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2020 State Liability Report

Liability Burdens Fall in Final Year of Economic Expansion

State Median Long-Term Liabilities
(Fiscal Years 2016-2019)

% of Personal Income
2016 2017 2018 2019

Long-Term Liabilities 6.0' 6.0 57 50
Direct Debt 23 2.3 23 2.1
Fitch-Adjusted NPL 3.0 36 31 27

NPL- Net pension liabilities.
Source: Fitch Ratings, Fitch Solutions.
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Statelong-term liability burdens continued to decline in fiscal 2019,
the last full year of the long economic expansion that followed the
Great Recession. The median ratio of states’ direct debt and Fitch
Ratings-adjusted net pension liabilities to personal income
measured 5% in fiscal 2019, down from 5.7% one year earlier and
6% infiscal 2016. The ratio declined for 42 states in fiscal 2019 and
increased for eight. Data used in this report have yet to be affected
by the economic disruptions caused by the coronavirus pandemic.

Personal Income Rises Faster Than Liabilities

Improving ratios in fiscal 2019, as in recent years, have been driven
by economic strength rather than by declining liabilities. Economic
growth had been solid before the pandemic, with median state
personal income rising 4.1% annually since fiscal 2016 (the first
year in which all 50 states reported under the current pension
accounting standard). Long-term liabilities also increased but at a
slower pace than personal income, and thus, burdens fell over the
period.

Debt Levels Remain Stable

The burden of direct debt, which states manage carefully within
affordability frameworks, largely kept pace with economic growth.
The median direct debt burden has remained within a narrow range
of 2.1%-2.3% of personal income since fiscal 2016. Direct debt
outstanding, which represents about 40% of state liabilities, has
barely grown, rising a median 0.1% annually.

Volatility Inherent in Pension Data

The median Fitch-adjusted net pension liability burden has
fluctuated within a wider range since fiscal 2016, between 2.7% and
3.6% of personal income. (Pension liabilities in these metrics are
adjusted by Fitch to reflect a 6% investment return assumption if
the liabilities are calculated at a higher investment return
assumption.) Net pension liabilities are subject to market volatility
given the accounting requirement to report pension assets at fair
market value.

Falling Rates Raise Reported Liabilities

Since fiscal 2016, the Fitch-adjusted net pension liabilities of states
have risen amedian 0.7% annually. Reported net pension liabilities —
before Fitch's adjustment — have risen a median 4.4% annually,
driven by steadily falling investment return targets.

Changes to assumptions, benefits and contributions over the last
decade have not yet meaningfully lowered pension burdens. Lower
investment return assumptions, which raise calculated liabilities,
have outweighed the favorable impact of other changes, which affect
pensions only incrementally. Although accounting valuation data
used in state audits and this report are only a rough proxy for the
funding valuations that determine contributions, higher liahilities
signal that contribution demands will likely continue rising.
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2019 Economic Growth Eases Burdens

The median state long-term liability burden measured 5% of
personal income in fiscal 2019. This level was below the 5.7% level
where it stood in fiscal 2018 and was the lowest since fiscal 2016,
the first year that all 50 states reported under the more consistent
GASB 68 accounting standard for pensions.

Both components of the median long-term liability burden fell in
fiscal 2019. The median ratio of direct state debt to personalincome
stoodat 2.1%infiscal 2019, belowthe 2.3% level reported last year.
The median ratio of Fitch-adjusted net pension liabilities to
personal income stood at 2.7% in fiscal 2019, below the 3.1%
reported in fiscal 2018 (for further information on Fitch's pension
liability adjustment, see text box on page 4).

Personal income levels rose levels in 2019, reflecting solid
economic performance, the last full year of the economic expansion
that followed the Great Recession. The median state increase in
personal income was 3.6%, and personal income rose in all 50
states.

By contrast, state long-term liability levels fell a median of 1.4%;
outstanding direct debt and Fitch-adjusted net pension liabilities
combined declined in 31 states. Twenty-eight states reported lower
direct debt, and 33 states reported lower Fitch-adjusted net
pension liabilities.

State Rankings Largely Unchanged

Five states carried long-term liability burdens above 20% of
personal income in fiscal 2019, a level that Fitch views as elevated:
Illinois, Connecticut, New Jersey, Hawaii and Alaska (see chart below
and Appendix for additional information). Thirty-seven states carried
long-term liability burdens below 10% of personal income, which
Fitch views as low.

For states carrying the highest liability burdens, long-term liability
burdenrankings have changed little over time. The ten stateswith the
highest burdens in fiscal 2019 have occupied the top 10 slots in each
of the last four years. lllinois maintained its 50th-ranked position and
Connecticut its 49th-ranked position through this period.

The same dynamic mostly held true for states carrying the lowest
liability burdens. Most of the 10 states with the lowest burden
metrics in fiscal 2019 have remained in this category over the last
fouryears, led by first-ranked Nebraska followed by second-ranked
Tennessee.

State Direct Debt and Adjusted Net Pension Liabilities

(% of Personal Income, Fiscal 2019)

s Direct Debt
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Source: Fitch Ratings, Fitch Solutions.
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Every year, Fitch publishes the state liability report to identify
the ratios of long-term liabilities to personal income for the 50
states, and the components of this ratio represented by
outstanding direct debt and by Fitch-adjusted net pension
liabilities.

Under Fitch's U.S. Public Finance Tax-Supported Rating Criteria,
the primary metric for assessing state long-term liability burdens
incorporates outstanding direct debt and net pension liabilities
adjusted to a 6% investment return assumption, if the pensions
are calculated based on a higher rate.

Thecalculation of individual state metrics and 50-state medians
relies on annual outstanding direct debt data reported in
audited financial statements or bond disclosure documents. and
on pension data as reported in audits.

Multi-notch changes in rankings typically reflect either pension
funding practices that are materially different from most states or
the rare change to policy or funding practices that have a sudden
impact onreported data. Oklahoma joined the lowest-ranked states
in fiscal 2019, given past reforms and a long-standing practice of
contributing more than the actuarial contribution, including
dedicating shares of various tax revenues to its pensions; it ranked
10th lowest in fiscal 2019, up from 14th lowest two years earlier.
Meanwhile, North Carolina has fallen out of the lowest-ranked
states, to 11th in fiscal 2019 from sixth in fiscal 2016.

Benefit reforms in Colorade and Minnesota, including court-
permitted reductions to cost-of-living adjustments (COLAs),
rapidly lowered their rankings and burden ratios as of fiscal 2019.
Colorado's ratio stood at 4.1% of personal income in fiscal 2019,
havingfallen from 5.8% the previous year, while Minnesota stood at
2%, compared to 4.8% two years earlier.

Individual State Debt Practices Stable

While the median burden of states' direct debt to personal income
is low, the ratio for each state has varied considerably, reflecting
institutional factors and policy choices such as the division of
responsibilities among state, school, and local levels of government,
reliance on pay-go versus bond-funded capital spending, and the
willingness to borrow.

Fitch's calculation of direct debt includes all long-term fixed
governmental obligations, most commonly general obligation and
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appropriation securities but also dedicated tax bonds, contract
obligations under public-private partnerships, and privately placed
debt. It excludes debt fully supported by user charges.

Nine states had direct debt burdens measuring less than 1% of
personal income. Wyoming continued to have the lowest debt
burden, at less than one-tenth of 1% of personal income.

Seven states had debt burden ratios above 5% of personal income.
All but one of them are geographically smaller states in which the
state government is responsible for functions, such as school
capital, that routinely fall to lower levels of government in larger
states. Hawaii, where K-12 schools are a part of state government,
had the highest debt burden ratio, at 9.6% of personal income.

Handful of High Pension Burden States

Higher pension burdens have been confined to a small number of
states. Seven states had ratios of Fitch-adjusted net pension
liabilities to personal income above 10% in fiscal 201%. They were
led by lllinois, with a ratio at 22.3% of personal income, followed by
Alaska at 17.5%. Most but not all higher pension burden states have
a history of poor contribution practices. which led to surging
liabilities and contributed to credit stress over time.

As with higher debt burden states, one key commonality among
high pension burden states is that the state directly carries some or
all of the unfunded pension liability associated with certain public
workers outside of state government, known as a special funding
situation. For most of these states, the net pension liability of local
school teachers is carried by the state. This factor is far less of a
driver of pension liabilities for lower burden states, although a few
report special funding situations (see chart on page 4).

By contrast. 34 states had ratios of Fitch-adjusted net pension
liabilities to personal income at 5% or less, highlighting the
manageability of pension burdens relative to their economic bases.

Importantly, a low pension burden does not necessarily imply that a
state's pension situation will remain sustainable over time. Funding
challenges arising from insufficiently conservative actuarial
assumptions, excessively risky investment allocations, or
inadequate contribution practices may still be present, pushing
pension obligations upward, even if the level at present remains
small as a share of personal income.

South Carolina's pension burden ratios have been well below 5%
since the new reporting standard took effect and stood at 2.3% of
personal income in fiscal 201%9. A history of maintaining
assumptions that did not ensure funding progress, until necessary
statewide changes in 2017, weakened funded ratios and is forcing
the state and other employers to shoulder steady increases in
contributions through fiscal 2023.

Trend of Slow Decline Since 2016

Theexperience of states in fiscal 2019 mirrored longer term trends
in place since implementation of the new pension accounting
standard in fiscal years 2015 and 2016, a period of solid economic
growth.

Since fiscal 2016, median liability burdens have trended downward.
The ratio of long-term liabilities to personal income fell to 5% in
fiscal 2019 from 6% in fiscal 2016. Over that time, median personal
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income by state grew by 4.1% on a compound annual basis; direct
debt and Fitch-adjusted net pension liabilities have also risen but by
alesser degree, lowering their burden relative to personal income.

Direct debt by state has risen by only 0.1% on a compound annual
basis. States have generally maintained a careful approach to debt
management over time, including through limits on debt
authorization and issuance and maximum targets for debt
outstanding and debt service. The median direct debt burden has
been confined to a narrow range, between 2.3% and 2.1% of
personal income.

Pension Liabilities Grow Faster Than Debt Over Time

The median pension burden has swung across a wider range than
the median debt burden, between 3.6% and 2.7% of personal
income. This reflected the high degree of volatility inherent in net
pension liability calculations, rather than a broader trend toward
lower pension obligations among states (as discussed on page 4).

Fitch-adjusted net pension liabilities have grown a median 0.7% on
acompound annual basis since fiscal 2016, well above the 0.1% rate
for debt. This rise reflected the net impact of multiple factors that
shape the calculation of defined benefit net pension liabilities,
including asset performance falling short of investment return
targets, the accrual of new benefits, benefit modifications, actuarial
and experience changes, and shifts in the proportion of multi-
employer plans attributable to states.

Falling Discount Rates Reduced Fitch's Adjustment

Growth has been far higher based on reported net pension
liabilities, rather than the Fitch-adjusted liabilities. Reported net
pension liabilities have risen 4.4% on a compound annual basis since
fiscal 2016, exceeding the growth rate for personal income.

The gap between the compound growth rates for Fitch-adjusted net
pensions and the figures reported by states stemmed from the
impact of pension systems lowering their investment return
assumptions (and, thus, raising their liabilities). Since the Great
Recession, pension managers have gradually adopted more
conservative targets for long-term asset performance, interest
rates and demographics, among other factors. Defined benefit
pension investment return assumptions had averaged 8% a decade
ago, but more recently have moved closer to 7% as plans continue
to gradually shift expectations downward (see chart below).

Average Investment Return Assumption
Major State Pension Plans, FY 2008-2019
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Because the Fitch-adjusted net pension liability figures assume a
consistent 6% rate (except for plans with discount rates below 6%),
the 0.7% compound growth rate noted earlier strips out the impact
of falling discount rates on reported figures.

As plans continue to reduce their investment targets, the gap
between reported net pension liabilities and the Fitch-adjusted net
pension liabilities will continue to shrink. In fiscal 2016, Fitch's
adjustment to a 6% discount rate raised states' median total
pension liabilities by 20%, and net pension liabilities 76%; by fiscal
2019, Fitch-adjusted total pension liabilities were 14% higher, and
net pension liabilities 54% higher.

Contributions Rise as Rates Fall

Another consequence of falling investment return assumptions is
that contributions will have to rise to ensure progress paying down
unfunded liabilities over time. Actuarial determined contributions
derive from funding wvaluation assumptions and statutory
frameworks, which often vary considerably from accounting
valuations. However, investment return assumptions in both
valuations typically follow one another closely, with major changes
often phased-in gradually to blunt the impact on the funding
contribution rates charged to employers.

As part of its assessment of governments’ expenditure flexibility,
Fitch tracks the annual carrying cost of long-term liabilities. This
ratio measures debt service, actuarially determined pension
contributions derived from funding valuations and actual amounts
for other post-employment benefits (OPEB) relative to
governmental expenditures.

In contrast to the long-term liability burden metric, Fitch's carrying
cost metric includes actual for OPEB, reflecting the practical view
that most governments will continue to pay at least the current
benefit costs for retirement health care benefits even while
retaining considerably more discretion to modify OPEB liabilities.

Carrying costs for states closely track their long-term liability
burden metrics. In fiscal 2019, lllinois had the highest carrying cost.
at 26.3% of governmental expenditures, while Nebraska had the
lowest carrying cost, at 0.9%. Nine of the 10 states with the highest
carrying costs also had the highest long-term liability burdens (see
chart on page 5).

Big Differences in 2019 Asset Volatility

Pension investment experience varied widely among states in fiscal
2019, resulting in a relatively weak 4.5% median increase in the

State Fitch-Adjusted Net Pension Liabilities
(Direct State Pensions and Special Funding Situations, FY 2019)
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Fitch's Adjustment to Net Pension Liabilities

Fitch views the high investment return assumptions used by
most defined benefit plans as a significant source of long-term
risk, resulting in wvaluations that understate retirement
obligations and the contributions necessary to reduce liabilities
over time.

Using pension data reported by plans and governments under
GASB statements 67 and 68, Fitch adjusts total pension
liabilities to reflect a consistent 6% investment return
assumption, if a plan uses a higher discount rate. This
adjustment increases the total pension liability based on a
duration calculation using interest rate sensitivity information
disclosed in financial statement notes. Under the calculation,
most plans see total pension liabilities rise between 9% and 15%
for each 1% change in the investment return assumption.

Recalculated net pension liabilities are aggregated for all state-
reported plans. States' obligations typically cover direct state
workers and special funding situations when the state assumes
responsibility for the pensions of non-state workers, usually
local school teachers. Fitch-adjusted net pension lighilities
associated with self-supporting enterprises may be excluded,
and Fitch-adjusted net pension assets are excluded as excess
assets cannot be used to offset other liabilities. Plans using
discount rates below 6% — largely those subject to reporting
blended discount rates and asset depletion dates under GASBE's
reporting methodology —are not adjusted by Fitch.

fiduciary net position attributable to state pension obligations, well
below the average 7.2% investment return target assumed by most
state plans. In 2018, the median increase in fiduciary net positions
was 9.5%.

Because pensions are measured for accounting purposes using
their market values of assets, volatility is inherent both in reported
net pension liabilities and the ratio of net pension liabilities to
personal income. (Funding valuations, which determine the
actuarial contribution for most plans, typically stagger asset gains
and losses based on varying multi-year recognition processes to
prevent contribution volatility and support budget predictability
for governments.)

For the small number of states with pensions having a Dec. 31
measurement date, market volatility in the last guarter of 2018 led
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to severe asset underperformance relative to their annual
investment return targets. Colorado, Indiana, Ohio, Pennsylvania,
Utah, Wisconsin and Wyoming all have one or more major pension
systems with Dec. 31 measurement dates. and these plans
experienced outright fiduciary net position declines as of Dec. 31,
2018 that affected state reported pensions infiscal 2019.

Coronavirus Recession Will Have Delayed

Impact

The fiscal 2019 data used in Fitch's 2020 state liability update
reflected the position of states near the end of the long economic
expansion that followed the Great Recession. Audited financial
statements, and therefore Fitch's ratios, have yet to reflect the
impact of the coronavirus recession in 2020.

The pandemic and its economic disruptions will affect state liability
metrics on a staggered basis in the coming years, although the
degree remains unknown. The recession's impact will be felt firstin
the 2020 state personal income data to be used in next year’s
report; employment losses and the presence of federal stimulus
earlier in the pandemic will have offsetting impacts on personal
income gains in 2020, though the economy may end the year on a

State Carrying Costs for Long-Term Liabilities
(% of Governmental Expenditures, FY 2019)
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weaker note given the expiration of federal stimulus and renewed
outbreaks.

Economic performance will also affect investment portfolio
performance measured for fiscal 2020 pension system audits, with
most states' own audits affected one year later, in fiscal 2021.

Those pensions with a June 30 measurement date — the vast
majority of state plans — will suffer a setback in asset performance,
albeit to a lesser degree than initially expected. At the late March
trough, the S&P 500 index was down 34% from its pre-coronavirus
February peak. Markets recovered quickly after that. According to
Milliman Consulting's Milliman 100 Public Pension Funding Index,
from July 2020, annual returns through June 30 were just 3.84%.
This figure is well below the average 7.2% investment return
assumption among major state plans noted earlier.

One state most exposed to the initial market shock of the pandemic
is New York, given the March 31 fiscal year-end for the state and its
major plans. In July, New York's Comptroller announced a 2./%
investment loss for the year ended March 31, well below the plans’
6.8% return assumption. Investment losses will be recognized
gradually over five years, putting upward pressure on employer
contribution rates beginning in 2022 and reversing several years of
flat to declining contribution rates.

mmmss OPEB Actual Contribution e hMedian Total - 5.1%
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Market sector
Country or region
Appendix
State Direct Debt and Adjusted Net Pension Liabilities as of Fiscal 20192
|ssiisE Direct Debt to Reported Adjusted Adjusted Debt+  Debt+ Adjusted
Default Debt Personal Income NPL NPL MNPL % PI Adjusted MNPL% PI
Rating® ($000) (%) Rank ($000) ($000) (%)  Rank NPL(35000) (%) Rank
Alabama AAF 4,500,582 2.1 25 7095693 11545658 53 37 16,046,540 7.4 33
Alaska A+ 1,294,300 2.8 31 4,545,808 8,036,956 175 49 9,331,256  20.3 46
Arizona NR 4,118,585 1.2 15 4,946,036 7.600,980 23 19 11,719,568 3.5 15
Arkansas NR 1,482,561 11 11 2,238,513 3678293 27 26 5.160.854 3.8 16
California AA _ 88640519 3.4 34 83673164 127394581 48 33 216,035,100 8.2 35
Colorado NR 2,041,315 0.6 6 11052118 14488567 41 30 16.529.352 47 18
Connecticut A+ 25222245 5.2 49 35070959 46068772 167 48 71291017 259 49
Delaware AAA 3,326,143 6.3 46 1,602.078 2782719 5.2 35 608,862 115 39
Florida AAA 16,958,700 15 21 6,160,019 10571699 0.9 2 27,530,399 2.4 3
Georgla AAA _10919.276 21 26 7413424 13205467 2.6 23 24124743 47 20
Hawaii AA 7.785,329 9.6 50 6,837,450 8,896,368 110 45 16,681,697 207 47
Idaho AA+ 996,259 1.2 14 384,894 977,772 17 4 1,974,031 24 4
Illinois BBB- 34,962,013 47 43 139475965 166,364,190 223 50 201,326.204 270 50
Indiana AAA 1,887,317 0.6 5 12037000 13530514 441 31 15,417,832 47 19
lowa AAA _ 1824380 11 15 1244035 2253,768 14 8 4078148 2.5 8
Kansas NR 4,355,176 2.8 30 2,115,143 3510529 2.3 18 7.865.705 5.1 26
Kentucky AA- 8,248.263 42 41 24664199 30598293 156 47 38,846,556  19.9 45
Louisiana AA- 7.736,885 3.5 35 6,182,012 9,028,494 4.1 29 16,765,279 7.6 34
Maine AA 1,296,355 19 24 2,342,881 3,584,464 5.3 36 4880819 7.2 32
Maryland  AAA _15943.230 41 38 20606429 33167226 8.3 41 49110458 126 42
Massachusetts  AA+ 41777415 8.2 43 39,391,880 54330233 104 44 96,107,648 188 44
Michigan AA 6.997.251 1.4 20 6,502,110 9,063,837 1.8 13 16,061,088 3.3 13
Minnesota AAA 5.989.625 27 29 3,040,544 6744895 2.0 16 15,734,523 47 22
Mississippi AA 6,401,526 3.5 45 3037391 ~ 4848735 42 32 11250281 9.7 37
Missouri AAA 2,656,960 0.9 2 8484,391  11.702.522 3.9 28 14,359,482 4.8 24
Montana AA+ 130,531 0.2 3 2419819 4,245,553 8.0 40 4,376,084 8.2 36
Nebraska NR 338.445 0.3 4 482,801 1,326.910 1.3 6 1,665,355 16 1
Nevada AA+ 2,074,655 1.3 18 2,262,538 4140560 2.6 25 6,215,215 3.9 17
New Hampshire AA+ 1096424 1.3 17 930,984 1,311,733 15 10 2408157 238 9
New Jersey A- 39.741.375 6.3 47 93738048 94392216 151 46 134,133,591 214 48
New Mexico NR 2,413,153 2.7 28 6,827.287 8.441,180 9.3 42 10,854,333 119 40
New York AA+ 55,774,240 4.0 37 2,401,700 13,370,285 1.0 3 69,144,525 5.0 25
North Carolina  AAA 6.313.615 1.3 16 4,659.857 8.649.948 1.7 12 14,963,563 3.0 11
North Dakota  NR = 32,966 0.1 2 887491 1010926 23 20 1063892 24 5
Ohio AA+ 17,772,497 3.0 33 6,552,544 9,929,011 1.7 11 27,701,508 4.7 21
Oklahoma AA 1430374 0.8 8 1,871.686 3981104 21 17 5411478 2.9 10
Oregon AA+ 8.731,008 39 36 3,193.464 5816029 26 24 14,547,037 6.5 31
Pennsylvania AA- 18,253,136 2.5 27 19429940  25050,823 34 27 43,303,959 5.8 28
Rhode Island AA 3.027,563 3.1 44 3.629.827 4530534 7.6 38 7558097 127 43
South Carolina  AAA 2.,358.943 1.0 10 3.957.008 5430072 23 21 7.819.015 3.3 14
SouthDakota  AAA 636,931 1.3 19 - 304073 046 1 941,004 2.0 3
Tennessee AAA 2,233,344 0.7 7 1,615.416 4,089.999 1.2 5 6,323,343 1.9 2
Texas AAA _ 17001227 11 12 58757564 75932022 50 34 92933249 6.1 27
Utah AAA 2,504,494 1.6 22 1,301,809 2242,806 14 £ 4747300 30 12
Vermont AA+ 618,623 1.8 23 2,352,046 3,348,815 9.7 43 3,967,438 115 38
Virginia AAA 14.665.483 2.5 32 6.382.981 9.607.345 19 14 24472831 4.8 23
Washington AA+ 20,511,429 4.2 40 3731271 9,429,843 1.9 15 29,941,272 6.1 30
West Virginia __ AA 3335343 44 42 3.200,480 5822499 7.7 39 9,157,842 121 a1
Wisconsin AA+ 12,756,062 4.1 39 985,538 3,913,993 13 7 16,670,055 5.4 27
Wyoming NR 16,291 0.0 1 644,088 871149 24 22 587,440 2.5 7
Median o 27 5.0
Low 0.0 0.6 1.6
High 9.6 223 270

*Aggregate pension data by state are calculated by Fitch for state pension systems whose NPL is reported in the notes and required supplementary information sections of
states' comprehensive annual financial reports. ®lssuer Default Rating as of October 2020. “Fitch-adjusted figures lower the investment return assumption to 6%, if higher, and
recalculate the TPL upward based on a calculation of the individual plan's sensitivity to changes in the investment return assumption, derived from sensitivity data in financial
statement notes. NR — Not rated. NPL - Net pension liability. TPL - Total pension liability. Note: Personal income (Pl) data from U.S. Bureau of Economic Analysis as of Sept. 24,
2020.

Sources: Fitch Ratings, Fitch Solutions. U.S. Bureau of Economic Analysis.
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