbursed semi-annually to the SPBC
(the Issuer) on the interest paid for debt service.
The Finance & Administration Cabinet plans to
request appropriation for the full amount of debt
service due on the BABs and use each federal sub-
sidy payment held at the trustee to net fund the
next debt service payment. This will allow Finance
to lapse any excess unused debt service appropria-
tions at the end of the fiscal year as is normal prac-
tice for Authorized but Unissued (ABUI) capital
projects. This approach provides assurance to the
rating agencies and investors that there would be no
risk of default on a debt service payment in the
unlikely event that the federal government did not
make their reimbursement in a timely manner or
discontinued future reimbursements. Most of the
projects being partially financed with SPBC 96 were
also partially financed with SPBC 90, SPBC 93, and
SPBC 95 proceeds. In addition, the General Fund
Energy Projects Economic Development Bond
Pool that was authorized in the 2007 2rdSpecial
Session of the General Assembly was added under
the SPBC 96 plan of finance. All of the remaining
ABUI General Fund bond supported projects
are now covered under a lease/sublease and a




26TH EDITION

PAGE 18

DEBT MANAGEMENT

plan of finance to allow them to move forward
with construction and expenditures.

The bonds received ratings of Aa3/A+/AA- from
Moody’s, S&P and Fitch, respectively. S&P assigned
a stable outlook, while Moody’s and Fitch maintain
negative outlooks for the Commonwealth. The
bonds were sold via negotiated sale with Morgan

Stanley serving as managing underwriter and Kutak
Rock as bond counsel. The transaction was sold on
schedule and achieved very attractive rates with a
TIC of 3.80% and an average life on the bonds of
12.07 years. In OFM staff memory, it was the lowest
cost of funding achieved for the Commonwealth on
a 20-year permanent financing.

Call Analysis by Call Date
State Property And Buildings Commission Bonds

$700,000,000

$600,000,000
$500,000,000 -

$400,000,000 -

Amount

$300,000,000
$200,000,000 -

$100,000,000 -

$0 -

H Callable
W Non-Callable

Call Analysis by Maturity
State Property And Buildings Commission Bonds

$400,000,000

$350,000,000

m Callable

$300,000,000
$250,000,000

$200,000,000

Amount

$150,000,000
$100,000,000

$50,000,000

$0

m Non-Callable
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Road Fund

The Road Fund average daily cash balance for the
first half of fiscal year 2010 was $223 million com-
pared to $301 million for the first half of fiscal year
2009. The Road Fund cash was invested in the Inter-
mediate Term Investment Pool which had a duration
of 0.97 years as of December 31, 2009. The Road
Fund earned $2.5 million on a cash basis for the first
half of fiscal year 2010 versus $4.95 million for the
first half of fiscal year 2009. The continued relatively
low level of investable balances and the large debt
authorization limits the opportunity to implement
new asset liability management strategies at this time.

As of December 31, 2009, the Turnpike Authority of
Kentucky (TAK) had $991 million of bonds out-
standing with a weighted average coupon of 4.85
percent, modified duration of 4.35 years, and yield at
market of 2.31 percent.

Road Fund debt service paid, net of reserve fund
credits for fiscal year 2010 is expected to be $148
million, resulting in a net interest margin (investment
income earned less debt service paid) of negative
$144 million. The negative amount stems from the

level of investable balances and a general low level of
interest rates on the investment side in addition to
the limited callability of fixed rate obligation on the
liability side.

SPBC 73 (Third Series)
SUBSEQUENT TO THE REPORTING PERIOD:

In early January 2010, SPBC issued $13.68 million of
Road Fund Revenue Refunding Bonds, Project 73
(Third Series). The proceeds of the bonds were used
to (i) refinance certain maturities of SPBC Project
No. 73 Bonds previously issued to provide financing
for the Kentucky Transportation Cabinet office
building and (ii) pay costs of issuing the Third Series
Bonds.

The transaction was completed via negotiated sale
with J.J.B Hilliard, W.L. Lyons, LLC serving as man-
aging underwriter and Peck, Shaffer & Williams as
bond counsel. This economic refunding transaction
closed in late January 2010 and achieved approxi-
mately $473,000 in net present value savings for the
Kentucky Transportation Cabinet’s Road Fund.

Road Fund Available Balance
Fiscal Year 2005-2010 as of 12/31/09

600,000,000

m Road Fund m@Federal Fund [ Total
500,000,000 -

400,000,000

300,000,000

200,000,000 +

100,000,000 +

(100,000,000) -

(200,000,000)
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DEBT MANAGEMENT
—
SUMMARY

ALCo’s approach to managing the Commonwealth’s
interest-sensitive assets and interest-sensitive liabili-
ties has provided tremendous flexibility and savings
in financing the Commonwealth’s capital construc-
tion program.

Since its inception, ALCo has been instrumental in
adding incremental returns on investment income to
the Commonwealth’s investment portfolio. ALCo
has continued to manage General Fund intra-year
cash flow deficits through its TRAN program when
cost effective. ALCo has issued a General Fund
TRAN each fiscal year since 1998 (with the excep-
tion of FY04 and FY10), providing millions of dol-
lars of incremental gains for the General Fund over
this time (see Debt Management TRAN section for
details). In addition, ALCo’s management approach
to project funding has allowed the Commonwealth
to take advantage of short-term yields and achieve

millions of dollars in budgetary savings through debt
service lapses. At the end of fiscal year 2009, the

Commonwealth was able to cut (budget reduction)
or lapse $190 million of budgeted General Fund debt
service and $30 million of budgeted Road Fund debt
service. Approximately $50 million of the General
Fund debt service lapse resulted from debt restruc-
turing completed through the SPBC 90 transaction.

ALCo continues to analyze potential opportunities
for savings and to evaluate new financing structures
which offer the Commonwealth the ability to diver-
sify risk within its portfolio while taking advantage of
market demand for various new or unique products.
However, the continuing high cost of acquiring
credit/liquidity support for short-term borrowing
programs when compared to the low cost of long-
term financing currently available through the Build
America Bond program will likely limit the Com-
monwealth’s use of any commercial paper or other
short-term construction financing programs in the
near future.
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ALCo
Financial Agreements

ALCo
FRN Series A Hedge

APPENDIX A

ALCo
FRN Series A Hedge

ALCo
FRN Series B Hedge

ALCo
FRN Series B Hedge

Fund Source
Hedge
Counter Party

Counter-Party Ratings
(Moody’s | S&P | Fitch)

Termination Trigger
Swap Type
Benchmark

Reset
Notional Amount
Amortize (yes/no)
Execution Date
Start Date
Mandatory Early Termination
Cash Settlement Payment Date
End Date
Fixed Rate pay-(rec)
Day Count
Payment Dates
Security Provisions

Current Market Valuation
December 31, 2009
(negative indicates payment
owed by ALCo if terminated)

Interest Earnings
(not applicable)

General Fund
2017 FRN
Citibank

Al/A+/A+

A3/A-
Fixed Pay
67% 3M LIBOR + 40
Quarterly
19,295,000
yes
5/16/2007
5/31/2007

11/1/2017
3.839%
30/360

(1,296,784)

General Fund
2027 FRN
Citibank
Al/A+/A+

A3/A-
Fixed Pay
67% 3M LIBOR + 53
Quarterly
68,135,000
yes
5/16/2007
5/31/2007

11/1/2027
4.066%
30/360

General Fund
2021 FRN
Citibank
Al/A+/A+

A3/A-
Fixed Pay
67% 3M LIBOR + 52
Quarterly
69,055,000
yes
5/16/2007
5/31/2007

11/1/2021
4.042%
30/360

February 1, May 1, August 1, November 1

General Fund Debt Service Appropriations

(5,411,137)

(5,684,045)

General Fund
2025 FRN
Citibank
Al/A+/A+

A3/A-
Fixed Pay
67% 3M LIBOR + 55
Quarterly
70,935,000

yes

5/16/2007

5/31/2007

11/2/2025
4.125%
30/360

(6,185,748)

Total

not applicable

not applicable

not applicable

not applicable

Swap Summary
As of December 31, 2009

Bonds Outstanding
Authorized but Unissued
Total

Total Notional Amount Executed

General Fund
243,080,000

General Fund
3,943,620,000
459,172,675

Road Fund
0

Net Exposure Notional Amount

General Fund Road Fund
227,420,000 0

Total Notional Amount Executed by Counter Party

Citibank
243,080,000

Road Fund
1,088,980,000

General Fund

10 Percent Net Exposures

Road Fund

394,362,000 108,898,000

501,000,000
1,589,980,000

Investment Pool Balances

4,402,792,675

45917,268
440,279,268

50,100,000
158,998,000

Other Funds
2,808,374,247

Net Road Fund
175,799,333

10 Percent Investment Portfolio

Other Funds
280,837,425

Net Road Fund
17,579,933
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Appropriation Supported Debt Service
by Fund Source as of 12/31/09

O GENERAL FUND OROAD FUND B AGENCY FUND W FEDERAL FUND

$800,000,000

$700,000,000

$600,000,000 -

$500,000,000

$400,000,000 -

$300,000,000

$200,000,000

$100,000,000

Appropriation Debt Principal Outstanding
by Fund Source as of 12/31/09

$4,000,000,000

$3,500,000,000

$3,000,000,000

$2,500,000,000

$2,000,000,000

$1,500,000,000

$1,000,000,000

$500,000,000

$0
SPBC- SFCC- Univ- KIA- SPBC- ALCO- Univ- TAK- SPBC-
General General General General General Agency Agency Agency Road Road Federal
Fund Fund Fund Fund Fund- Fund Fund- Fund Fund Fund Fund
Fixed Fixed
Rate Rate
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APPENDIX C

COMMONWEALTH OF KENTUCKY
ASSET/LIABILITY COMMISSION
SCHEDULE OF NOTES OUTSTANDING
AS OF 12/31/2009

FUND TYPE
SERIES TITLE
General Fund Project Notes
2003 Series A
2005 1st Series
2007 A, B Series

AMOUNT
ISSUED

DATE OF
ISSUE

MATURITY
DATE

PRINCIPAL
OUTSTANDING

$171,260,000

$81,850,000
$243,080,000
$496,190,000

7/2003
6/2005
5/2007

7/2013
5/2025
11/2027

$29,720,000
$70,425,000
$227,420,000
$327,565,000

FUND TOTAL

Agency Fund Project Notes
2005 1st Series
2005 Series A-UK Gen Recpts
2006 Series A-UK Gen Recpts
2007 Series A-UK Gen Recpts
2007 Series B-UK Gen Recpts

6/2005
11/2005
10/2006
11/2007
11/2007

6/2025
10/2025
10/2022
10/2027
10/2027

$11,275,000
$107,540,000
$66,305,000
$77,905,000
$80,245,000

$10,075,000
$103,145,000
$59,755,000
$77,905,000
$80,245,000

FUND TOTAL

Federal Hwy Trust Fund Project Notes
2005 1st Series
2007 1st Series

$343,270,000

$139,635,000
$277,910,000

6/2005
9/2007

9/2017
9/2019

$331,125,000

$99,345,000
$245,460,000

FUND TOTAL

$417,545,000

$344,805,000

PROJECT NOTES TOTAL

$1,257,005,000

$1,003,495,000
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