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By Larry Levitz

As the states grapple with
daunting budgetary defi-
cits, they are increasingly
focused on reducing ex-
penditures. One of the
fastest growing budget
items is in the area of cor-

" THE COST BURDEN OF INCARCERATION

1.4 milion inmates. The
annual cost of incarcera-
fion for states exceeded
$50 billion in 2008, consum-
ing on average 7.2% of
state general fund expendi-
tures.

Investors should be aware

rections. State prison popu-  of this issue because of the
lation nationwide has ex- impact these costs have on
ploded over the past three a state’s credit. The main-
decades and now totals fenance and operation of

THIS WEEK'S CALENDAR

Volume 1, Issue 9

MARKET UPDATE

prisons is a significant
spending item that can be
difficult to cut due to public
concerns over crime and
overall safety. Correctional
costs crowd out spending
in other areas such as edu-
cafion and health care
that effect a state's long
ferm viability. How states
manage these costs and
their wilingness to adopt

(continued on page 3)

E.D.T. Amount Ratings Issuer

Tuesday, May 11
11:00AM  21,300M UR/UR Calvert Co
14,640M - TAX EXEMPT
6,660M - TAXABLE - BABs

11:00AM 9.044M UR/UR Silver Lake RSD

AAA/
11:00AM 80,000M AAA Orange Co Sanitation Dist - TAXABLE
11:00AM  110,000M Aal/UR Alabama

AAA/
11:30AM  60,000M AAA Virginia Beach
12:00AM  55,125M Aal/AA Richland Co Sch Dist #1
12:30PM 10.490M  A2/A Indian Wells Redevelopment Agency

Wednesday,May 12
11:00AM  492,665MAa1/AA+Virginia Transportation Brd
11:30AM 90,160MAa2/AA+Virginia Beach Dev Auth
12:30PM 23,140MAa2/AA+Virginia Beach Dev Auth

Thursday, May 13
11:00AM 1,000M UR/UR C/O Troy

State Structure
MD
2011-2020 BQ
2021-2025

MA 2011-2027 BQ

CA 2034-2040
AL 2013-2032

VA 2011-2030
SC 2013-2026
LA 2011-2034

VA 2011-2035
VA 2010-2022
VA 2010-2019

NY 2011-2015 BQ

Click here for calendar updates.
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ACTIVELY MANAGED MUNI ETFs VISIBLE SUPPLY

When Exchange Traded
Funds (“ETFs") were first
permitted in 1993, after a
fund sponsor received
US. Securities and Ex-
change Commission
(SEC) exempftive relief
from various provisions of
the Investment Company
Act of 1940 that would
not otherwise allow the
ETF structure, they were

Having been fully opera-
fional since March of this
year, Rockfleet has par-
ficipated as member in
65 competitive transac-
tions totaling $1.9 billion in
par value. As a result of
presenting our quadlifico-
fions to the City of New
York, we are pleased to
announce that Rockfleet

MUNICIPAL MARKET

European sovereign debt
woes continued to influ-
ence the fixed income
markets this week and
Treasury vyields moved
sharply lower in the flight-
to-quality trade driven by
both the uncertainty in
the progress of the EU
and IMF  bailout  of
Greece and voldfility in
the equity markets.

Rate changes for bench-
mark Treasury vyields for
the week were:

required to track desig-
nated indices.

In early 2008, the SEC first
granted exemptive relief
to several fund sponsors
to offer fully transparent
actively managed ETFs,
provided they met cer-
tain requirements.

By the end of 2009, the

has been added to the
selling group for the City
of New York's General
Obligation bonds, as well
as securifies issued by the
New York City Transitional
Finance Authority and
the New York City Munici-
pal Water Finance Au-
thority.

UPDATE
5/3 5/7
Open- Rates
ing 3:00
Rates Friday
3year 1.68% 1.29%
5 year 2.41% 2.16%
10year 3.69% 3.42%
30year 4.55% 4.27%

Tax exempt vyields were
largely unchanged in the
front end of the curve
while longer dated moao-
turities outperformed but
all sectors severely under-
performed the rally in the
U.S. Treasury market.

As measured by MMD, 5

total number actively
managed ETFs was 22,
with about $1.0 billion in
total net assets. The num-
bers have increased dro-
matically since then.

There are a handful of
active ETFs that have a
municipal securities straf-
egy. These funds are

(continued on page 7)

ROCKFLEET JOINS NYC SELLING GROUP

In addition to this impor-
tant appointment, we
contfinue to respond to
RFPs on a national basis,
seeking co-manager ap-
poinfments in order fo
provide access to new
issue product, in addition
to secondary offerings, fo
our ever-expanding cus-
fomer base. &

year vyields
changed at 1.72%, 10
year rates rose 1 basis
point to 2.95% while 20
year and 30 year yields
ended the week 5 basis
points lower to 3.73% and
4 Dbasis points lower to
4.01%, respectively.

were un-

Secondary retail flows
were subdued across the
curve as investor focus
remained fixed on the
primary market and the
gyrations in the equity
markefts. &

The 30-day visible supply
of municipal bonds to-
taled $10.565 billion, up
$725.9 million from the
previous session, accord-
ing to The Bond Buyer.

That comprises  $1.674
bilion of competitive
bonds, which is down
$91.6 million and $8.890
billion of negotiated
bonds, which is up $817.5
million.

Week of May 3, 2010

Total supply:  $7.52B
Taxable/BABs: $1.09B
Tax-Exempt:  $6.43B
Week of May 10, 2010
Total supply:  $7.57B
Taxable/BABs: $2.08B
Tax-Exempt:  $5.48B

The 30-day visible supply is cal-
culated by The Bond Buyer and
reflects the total dollar volume
of bonds to be offered at com-
petitive bidding and through
negotiation over the next 30
days.

Source: Thomson Reuters.
5/7/2010.

ECONOMIC
CALENDAR
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THE COST BURDEN OF INCARCERATION (CONT'D)

alfernative  methods to
incarceration will signal
their ability to handle their
broader budget issues.

The purpose of this article
is to give investors a sense
of the underlying causes
behind the growth of the
inmate population and
examine ifs impact on
state budgets.

The last section will sum-
marize state efforts fo
lower these costs and sug-
gest some resources to
which investors can refer
fo frack inmate and cost
data.

Historical Perspective

US. aftitudes towards
crime and punishment
over the past four dec-
ades were an outgrowth
of rising rates of violent
crime and drug use during
the late 1960s and early
1970s. Beginning in 1967,
violent crime rates began
to skyrocket, more than
doubling between 1966

United States-Total Violent Crimes
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Source: Office of Bureau of Justice Stafistics.
and 1974. With growing public’s fear of the grow-  greater restrictions on

disillusionment over the
rehabilitative  methods
towards criminal behav-
ior employed during the
prior decades, the pub-
lic was much more re-
ceptive to the ‘fough on
crime’ rhetoric of politi-
cians. Prisons, by isolat-
ing criminals from soci-
ety, served to allay the

ing crime threat. In-
creased resources at the
federal level were di-

rected towards law en-
forcement. States, in re-
sponse, enacted a series
of laws designed to send
more criminals fo prison
such as expanding the list
of crimes punishable by
incarceration, placing

parole, and lengthening
prison sentences.

In the 1990s, another
spurt in crime rates led
many states to insfitute
long minimum sentences
for a wide range of
crimes. These acfts in-

(continued on page 4)

Correctional populations in the United States 1980-2008
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cluded the widely
adopted ‘“three strikes
and you're out” legislo-
fion and *“truth in sen-
tencing laws, the latter
requiring  prisoners  to
serve most of their sen-
tence before becoming
eligible for parole. To-
gether, these measures
led to a vast expansion of
both the state and fed-
eral prison population. In
just 20 years, between
1987 and 2007, the num-
ber of U.S. prison inmates
fripled making the U.S.
prison system the largest
in the world.

9% Annual Growth Rate
in Correction Expendi-
tures

By 2008, as state prison
population reached 1.4
million, the largest inmate
populations  were lo-
cated in Texas and Cali-
fornia  (over 170,000

each), Florida (97,000),
New York (62,000) and
Georgia (55,000).

State spending on cor-
rections rose commensu-
rately. According to the
Federal Bureau of Justice
Statistics, direct state ex-
penditures on corrections
between 1980 and 2006
increased from $4.3 bil-
lion to $40.4 billion, a 9%
annual rate of growth
(including inflation).

Over $1Billion Spent An-
nually in Correctional
Facilities’ Operations

Next to Medicaid, correc-
tion expenditures were
the fastest growing item
in State budgets. Califor-
nia led the nation in
prison costs spending $9.7
bilion in fiscal 2008.
Overall, 17 states ex-
pended over $1 billion for
their correctional opero-

TWENTY YEARS OF RISING COSTS

Between fiscal years 1887 and 2007, total state general fund
expenditures on corrections rose 315 percent.
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Prisoner Medical Care &
Health Costs

Prisoner medical care has
also contributed to prison
cost inflation. Prison
health care costs, as with
the rest of the couniry,
have skyrocketed over
the past 15 years. Fur-
thermore, the longer sen-
tences imposed over the
past three decades are
creating a growing popu-
lation of elderly prisoners
with much greater medi-
cal needs.

Estimates are that overall
inmate costs for older
prisoners are two to three
times higher than with
younger prisoners.

States Struggling with
Financial Burden

For years state officials
have recognized the
heavy financial burden
prison costs were placing
upon their taxpayers.
Since the mid-1990s and
especially after the fiscal
woes of the early 2000s, a
number of states in an
effort to contain costs
have amended their
criminal  statutes or
changed sentfencing
policies. Beginning in
2004, at least 13 states
have created or ex-
panded less costly com-
munity options for nonvio-
lent drug offenders.
These efforts are acceler-
ating as the states are

(continued on page 5)

Page 4

RESOURCES
FOR
ADDITIONAL
INFORMATION

To monitor how states are
managing their correctional
systems, the Pew Center on

the States

(www.pewcenteronthestat

es.org) provides regular
reports and updates on
inmate population frends
on an aggregate as well as

individual state basis and

evaluates how states are

managing the associated
costs.

Another useful resource is
the National Association of
State Budget Officers
(www.nasbo.org), which
releases annual reports on
state expenditures and
compares total and individ-
ual state spending on cor-
rections by year.

Finally, the Federal Bureau
of Justice Statistics (http://
bjs.ojp.usdoj.gov) provides
a broad array of prison and
crime statistics, although
some of the information is
dated.



http://www.pewcenteronthestates.org/
http://www.pewcenteronthestates.org/
http://www.nasbo.org
http://bjs.ojp.usdoj.gov/
http://bjs.ojp.usdoj.gov/
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THE COST BURDEN OF INCARCERATION (CONT'D)

struggling fo balance their
budgets.

Three Cost-Reducing
Strategies

States are focusing on
three strategies to pare
down correctional costs.

Reduce Prison Admissions
This can be accomplished
either on the front end by
curbing new admissions or
on the back end by re-
ducing recidivisim and
parole revocations.

Strategies to lower the

STATES MOVE IN DIFFERENT DIRECTIONS

front end admissions rate
include diverting low-risk
offenders tfo community
programs rather than
prison, eliminating man-
dated prison sentences
for certain crimes, and
providing judges with
more discrefion in sen-
fencing decisions. Many
states are looking at ways
fo divert low risk offenders
info  non-prison alterna-
fives.

In 2007, Texas set up a
network of residential
and community based

Parcant chamge instate prison populations, 2008—2009.

——_

L

LN

freatment and diversion
programs providing less
costly and  generally
more effective tfreatment
than incarceration. It
also  expanded parole
grants and  shortened
probation periods. Con-
sequently, Texas' prison
population has started to
shrink for the first fime in
many years.

The costs of incarceration
compelled Michigan to
reform ifs narcotics laws,
eliminating most mandao-
tory sentences for drug

RETE: Pescar changs i fom Cecember 31, 7008 t= Jeneery 1, 329 unk ctherstse noied in the jerisdictional robe,
SOURCE: P Canier oo the Stk Poblic Sakety Pordermance Project

offenders.

States are also providing
more support fo parolees
in an effort to keep them
from returning to prison.
California offers grants fo
counties that succeed in
reducing the rate of pa-
role violators that are sent
back to prison.

Reduce the Length of
Prison Terms

In recent years, states
have been lowering or
eliminating  mandatory

(continued on page 6)
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THE COST BURDEN OF INCARCERATION (CONT'D)

prison sentences for lower
level crimes. In addition,
programs which reward
good behavior with re-
ductions in prison fime

ing sentence length, al-
most all states have been
taking actions to reduce
operating costs.  Meas-
ures range from cufs in

PRISON COUNT DROPS IN 26 STATES

Absolute diange in state prison populations, 2008-2009,
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Realize Operating Effi- Private Prison Industry Heoridz =ﬂ:”ﬂ
ciencies The private prison industry Pennspivanta

In addition to lowering
prison counts and reduc-

(continued on page 7)
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in the U.S. was launched
in 1984 as a cost efficient
alternative to government
-run prisons. Privafe prison
advocates claim that the
private sector builds and
operates prisons less ex-
pensively than govern-
mentfs due to the use of
non-unionized labor, flexi-
ble work rules, and more
efficient prison designs.

Private prisons also of-
fered government officials
a more certain and rapid
way of adding much
needed prison capacity
by allowing state officials
fo contract with private
operators and thus avoid
the voter approval re-
quirements usually associ-
ated with the issuance of
bonds for state-funded
prison constfruction.

The private prison industry

gathering assets quickly.

In April, PIMCO's Short
Term Municipal Bond Fund
(SMMU), with a net ex-
pense ratio of 0.35%, at-
fracted more than $10
million in assets, according
to ActiveETFs. SMMU has
a market cap of $12.98
Billion, with all assets hav-
ing been added since its
inception date of January
29, 2010.

Launched on the same
day as SMMU, the Grail

expanded rapidly over
the last 25 years to ac-
commodate U.S. prison
growth.  According the
Bureau of Justice Stafis-
tics, in 2005 private cor-
rection companies man-
aged 12% of all federally
senfenced offenders and
about 6% of state prison-
ers.

Corrections Corporation
of America (CCA) is the
market leader with close
to 50% market share.
With 80,000 inmate beds
in the U.S. market, CCAis
the fifth largest prison
operator in the nation
after the federal govern-
ment and three stafes.
Other significant industry
players are the GEO
Group (formerly Wacken-
hut) and the Cornell
Companies.

Private Prison Bonds

Infermediate  Municipal
Bond Fund (GMMB),
managed by McDonnell
Investment  Manage-
ment, has a market cap
of $5.02 Bilion, and the
same net expense ratio
as SMMU.

The PIMCO Intermediate
Municipal  Bond  Fund
(MUNI), available to in-
vestors since November
2009, has $33.11 Bilion
market cap. MUNI also
has a 0.35% net expense
rafio.

Private prison construc-
fion has often been fi-
nanced through munici-
pal debt. The structure
usudlly includes a lease
between the govern-
mental unit and the op-
erator.

Under the lease, bond
proceeds are fransferred
to the operator to con-
struct the prison. The
government makes lease
payments, usually subject
fo legislative annual ap-
propriation, to cover op-
eratfing costs of the prison
and debt service on the
bonds.

Leases with Government
Guarantees

Most investment grade
deals contain govern-
ment guarantees that it
will send a minimum level
of prisoners to the new

ACTIVELY MANAGED MUNI ETFs (CONT'D)

Upcoming Funds
Claymore  Advisors re-
cently filed details with
the SEC on its planned
Active National Munici-
pal Bond ETF. Claymore
expects to file a registro-
fion statement for this
product in the near fu-
ture.

Eaton Vance is also plan-
ning offerings in the short-
term as well as infermedi-
ate  municipal bond
space.

facility. If the operator
fails to perform, the gov-
ernment, in the bond
documents, covenants to
find a replacement op-
erator or run the facility
itself rather than close the
prison.

Leases without Govern-
ment Guarantees

Investors should avoid
leases for private prisons
built on speculation, i.e.
without a guarantee of
future prisoners at the
fime of financing.

If prisoners fail to materi-
adlize, the government
lessee will be less wiling
or unable to make the
lease payments required
fo service the debt. A
number of bonds in this
category have encoun-
tered frouble or de-
faulted. &

Grail Advisors has con-
firmed that it's in talks
with two fund companies
in converting their mutual
funds into  actively-
managed ETFs.

Resources for More In-
formation

The Investment Com-
pany Institute provide
research, fact books and
statistics on mutual funds
and ETFs. &



http://www.etfshub.com
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Neither the information nor any opinion expressed in this report constitutes an offer or an invitation to make an offer, to buy
or sell any securities or other investment. Any price or quantity indications contained herein are not firm bids or offers either
as fo price or quantity and are provided solely for your information. This information is not intended as a solicitation or an
offer to buy or sell any securities or related financial instruments. The information contained herein is based on sources be-
lieved to be reliable, but its accuracy is not guaranteed. Rockfleet does not provide tax, legal or accounting advice. In-
come from municipal bonds may be subject to state and locate taxes as well as the Alternative Minimum Tax. Call features
may exist that can impact yield. If sold prior to maturity, investments in municipal securities are subject to gains/losses. Rock-
fleet may make a market in these securities or other securities of these issuers and/or may actively trade these securities for
its customers and/or for its own account. Therefore, Rockfleet may have a position in any such securities or related security
at any fime.
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