Connecticut Post-Employment Benefit Commission
October 28,2010

The Honorable M. Jodi Rell
Governor

State of Connecticut

State Capitol

Hartford, Connecticut 06106

Deaf Governor Rell:

I am pleased to present to you the final report of the Connecticut Post-Employment Benefits
Commission, established by you pursuant to Executive Order #38. The Commission has endeavored to
produce a report that is objective and can be used as a tool for future policy makers as they face the
challenges presented by these issues. I would like to offer my sincerest thanks to the members of the
Commission, who have all worked tirelessly in producing this report.

While the report speaks for itself, I believe it is important to note that, like many other states,
Comecticut’s unfunded liabilities and funding ratios related to its post-employment benefit plans for its
employees and retirees prove to be major challenges facing policy makers in this state. These unfunded
liabilities have led to increasing annual costs which have put pressure on other budgetary priorities.
Unfortunately, these liabilities and associated annual costs will only continue to get worse if additional
actions are not taken soon. While this report outlines a number of the many causes of our current
situation, it more importantly offers a series of balanced and responsible strategies for consideration to
mitigate these growing unfunded liabilities.-

1 would like to thank you for creating the Commission and bringing some much needed focus to
this often overlooked area. Please note: that the report will be posted on the Office of Policy and
Management website: www.ct. gov/opm

cerely,

oA

Michael J. Cicchetti
Chair

CC: Commission Members
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Executive Summary

Governor M. Jodi Rell established the State Post-Employment Benefits Commission (the

' Commission) through Executive Order #38. Although Governor Rell recognized that pension and other

post employment benefits (OPEB) consisting mainly of retiree health insurance, play an important role in

attracting and maintaining a skilled and capable work force; she highlighted the growing impacts of the

unfunded liabilities and costs related to these plans on the State’s budget and finances. The Governor
charged the Commission with delivering a réport that:

o identifies the amount and extent of unfunded liabilities for pe'nsions and other post-employment
benefits;

e Compares and evaluates the advantages and disadvantages of various approaches for addressing
unfunded pension fiabilities and post- employment benefits; and

e Proposes short and long-term plans for addressing unfunded pension liabilities and post-
employment benefits. .

The Commission reviewed actuarial valuations, collective bargaining agreements and other
information regarding Connecticut’'s retirement systems as well as research reports and articles
addressing these issues. The Commission also obtained actuarial estimates of liabilities and various
approaches to how they may be addressed.

Llablhtles and Costs Related to Connecticut’s Retirement Systems

The State’s pension plans include the Teachers Retirement System, the Judicial Retirement
System, and the State Employees Retirement System (SERS)} aH of which are defined benefit plans. SERS
covers the majority state employees and retirees as well as members of the General Assembly,
“constitutional officers and the Governor. Additionally, The State administers a defined contribution
program for some higher education employées. The State also sponsors the State OPEB Plan (primarily
health benefits) and the Retired Teacher Health Care Plan. The Commission focused on the SERS and
State OPEB plans. ' ' ‘

As of June 30, 2008, Connecticut’s unfunded liability for SERS was $9.2 billion and $24.6 biltion
for OPEB, a total unfunded liability of $33.8 billion. Consider that Connecticut’s current year general
fund budget is $17.6 billion. Connecticut’s 2008 funding ratio for its State-sponsored pension plans
(plan assets as a percentage of plan liabilities), according to the Pew Center on the States, was the fifth
lowest in the country. A November 2009 report by the Center for State and Local Government
Excellence, indicated that Connecticut’s unfunded OPEB liability was the third highest in the country

Connecticut’s unfunded liabilities have lead to increasing costs consuming a growing percentage
of state expenditures. In fiscal year 1992, the annual costs related to SERS, TRS and OPEB were 5.57
percent of state expenditures. They are projected to be 11.24 percent in the current fiscal yéa r. If this
trend continues, the éercentages will grow to 13.7 percent in 2021 and almost 19 percent in 2032.
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Causes of Unfunded Liability for SERS and State OPEB Plan
State Employee Retirement System (SERS) o

The SERS plan has Histori’cally been underfunded, in part because, until the 1980’s, it was funded
on a pay-as-you-go basis. Indeed, the 2008 funding ratio of 51.9 percent is just slightly higher than the
1992 ratio of 51.4 percent, despite a decision to begin funding the Annual Required Contribution (ARC).

- There are a number of reasons for a lack of progress with the SERS funding ratio. The Level
Percent of Payroll method of calculating its ARC tends to have lower amortization amounts in the earlier
years of the schedule. More importantly, interpretations applied to the 1995 and 1997 State and the
State Employee Bargaining-Agent Coalition agreements (SEBAC IV and V, respectively) have included
annual reductions to the ARC. These reductions totaled over $105 million in fiscal year 2011. Moreover,
reductions in the ARC payments of S314 million were included in the 2009 State and SEBAC agreement.
The result is a heavy back-loading of the amortization schedule, resulting in a stagnant funding ratio and

.a groWin‘g annual ARC. i

Some other reasons for a lack of funding progress include the 2009 and previous retirement
incentive programs and the plan’s assumed actuarial investment return. SERS, like most plans, was hurt
" by the severe market downturn in 2008, the main cause of the projected funding ratio decline to 46
percent as of June 30, 2010. ' ‘

Historically, Connecticut has responded to concerns about unfunded liabilities by creating new
tiers, as opposed to modifying existing tiers. SERS consists of three tiers: Tier | for those hired before
_July 1, 1984; Tier li for those hired from July 1, 1984 to June 30, 1997; and Tier IA for those hired on or
after July 1, 1997. According to the June 30, 2008 actuarial valuation, $14.3 billion of SERS total
actuarial accrued liabilities of $19.2 billion are attributable to-current retirees and Tier | active
employees. This portlon of the plan’s !1abllmes would likely not be lmpacted by plan modifications gvven
the legal issues involved.

Compared to other New England states, the annual payments as-a percentage of final average
salaries are lower for Tier Il and IA plans than the other states. The required employee contributions
are lower in Connecticut as well.. Connecticut’s reductions in benefits related to early retirement are

“generally less than found in other New England states.

State Other Post Employment Benefit Plon (OPEB}

" The challenge with OPEB for Connecticut and many other states is that the difference between
the ARC and the pay- as-you-go amount (which is the amount Connecticut has been paymg) is very
difficult to fund from a budgetary standpoint. in 2008 the ARC was $1.65 billion. The actual amount
paid for benefits was $.464 billion. Difficult as it is, continuing along the pay-as-you-go path will subject
the state to continuing growth in these costs as a result of health inflation and a growing number of .
retirees. From fiscal year 1993-00 to 2008-09, these costs increased from $173.9 million to $452.0
million, or 11.2 percent per year. ‘

Page5



October 28, 2010 Connecticut State Post-Employment Benefits Commission
' Final Report

~ As noted, Connecticut’s OPEB liabilities are high compared to other states. The three main
reasons for differences in per capita OPEB liability amounts are: 1) benefits levels and plan costs; 2)
population covered; and 3) funding policy. In Connecticut, a high cost state, employees who work at
least ten years are eligible to receive full comprehensive health care coverage for themselves and their
dependants when they begin receiving retirement benefits, with 55 being the early retirement age for
non-hazardous duty employees. The premium shares are minimal, ranging from zero to a maximum of
three percent. Unlike pensions, once vested, the level of benefits received is not tied to the number of
years of service. The Rule of 75 (years of service plus age) in the 2009 SEBAC. agreement will delay when
affected employees (those with less than ten years of service as of July 1, 2009) can begin receiving
retiree health insurance.

tn regard to funding, most(stat'es, like Connecticut have zero or few assets in their OPER plans.
The 2009 SEBAC agreement, however, inctuded a provision that involved a 3 percent of salary employee
contribution during the first ten years of service. These contributions are projected at $23 million in the
current year. These contributions, by staying in the OPEB trust and not being used for current costs, will
decrease the plan’s actuarial liabilities and ARC.

Strategies for Consideration for Addfessing Connecticut’s Post Employment Benefit
Liabilities and Costs .

In light of the State’s serious budgetary challenges over the next several years, and the pressure the
growing costs of the State’s retirement systems place on other budgetary needs, the Commission.
believes a number of approaches need to be considered to reduce the unfunded pension liabilities of
the State. Consideration should be given to new funding strategies, financing 'alternatives, and plan
design and benefit modifications.  The issues and factors outlined in this report, among others, will
need to be weighed when considering the strategies and approaches to be implemented in seeking to
‘reduce these liabilities. '

' Itis important to note that there are Commission members who did not agree with some of the
strategies preéented below in regard to the State pension and OPEB plans. Also, the Commission did not
seek to prioritize these strategies. The main goal of this report has been to provide information and
potential approaches to addressing these liabilities to policy-makers and stakehoiders. ‘

The State needs to develop a sound funding strategy for its retirement plans and have the fiscal
disciplinq to carry it out. Timely analysis and multi-year actuarial projections are critical when policy
makers are revieWing funding practices or making decisions impacting the plans. Policy makers need to .

_question how a declining proportion of working-age citizens can fund Connecticut’s unfunded liabilities
for an increasing proportion of retirees. ’
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Summary of Strategies for Consideration for SERS and OPEB
Short Term Plan '

e Pre-Fund OPEB

« Pay the ARC, and Eliminate Any Adjustments to Such. .

e Increased Member Contributions. The State and SEBAC should consider additional employee

~contributions for reinvestment in the plans (with a 1 percent increase totaling about $32
million), while the State should consider enacting a provision that would dedicate, for example,
a portion of future surpluses for the plans.

¢ Increasing the Retirement Age or Incentives to Retire Later. The State and SEBAC should
consider raising the retirement age for those in Tiers Il and IIA and increasing reductions related
to early retirements, with any savings to be reinvested into the plans. For SERS, the projected
savings totaled $135 million related to these changes in the first year, savings would increase
going forward.

e - Other Plan Design‘ Strategiés. The State and SEBAC should consider plan modifications to SERS
and OPEB, with any savings to be reinyésted in the plans. Interms of OPEB, the changes for
consideration include increased premium sharing and additional eligibility changes for
employees moving directly to retirement from state service. ' '

e Service Delivery Changes. It is also critical to continue slowing health care inflation through
plan and service delivery changes, including through the implementation of medical homes and
other initiatives. A one percent reduction in the annual health inflation below the actuary s
assumed level would lower the calculated actuarial liability from $26.6 billion to $22.1 billion.

Long Term Plan
_» ARC and Funding Strategies. The State should commit to a funding strategy targeting funding

ratio benchmarks (e g. 55 percent by 2018 for SERS), and consxder establishing a “floor” below
which ARC will not go below. )

o Actuarial Analysis and Projections. The biennial actuarial valuations should reflect prOJectrons
for liabilities and ARC amounts for all remaining years of the amortization schedule {not justtwo
years). . 4

s Future Changes No actlon, such as a retirement incentive program or plan changes, should be
eriacted without a full actuarial analysis. '

Considerable discussion was dedicated to the pros and cons of closing the defined benefit plah
and replacmg with a defined contribution arrangement for new employees; however, no consensus was
reached as to whether this change would be beneflual to the State overall. _Those on the Commission
who opposed a defined contribution plan for new employees believe that such a plan would. be more
costly to the state and would not address the current unfunded liability problem, while providing lower
and less secure retirement benefits to its employees. Those on the Commission who believed that a
defined contribution plan should be considered expressed significant concern that the problems and
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issues associated with the defined benefit plan could be perpetuated going forward at-a growing cost to
" the State, especially if the recommendations in this report are ignored.

The challenge for the State will be to balance the need to increase the funding ratio of its
pension and OPEB plans with the need to manage its overall budgetary needs. Thése increasing costs
could lead to crowding out additional investr‘nen(ts in education, infrastructure, health care, and in other
critical areas. ' '

It is the Commission’s hope that this report Wi!l provide useful information to the Governor,
other elected officials, and the stakeholders in adding to the understanding of the State’s liabilities and
costs related 1o its retirement system and in aséessing the options available to address these issues.

Page 8



October 28, 2010 . Connecticut State Post-Employment Benefits Commission
Final Report

Introduction

Through Executive Order Number 38, dated February 3, 2010, Governor M. Jodi Rell established
‘the State Post-Employment Benefits Commission. In éstablishing the Commission, Governor Rell
indicated that pension and other post-employment benefits (OPEB), including retiree health insurance,
play an important role in attracting and maintaining a work force capable of protecting the health and
safety of the State and its residents. At the same time, Governor Rell recognized the growing budgetary
challenges and impact on the State’s finances, including its credit rating, associated with the unfunded
liabilities and future costs related to these benefit plans. ' '

The Governor created the Commission to assist her, other elected officials and stakeholders in
developing and assessing short and long-term strategies for addressing these post-employment '
liabilities. Therefon‘e, the Governor charged the Commission with delivering a report that:

e Identifies the amount and extent of unfunded liabilities for pensrons and other post- -
* employment benefits;

e Compares and evaluates the advantages and disadvantages of various approaches for
addressing unfunded pension liabilities and post- employment benefits; and

e Proposes a short and long-term plan or plans for addressing unfunded pension liabilities and
post-employment benefits.

The Governor originally requested delivery of the report by July 1, 2010, but additional time was
provided given the challenges encountered in receiving necessary actuarial information reflecting,
among other matters, the impact of the 2009 SEBAC changes. Most importantly, addltlonal time was
needed to thoroughly explore and discuss all of the issues and options associated with the State’s
pension and OPEB liabilities. :
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The members of the Commission, appointed in accordance with Executive Order Number 38, are:

?Member

Rep resentmg/F 1eld

EMJchael J Clcchettl, Chamnan and Deputy Secretary of the Oﬂ' ce
§of Policy and Management

State of Connecticut Ofﬁce of
Policy & Management

Thomas C. Woodruff, Ph.D., Dlrector
‘Healthcare POI.].C}’“& Benefit Services, Office of Athegomptroller

State of Connecticut, Ofﬁce of the h

| Comptroller

EChristine Shaw J. D., M.B.A., Director of Government Relations,
gOfﬁce of the Treasurer

State of Connec’ucut Ofﬁce of the
State. Treasurer

gSal Luciano, Executive Dlrector Councﬂ 4, Amerlcan Federat1on
-of State, County and Municipal Employees

State Employees Barcrammcr Agent
Coalition

;Juhe E. McNeal CPA, Technical Activities Dl:rector Connectlcut
‘Society of Certified Public Accountants

Certified Public Accouhtants

;GregoryM Stump, FSA, EA FCA, MAAA, Vice Presxdent EFI-
Actuaries :

Public Pension Acmary

J Paul Mansour Head of Mumclpal Research Connmg

Busmess Commumty

Other Partlclpants

Attorney J amle Young, Governor S Legal Ofﬁce

Ofﬁce of the Governor

;Judge Harry Calmar

State of Connect1cut J udlclal
Branch :
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Commission’s Approach

The Commission’s approach included reviewing numerous research reports and articles written
about pension and OPEB ‘issues. The Commission also reviewed significant amounts of information
related specifically to Connecticut’s plans, including past and most recent actuarial valuations, pension
and retiree health plan provisions, investment reports related to plan assets, as well as original and
subsequent modifications to the collective bargaining agreement between State and the State Employee
Bargaining Agent Coalition (SEBAC) that establish, in part, retiree benefit plans. The Commission also
received information and presentations regarding how actuarial liabilities related to pensions and OPEB
plans are measured and how the annual Actuarial Required Contribution (ARC) is calculated. Many of
the documents reviewed by the Commission are available on its' website.
http://www.ct.gov/opm/cwp/view.asp?a=2998&q=457846&opmNav_GID=1791

The Commission developed a list of potential solutions or approaches in terms of funding and
plan design and benefits based on repdrts pertaininig to actions taken by other govérnments or
organizations or through the members own professional experiences. The Commission focused on the
State Emplbyee Retirement System (SERS) plan. The Commission did not spend as much time reviewing
the Teachers Retirement System (TRS) because this plan recently received significant attention related

“to a 2008 issuance of Pension Obligation Bonds (POBs). As part of the POB issuance, some of the
requirements relfated to funding the ARC and plan benefits were built into the bond indenture or State
Statutes. Nonetheless, a number of the recommendations in this report may apply to the TRS plan as
well as the Judicial Retirement System (JRS) administered by the State. ‘

The Commission sought to create a baseline for the current plans and funding approaches
against which potential changes could be compared. The Commission’s approach was to obtain
actuarial estimates that would provide projections of these liabilities and the potential impaCt of various
approaches to addressing these obligations. Additional actuarial work and analysis may be needed as
pért of pufsuing any of the changes recommended. As required by the Governor’s executive order, this
report contains a discussion of the advantages and disadvantages of approaches considered.
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Background

Legal and Collective Bargaining Framework re State Employee Retirement Systems

The Commission reviewed the legal framework in which OPEB and pension benefits are
provided to State employees and retirees. These retirement plans are provided largely in accordance
with the collective bargaining agreement negotiated between the State and the State Employee
Bargaining Agent Coalition (SEBAC). SEBAC is compriséd of thirteen unions, and was récognized in 1986
by Public Act 86-411 to negotiate with the State on health benefits and retirement issues. The
agreement also established the.joint labor-management Health Care Cost Containment Committee. In
1997, the State and SEBAC negotiated a long-term health and retirement benefit agreement, which is
effective through 2017. This agreement was most recently modified by the parties in 2009.

The Commission récognized that the ability to modify the benefits received by current retirees is
Jimited, although there is current legal action in this regard in one or more states. In terms of active
-employees, most proposed benefit plan changes would have to be negotiated between the State and
the coalition of bargaining units. As will be described, there have been some modifications to the 1997
agreement. The Commission also discussed the State’s ability to make benefit changes related to a
group of former emp-ioyees, known as terminated vested employees. Terminated vested employees
have left state services but are eligible to begin receiving pension and/or retiree health insurance at -
some future date. )

2009 State and SEBAC Agreement .
In addition to a Retirement Incentive Program (RIP), the 2009 SEBAC agreement contained a .
number of other modifications. Including:
e Increases in co-pays for prescription drugs and mandatory generic substitution except in cases
of medical necessity certified by a member’s physician; :
e Anincrease in active employee premium shares of $350 per year with a prorated amount to be
reflected in future premium share percentages; :
e Reductionsin preventive care co-pays;
* The application of the “Rule of 75” (combination of age and service must equal 75) for eligibility
for retiree health insurance for those with less than ten years of service as of July 1, 2009; and
e A3 percent of salary contribution up through ten years of state employment for those with’
fewer than five years of service as of July 1, 2010. Contributions prior to July 1, 2013, according
to the agreement, are available to reduce budgeted General Fund payments for retiree health
care.

The 2009 SEBAC agreement also allowed the State to defer a contribution of $14.5 million that A
was budgeted for OPEB in fiscal year 2008-09, as well as to reduce contributions to SERS by $50 million
in fiscal year 2008-09, and by $64.5 million in fiscal year 2009-10, below the ARCs calculated for those
two years. The agreement also contained a trigger permitting the State to reduce its contribution to
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SERS by $100 million below the ARCs calculated for fiscal years 2009-10, and 2010-11, if revenues fell
below a certain level. The total reductions included'in State budgets related to SERS contributions were
$314 million for the three-year period.

Descriptions and Definitions of Actuarial Liabilities and Calculations

Some of the terms used in this report are specific to actuarial calculations, and should be
understood to appreciate the issues discussed herein. '

What is an actuarial liability and how is it measured?

Employee benefits plans are genefally defined in terms of three things:
e - Who is entitled to receive benefits? ’
e Under what circumstances will they receive the benefits?
e What amount or level of benefits are-they entitled to?

In the context of a pension or retiree healthcare plan, an actuarial liability is a dollar value that
represents the present value of an expected benefit payment or stream of payments. The actuary takes
into account a variety of actuarial assumptions, including life expectancy, expected retirement age, and
pro;ected future salaries and cost-of-living adjustments if appropriate. The 'most crucial assumptlon is
the expected future return on plan assets. For most large pension funds, this assumption is around 8.0
percent annually. Based on anticipated future ‘events, the assumptions are inevitably incorrect on a
year-to year basis, creating actuarial gains and losses. A reliable set of assumptions; however, will
reasonably represent the true experience of a plan over the Iong—term‘ '

When plans are funded using actuarial principles, monies are contrlbuted annuatly to an account
as benefits are earned. The annual contribution is designed to cover benefits expected to be ‘earned
during the year, and past actuarlal gains or losses. Generally, the desired outcome is a relatively
predrc’cable steady stream of contributions, typically measured as a percentage of payroll for covered
members:

The fundihg ratio that is referred to most often in actuarial reports represents the ratio of two
numbers: the valué of benefits earned compared to the value of assets used to support those benefits.
Ideally, this ratio would be conmstent!y equal to or near 100 percent however, the reality of economic
cycles causes a great deal of volatility in such. Nonetheless, on average, over three-quarters of all
statewide pension systems maintained a funding ratio between 75 percent and 125 percent, as reported
in the annual surveys conducted by the National Association of Retirement Administrators (NASRA) from

2003 through 2008. Ratios for many of these systems have likely failen below this ra nge by 2010.

~ The fundmg ratio in Connecticut is now well below this range, for reasons dlSCUSSEd wsthm this
report. Improved funding can come about through a varlety of strategles, butit is :mportant to keep in
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mind that pension funding and any improvements thereof, are long-term in nature and should be
" treated as such.

KEY DEFINITIONS

Actuarial Accrued Liability (AAL}: The AAL represents a funding target equal to the present value of fully
projected benefits earned or accrued as of the date of the actuarial valuation. The amount of the AALis
a result of a number of factors, inc|dding the level of benefits offered, eligibility requirements for
benefits, the assumed rate of return on plan assets, and other actuarial assumptions (retirement age,
longevity, etc). ' ’ '

- Unfunded Actuarial Accrued Liability (UAAL): The UAAL is the excess of the AAL over the actuarial value
of plan assets. In other words, the UAAL is the present value of benefits earned to date that are not
covered by current plan assets. A large UAAL s generally associated with plans that do not consistently
receive ARC contributions.

Actuarially Required Contribution {ARC): The ARC is the annual employer contribution calculated by the
actuary for a plan that is the sum of: (1) the employer “normal cost” of retirement benefits earned by
active employees in the current year; and (2)' the amount needed to amortize the existing unfunded
‘liabilities over a period, not more than thirty years. Employee contributions are typically used to
partially offset the employer’s normal cost. The goal of the ARC is to help account for costs as they
accrue and to reduce unfunded liabilities (or surpluses) over time. '

Normal Cost: The Normal Cost, also known as the annual benefit cost, generally represents the portion
of the cost of projected benefits allocated to the current plan year. The employer normal cost equals
the total normal cost of the plan reduced by employee contributions.
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State Administered Pension Plans

Overview of State Administered Pension Plans

- State Employee Retirement System {SERS)

SERS is-a single-employef defined-benefit pension plan covering most of the State’s full-time
employees. The plan also covers members of the General Assembly, constitutional officers and the
Governor. According to the most recent actuarial valuation as of June 30, 2008, there were 38,093
retirees and beneficiaries receiving benefits; 1,592 terminated plan members entitled to, but not yet
receiving benefits, and 53,196 active employee plan members. Subsequent to June 30, 2008, these
numbers have changed through the normal course of business and, more significantly, the 2009 .
retirement incentive program agreed to by the State and SEBAC through which approximately 3,700 .
active SERS members retired. SERSis administered by the State Employees Retirement Commission and
the State Comptroller’s Office.

SERS consists of Tier | (Generally for those hired prior to July 1, 1984), Tier Il (Generally for those
hired on or after July 1, 1984 and prior to July 1, 1997), and Tier lIA (for those hired on or after July 1,
1997). Historically, Connecticut has created new tiérs, as opposed to modifying existing plans, in
reaction to concerns relative to the plan’s unfunded liabilities. As discussed previously, 'th_e 1997
changes were part of a twenty year agreement, thfough 2017, regarding active employee health

coverage and retiree healthcare benefits.

Provided below in Schedule 1 is a summary of plan provisions, with a more detailed description
of these provisions provided in Appendix 2 of this report.
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Schedule 1
SUMMARY OF KEY SERS PLAN PROVISIONS

Final Average Earnings {all tiers): Average of three highest paid years (including overtime for some units),
with no one year being greater than 130% of average of two prior years.

Normal Retirement Eligibility: ]
s Tierland i, IA-Hazardous Duty: 20 years of service
»  Tier I-Others: Age 55 with 25 years of service, age 60 with 10 years, or age 70 with 5 years
s Tier Hand HA: Age 62 with 10 years of service, age 60 with 25 years of service, age 70 with 5 years
or age 62 and 5 years for terminations on or after July 1, 1997

Normal Retirement Benefit: ) ,

e  Tier I-Hazardous Duty: 50% of Final Average Earnings, plus 2% for each year over 20 years

e Tier l-Hazardous Duty: 2.5% of Final Average Earnings times up to 20 years, plus 2% for each year
over 20 years

e Tier I-Others: Generally, 2% of Final Average Earnings times years of service.

e Tier I-Others: Generalhj, 11/3% of Final Average Earnings for each year of service, plus %% of
earnings in excess.of breakpoint* (*$10,700 increased by 6% each year since 1982 but not greater
than Social Security Compensation) .

Early Retirement:

e  Tier I-Hazardous Duty: None

e Tier I-Others: Age 55 with 10 years of service; benefit is normal retlrement reduced for retirement
prior to age 60 with 25 years of service

¢ Tier }l and lIA: Age 55 with 10 years of servnce, benefit reduced %% per month prior to normal
retirement.

Deferred Retirement:
e  Tier I: May be deferred
e Tier Il and lA: May be deferred; Benefit is based on salary and service to actual retirement. -

Vesting:
e Tier I; 10 years of service

e Tier l & lIA: Effective July 1, 1997, 5 years of actual state service, 10 years of vesting service, or age
70 with 5 years of service.

Member Contributions:
s Tier -Hazardous Duty: 4% of earnings, plus 5% of earnings above Soc;al Security Taxable Wages
s Tier I: 2% of earnings, plus 5% of earnings above Socsal Security Taxable Wages (Plan B); 5% of
earnings (Plan C)
o Tier Il: None :
e Tier Il-Hazardous Duty: 4% of earnings; Tier 11A-5% of earnings
o Tier lIA-All Others: 2% of earnings

Cost of Living:

* For employees retmng after June 30, 1999, adjustment not less than 2.5% and no greater than 6%,
calculations based on percentage of CPt
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Teachers Retirement Systern (TRS)

The Teachers’ Retirement System, administered by the Teachers Retlrement Board, is a single-
employer defined-benefit pensuon plan covering any teacher, principal, superintendent or supervisor
engaged in service to public schools in Connecticut. The plan provides retirement, disability and death
benefits and annual cost-of-living adjustments to plan members and their beneficiaries. As of June 30,
- 2008, there were 28,787 retirees and beneficiaries receiving benefits, 1,394 terminated plan members
entitled to, but not yet receiving benefits, and 81,919 active plan members.

For many years the State’s actual contributions to the TRS fell short of the calculated ARC, ‘with
fiscal year 2005-06 being the first year in which the actual contribution met the calculated ARC. Going
forward, the bond indenture related to the TRS pension obligation bonds issuance requires that the
state contribute the calculated ARC. There are provisions that would lift this requirement temporarily,
if certain criteria related to severe budgetary problems are met. The current budgetary difficulties have
not yet reached the thresholds established.

As with SERS, the ARC for the TRS plan is calculated using the level percent-of-payroll method
meaning that the ARC, even if all actuarial assumptlons were to be realized, wnl continue to increase
each year.

In the most recent actuarial valuation for the TRS plan for the period ending June 30, 2008, the
total liability for the plan is $21.8 billion with plan assets of $15.3 billion, resulting in a funding ratio of
70.05%. Thisis up from a funding ratio of 62.99% in 2006, Iargely resulting from issuance of $2.0 billion
in POBs in 2008. As is projected for SERS, the 2008 funding ratio likely will drop in the 2010 valuation as
the 2008 market losses are gradually recognized. Funding ratios are also affected by, among other
factors, differences between the actual retirement ages, mortality, and populatlon demographics
experienced and the actuarial assumptions used in conducting valuations.

Judicial Reﬁrément System (IRS})

The Judicial Retirement System isa smgle -employer defined-benefit pension plan covering any
appointed judge or compensation commissioner in the state. The plan provides retirement, dssabllrty
and death benefits and annual cost-of-living adjustments to plan members and their beneficiaries. As of
June 30, 2008, there were 225 retirees and beneficiaries receiving benefits, 1 termlnated plan member
entitled to, but not yet receiving benefits, and 220 active plan members.

Aiternate Retirement Program _

The State also sponsors the Altefnate Retirement Program (ARP), a defined-contribution plan
available to unclassified employees at any units of the Connecticut State System of Higher Education.
Plan members are required to contribute 5 percent of their annual salaries, with the State contributing 8
percent of covered salary. During fiscal year 2009, plan members and the State contributed $35.3
million and $21.7 million, respecti\/ely.
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Funding Histbry and Future Projections for SERS

June 30, 2008 SERS Actuarial Valuation; Projection for June 30, 2010

The most recent actuarial valuation completed for the SERS plan was as of June 30, 2008, which
indicated that the plan’s Actuarial Accrued Liability (AAL) was $19.243 billion, with assets valued at
$9.990 billion, for a funding ratio of 51.92 percent. This funding ratio is among the lowest in the nation,
for statewide plans.

Actuarial Accrued Liability among Tiers for SERS

According to the actuarial valuation as of June 30, 2008, $14.3 billion of the $19.2 billion total
liability in SERS is attributable to current retirees (a large majority of which are Tier I} and Tier | actives,
with the balance associated with active members of Tiers Il and.lIA. While this is the total Iiabili.ty, the
proportion of the unfunded liability for each tier probably bares a similar relationship to the proportion
‘of the total liability. One implication of tiered liabilities is; choices are now limited to reduce the liability
for Tier 1 plan members. Another consideration is that the projections produced by Cavanaugh
Macdonald Consulting LLC (“Cavanaugh Macdonald”) for the period ending June 30, 2010 and beyond,
- reflect a significant increase in the unfunded Iiability for SERS, which will impact all three tiers.

Schedule 2-SERS Liabilities by Groups/Tiers (as of 6/30/08)

Group Actuarial Accrued Liability Normal Costs % of Payroll
Inactives , $11.4 billion
Tier | Actives ' $2.9 billion '| Hazardous Duty: 13.08 %; B: 13.90 %; C: 10.90 %
Tier Il Actives S4.0 billion Hazardous Duty: 14.80 %; all others: 9.75 %
Tier lIA Actives $.9 billion ) Hazardous Duty: 6.95 %; all others: 4.70 % .
Total $19.2 billion 1 9.44% o

A recent projection done for the Commission by the actuarial firm Cavanaugh Macdonaid
indicates, based on the loss in value of plan-assets, along with lower contributions and the RIP, that the
funding ratio will drop to 45.8 percent for the period ending June 30, 2010. A significant ongoing
budgetary challenge is the steady increase in the ARC for the years beginning-2011-12 and beyond. The 4
$1.029 billion ARC projected by Cavanaugh Macdonald for fiscal year 2011-2012 is $185 million higher
than the $844 million contribution being made by the stéte_ in the current year, fiscal year 2010-11, and
will continue to increase each year thereafter, until the unfunded accrued liability is fully amortized.

Causes of Growth in SERS Unfunded Liability and Lack of Funding Progress

The SERS plan'has'historically been underfunded based in part because until the 1980’s, it was
funded on a pay-as-you-go basis. As can be seen in Chart 1, the funding ratio for this plan is just slightly
above the level that existed back in 1992, despite a decision to begin funding the ARC. The lack of
funding progress is due to the several contributing factors as described below.
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Sources: June 30 2008 SERS Ai:tuérial Valuation; Projected FY 12 by Cavanaugh Macdonald, new '
actuaries for SERS Note: The Annual Required Contributions above reflect the deductions made
based on the interpretation of the requirements related to SEBAC IV and V. The ARC before

these adJustments was generally 10% to 15% higher than the ARC shown above.

The factors contributing to the magnitude of the SERS actuarial accrued liability include:

(1) Methods of Calculating the ARC. The Level Percent-of-Payroll method used to calculate the
.- amortization component of a pla'n’s ARC is similar to a home mortgage where mostly interest is paid
in the early years. The dollar amount of the ARC rises over time by including an automatic cost
escalator {typically 2% to 5% per year). This makes it more difficult to make progress improving the

plan’s funding ratio until half way through the amortization period. -

Under the Level Dollar method, the ARC payment starts ‘higher but does not increase as
precipitously over the years as under the percent-of~payroll method. Higher funding in the earlier

. years provides consistent progress in improving the plan’s funding ratio. Charts 2 and 3 below
demonstrate the differences in these two methods with projections done in August 2010 by
Cavanaugh Macdonald. While both methods of calculating the ARC are accébtabie approaches, the -
actuary’s application of the level percent-of-payroll approach helps to explain, in part, why the

plan’s funding ratio will not show improvement iri the near term.
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Chart 2

ARC Amounts: Level % of Payroll vs. Level
| Dollar (000's) |

(Note: Since the Normal Cost amount is the same under both approaches, the full
-difference in the ARC amounts is the amortization method)
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Chart 3
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NOTE: As seen in Charts 2 and 3, contribution amounts are much larger in the early years-under a level-

dollar amortization; however, the funding ratio improves more quickly. A similar funding ratio

~ improvement can be achieved using a level percent-of-payroll amortization with a shorter amortization
period. : :
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(2) Adjustments to Amortization Schedule; Contributing less than the Full ARC, Another ¢ritical issue
for the SERS plan is the effect that the SEBAC agreements IV and V, negotiated by the State and the
coalition in 1995 and 1997, respectively, have had on the ARC calculation. - Each year the ARC is
calculated in accordance with actuarial standards, and then reduced under interpretations of SEBAC
IV and V. These reductions were $43.7 million and $61.8 million, respectively, for a total reduction in
the ARC of $105.5 million in the ARC calculation for fiscal yéar 2011,

The calculations for fiscal years 2002-2011 are provided below in Schedule 3, which reflects’
adjustments made related to SEBAC IV and V in the 2009 agreement. It is unclear if the provisions of
SEBAC IV and SEBAC V have been interpreted correctly in terms of applying these reductions to the
ARC. The total reductions for these 10 years is $820 million, with the full amount through the
agreement period likely being'$10 billion or more.  According to Cavanaugh Macdonald, the
impact -of the SEBAC IV and V mterpretatlons has been to exacerbate the back-loading of the
amortization schedule already inherent in. the level percent-of-payroll method, which leads to
further growth each year in the ARC and delays improving the plan’s funding ratio.
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(3) Investment Return Experience. When the actual rates of return are less than the actuarial

* assumption, the result will likely be a decrease in the funding ratio and a costlier ARC. For SERS, the

late 1990's reflected strong investment returns while the results from 2001 on, have generally been
below the assumed level.

Like all but a handful of states, Connecticut smoothes its investment gains and losses over a set.
number of years, recording only a portion. of the impact each year. This means that under current
smoothing technigues the funding levels will likely continue to drop for the next four or five years,
as the major losses experienced in 2008 are gradually incorporated. In a year when the pension
fund loses value, its position is doubly compromised. It loses both a portion of the funds’ assets and
the assumed earnings. The Pew Center report notes that the “critical question for states is whether
the investment returns of the past two years are anomalous or whether they signal a fundamental
change in how the markets will be opefating.” 4 : ‘

In February 2010 the Pew Center on the States Report reported that.seventeen states use an
investment return assumption of less than 8 percent, while twenty-two others use an 8.0 percent
assumption. According to the report, Connecticut is one of eleven states utilizing an investment
return assumption greater than 8.0 percent. However, it is important to assess the reasonableness
of the return assumption not by itself but in its relationship to the assumed rate of inflation. When
returns are lower than expected (an actuarial loss), this is often partially offset by inflation being
lower than expected (an actuarial gain). ' '

Schedule 4- SERS-Historical Rates of Return
Assumed Actual Actual
Rate of Market Actuarial
Fiscal Year Return Value Value
1993 " 8.50% . 11.70% , 8.80%
1994 8.50% . 4.50% 7.40%
1995 8.50% 13.10% 8.40%
1996 . 8.50% 14.40% 10.70% .
1997  8.50% 19.00% 12.90%
1998 8.50% 17.20% 14.30%
1999 8.50% _ 10.30% 14.60%
2000 8.50% 13.10% 15.00%
- 2001 8.50% . 371% ' 9.02%
2002 8.50% -6.61% 5.84%
2003 8.50% . 191%  °  5.08%
2004 8.50% 15.20% ' 6.74%
2005 8.50% 110.45% - 737%
2006 8.50% 11.01% 8.03%
2007 8.50% C17.11% 9.80%
- 2008 8.50% -4.80% 6.76%
2009 8.25% -18.58% 2.63%
Compound Return 1993-2009 6.86% ] 8.97%
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(4) Retirement Incentive Programs (RIP). Actuaries make pension liability computations based upon
assumptions and projections including when employees will retire. There are two kinds of
retirement incentive programs; those that incent employees to retire earlier than they might
otherwise have; and those that incent employees to deiay retirement. Historically, Connecticut RIPs
have incentivized employees to retire early by offering additional benefits. These incentive plans
add to the state’s liability. Conversely, if Connecticut incentivized employees to delay retirement
with an actuarially sound plan, the liability would decrease.

(5):A§:tuarial Gains and Losses. There are numerous actuarial assumptions that are- made when

calculating liabilities and ARCs, including turnover, salary increases and a number of others. To the

extent that some of these assumptlons are not reallzed the actuarial amounts will be d:fferent than
projected. An overview of the major actuarial methods and assumptions used for State-

-admlnlstered pension plans are included in Schedule 5.

Schedule 5- Actuarial Methods and Assumptions from Comptroller’s June 30, 2009
’ Comprehensive Annual Financial Report

The following is information as of the most recent actuarial valuation:

Valuation Date 6/30/2008 ’ 6/30/2008 6/30/08
Entry age actuarial cost method

Projected unit credit

Actuarial Cost Method Projected unit credit -

using

cost method

level percent of payroll funding cost method

Level percent of payroll Level percent of payroll

Amortization Method Level percent of payroll

Remaining Amortization

period 24 Years

29.2 years 23 Years

. ) o -
Asset Valuation Method 20% of declining balance - 4-year smoothed market S-year smoothgd

method* market
Actuarial Assumptions-:
Investrnent Rate of Return 8.25% 8.5% 8.25%
Projected Salary Increases 4.0%-20.0% 4.0%-7.5% 5.25%
Includes inflation at 4.0% 4.0% 5.25%

Cost-of-Living Adjustments

2.7%-3.6%

¢ 2.0%-3.0%

2.75%-5.25%

* This method has since been changed to a 5-year smoothed market value.
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Pensions: Comparisons to Other States, Municipalities and Private Sector

- Connecticut’s Pensmn Funding Ratios

In the Pew Center on the States report on state retirement systems assued in February 2010,
the State of Connecticut’s combined 2008 funding ratio in regard to its three pension plans of 61.6
percent was the fifth lowest among the fifty states. Similarly, the National Association of Retirement
Systems Administrators 2008 survey found Connecticut ranked 49" out of 51 states and the District of
Columbia in terms of the combined ratio of the SERS and TRS funding ratio (58.5 percent). Individually,
the SERS (53.3 percent as of June 30, 2005) and TRS (63.0 percent as of June 30, 2006) plans were 115"
and 121%, respectively, out of 125 statewide plans listed in the survey. The total average funding ratio
for all the plans surveyed was 85.3 percent.

Connecticut’s Pension Plan Provisions o »
Comparing pension benefit levels -between-states is complicated by the differences in the

actuarial assumptions utilized (e.g., discount rates) and the timing of valuations. Data for state- . o

administered pension plans from the February 2010 Pew Report indicated that Connecticut’s total ‘

liability per capita for its three pension plans is 10™ highest in the country. The data included the ;

liabilities associated with Tier i, which has not had new participants since July 1,1984.

The Federal Reserve Bank of Boston recently completed a report regarding state pension plans
in the six New England States. The report‘did not include Tier | in Connecticut in its comparisons, since it
has not been available to new employees since 1984. In comparing Connecticut’s Tier II/UIA plan
provisions to plans in other states, the pension salaries at retirement are lower in Connecticut than the
other states, with comparisons to Massachusetts and Maine being somewhat more difficult because
their employees are not eligible for social security. The other New England states paying into the social
security fund for employees have significantly higher employee contribution amounts than Connecticut.
The other New England states range from 5.1 percent in Vermont to 8.75 percent in Rhode Island. .
Connecticut’s comparable employee contributions for non-hazardous duty employees in Tiers I and lIA .
are zero and 2 percent, respectively. The other New England states also generally have a steeper '
reduction in benefit amounts for early retirements.

Connecticut inflation based cost-of-living adjustments (COLAs) for Tiers Il and HIA range from 2.5
percent to 6.0 percent, calculated as a percentage of CPl, with the actuarial assumption used being 2.7
percent. COLA provisions vary across the country and between municipalities-in Connecticut. Among
New England states, Massachusetts indexes only the first $12,000 per year, up to a maximum of 3
percent. The maximums in Maine and Rhode Island are 4 percent and 3 percent respectively, while
Vermont's range islto5 percent New Hampshire has no automatlc COLA, but the legislature makes
regular ad-hoc adjustments.
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In terms of fhe percentage of final average salary earned per year of service, Tiers It and 1IA,
_ representing most members’ current benefit accruals in SERS, are lower than other New Englénd states.
Another important benefit component is the calculation of final average salaries. Most stéte plans
determine final average salaries over a 3 to 5 year period, with most of those; like Connecticut, being at
3 years. A shorter period results in a final salary that is closer to a person’s earnings near retirement,
which benefits those with rapidly growing salaries. ' ’

A related issue addressed in Connecticut’s plans and in others involves “spiking” of final average
salaries through increased use of overtime and by.other means. Massachusetts’s special commission on
its retirement systems indicated that 45 of the 108 largest state-admiinistered plans currently have anti-
spiking provisions in place. Some states simply have language that proh'ibits unusual payments just prior
to retirement, but twenty-seven pians have percentage limits on the annual increases used in calculating
final average salary. These anti-spiking provisions vary, with. limits on annual saiary growth of 5 to 20
percént, with a median of 10 percent. Connecticut’s SERS and TRS limits were annualized at 14 percent
in the Massachusetts report. The level of base salaries and the types of additional compensation
included in final average salaries {e.g., overtime, longevity) are other critical areas in which plans may
differ.

Another issue discussed by the Commission was the ability for members to buy additional years

" of service in.a plan, whether such service was in local government, the military or in other areas. Plans

have differing provisions in this regard, however the amount charged for buying additional years should
reflect the actuarial value of the added benefit.

There has been some attention given to those who have retired under the SERS plan with
pensions of at least $100,000. These pensions are often related to high salaried positions in our state
university systems. Many of these individuals are likely in Tier I.  The concerns about these high
pensions include what impact they will have on the plan’s liabilities and costs and perhaps a sense that
high-salaried employees should assume more responsibility for their retirement needs. There is a
maximum annual benefit {currently $195,000, indexed for inflation and adjusted for age at retirement)
based on the Internal Revenue Code: Cavanaugh Macdonald projected very minor changes in the ARC
associated with placing caps of $150,000 and $125,000 on pensions in Tiers Il and lIA, respectively.
While the annual pension payments for retired members range from very low amounts to these higher
amounts, the average pension payment was approximately $27,500 per year in the june 30, 2008

valuation.

Connecticut Municipal Pension Plans

170 Connecticut municipal_ities, including both the Town and City of Groton, submitted audit
information to the Office of Policy 'ar_ad Management‘ (OPM). Some of the summary data from the June
30, 2008 audit reports related to pension plans is as foliows: i

e Only 7 municipalities reported not offering a pension plan to any of their employees, while
163 municipalities offer a pension plan to some or all of their employees.
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e There were 208 defined-benefit plans, 61 defined-contribution p!a.ns, and 45 municipalities
participating in the State’s Municipal Employee Retirement Fund {MERF) (20 municipalities
offered only MERF). ‘ .

e There were 24 municipélities with a defined-contribution plan only, while 113 had at least
one self-administered defined-benefit Plan.

e For the 178 defined-benefit plans for which data was available, the aggregate total actuarial
accrued liability was $8.2 billion with $6.8 billion in assets, for a funding ratio of 83.3
percent. '

Private Sector Pension Plans

Accbrding to the Employee Benefit Research Institute, a nonprofit research institute in.
W-‘ashington} D.C, in 2008, 79 percent of public sector employees. had a defined-benefit plan. In.
comparison, 33 percent of private-sector employees were enrolled in a defined-benefit pension plan in
the. same period. Eighteen percent of state workers had a defined-contribution plan in 2008, compared
with 55 percent of private sector workers enrolled in a defined-contribution plan.- ‘
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State Other Post Employment Benefit (OPEB) Plans

_ Overview of State Administered OPEB Plans

The State sponsors two defined-benefit OPEB plans: the State Employée OPEB Plan and the
Retired Teacher Health Care Plan (RTHP). The State OPEB plan is administered by the State
Comptroller’s Office, while the RTHP is administered by the Teachers’ Retirement Board. While OPEB
plans.involve life insurance and other non-pension post-employment benefits, almost all of the liability
in this area relates to retiree health insurance plans.

State Emplovee OPEB Plan

~ The State Employee OPEB Plan is a single-employer defined-benefit OPEB plan that covers
retired employees of the State who are receiving benefits from SERS or other state-sponsored’
retirement systems, except TRS and the Municipal Employee Retirement System. As of the 2006 OPEB
valuation, there were 59,347 active-members, 42,395 retired members and 27,266 spouses of retirees,
for a total of 129,008 members. Of the 129,008 members, 11,887 were Non-SERS members. These
numbers have, of course, changed since the fast full valuation in 2006.

A Summary of Plan Provisions is outlined in Schedule 6. OPEB benefits (i.e., Life Insurance,
Dental, and Medical) are available for those who retire with a normal, early or disability retirement
under the applicable retirement system. Participants who are deemed terminated. vested in the
retirement system have been, to date, eligible for OPEB benefits when they begin collecting retirement
benefits. The “Rule of 75” in the 2009 SEBAC agreement, described later in this report, makes changes
in this category. The ability to leave state service after ten years for another job and at later date begin
receiving full retiree health benefits is reportedly not found in many other state plans. '

Schedule 6: Summary of OPEB Plan Provisions {not including life insurance)

s Pre-65 retirees have the choice of the State’s POE and POS medical plans (PPO plan was
“closed for future retirees as part of the 2009 SEBAC agreement).

s For those eligible for Medicare, Medicare is primary plan and the State plan is admlmstered

. as a supplement to Medicare,

e For those who retired before July 1, 1997 or under the 1997 Early Retirement fncentive
_Program {ERIP), the premium share is zero percent, with participants only responsible for
co-pays.

e For those who retired July 1, 1997 to June 30, 1999, the retiree pays O percent except those

~ in the PPO plan who pay up to a maximum of approximately 3 percent.

¢ For those retired July 1, 1999 or later, ‘POE/out of area PPO’, the premium share is O
percent, while Pre-65 ‘POS/PPO’ premium shares are a variable amount up to a maximum of-
about 3 percent for retiree and dependant coverage. Premium shares for Post-65 POS/PPO
coverage is O percent for retiree coverage and a variable amount for dependant coverage up

~ to a maximum of approximately 3 percent. -

e Retirees pay 80% of dental premiums.
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Retired Teachers Health Plan (RTHP)

" The RTHP is a is a single-employer defined-benefit OPEB plan that covers retired teachers and
administrators of public schools in Connecticut who are receiving benefits from the .Teachers’
Retirement System.  The plan provides healthcare insurance benefits to eligible retirees and . their
spouses. The cost of providing plan benefits is designed to be financed on a pay-as-you-go basis as
" follows: active teachers pay for one-third of plan costs though a contribution of 1.25 percent of their
annual salary, retired teachers pay for one-third of plan-costs through monthly premiums, and the State
pays for one-third of plan costs through an annual appropriation in the General Fund. As of June 30, .
2008, the plan had 30,619 retirees and beneficiaries receiving benefits. In fiscal year 2009, the General
Fund contribution was $22.433 million, although no contributions were made in fiscal years 2010 and
likely in 2011 in response to the State’s budget situation. The RTHP was recently able to lower its costs
associated with its prescnpt:on drug plan by purchasing prescription drugs through the state employee :
health plan.

State OPEB Actuarial Accrued Liability and ARC Amounts
Statements 43 and 45 from the Governmental Accounting Standards Board (GASB) required

governments to begin reflecting their OPEB liabilities in their financial statements similar to their A

pension liabilities. As will be discussed, the OPEB plan’s actuary uses a 4.50 percent discount rate
related to the pay-as-you-go approach, even though no assets are accumulating. The State of
Connecticut’s first valuation for its OPEB plan was completed for the period ending April 1, 2006. An
update to the 2006 valuation was provided for the period ending April 30, 2008. Milliman, the actuary
for the State OPEB plan, recently produced an interim report again using the 2008 data. The AAL, ARC
and actual state payments from the valuation and updates are in Schedule'7.

" Schedule 7: OPEB Valuation Summaries

. Actuarial Accrued State Actual Payment

Valuation Date/Discount Rate Liability {AAL)* ARC :
Period Ending April 1, 2006 ‘

e 4.50 % Discount Rate (Pay—as—you—go} 1 $21.7 billion $1..6 hillion $.418 billion

e 8.50 % Discount Rate (Pay Full ARC) $11.4 billion $.96 billion |~ $.418 billion
Period Ending April 1, 2008 {update)

‘e 4.50 % Discount Rate {Pay-as-you-go) '$24.6 billion | $1.66 billion - §.464 billion

e 8.50 % Discount Rate (Pay Full ARC) $13.2 billion $1.01 billion S.464 billion
Period Ending April 1, 2008(interim july 2010)** '

e 4.50 % Discount Rate (Pay-as-you-go) A $26.6 billion " $1.9 billion -$.464 billion

e 8.25 % Discount Rate (Pay Full ARC) $14.0 billion $1.2 billion $.464 billion

*The Unfunded Accrued Liability is equal to the AAL because there are no plan assets.
** Does not reflect the 2009 SEBAC agreement, including the RIP, the Rule of 75 and the 3 percent
contribution for newer employees for up through 10 years of service.
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Connecticut's OPEB funding challenge is finding the additional dollars necessary to fund the
ARC. On the other hand, continuing pay-as-you-go will subject the state to a significant and continuing
escalation in these costs from a combination of health care inflation and a growing number of retirees.
- From fiscal year 1999-00 to 2008-09, these costs increased at an annual rate of 11.2 percent.
- Chart 4

State Payments for Retiree Health Insurance
_(000's) -
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Breakdown of OPEB Actuarial Accrued Liability ‘
Schedules 8a and 8b, which were provided by the actuarial firm, Milliman, provide breakdowns
of 'the actuarial Iiability and the related ARC for the state OPEB plan reflecting their recent interim
“update of the liabilities using the April 1, 2008 data: As fndicated, these projections do not reflect the
2009 SEBAC agreement. The schedules break out the estimated actuarial accrued liabilities (AAL) and
related ARCs for OPEB benefits to be provided to: 4 '
o Active employées in Tiers I, 1, and llA and in non-SERS b]an's;
¢ Terminated vested employees; and
e Current retirees (In-pay status).
The AAL and related ARCs are further broken down for active and terminated vested employees
e Member (i.e. employee) Pre-65 and Member post-65 and
e  Dependant Pre-65 and Dependant Post-65.

The information is provided for a 4.50 percent discount rate {Schedule'8a) and an 8.25 percent
discount rate (pay full ARC, Schedule 8b). As can be seenin the schedules, $14.6 billion of the AAL with
a 4.50 percent discount rate is related to active employees and $11.9 billion related to current retirees
and terminated vested employees, for a total AAL of $26.5 billion. The projected AAL declines to $14.0
billion when a discount rate of 8.25 percent is utilized as an acknowledgement of fully funding the ARC.
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Discount Rate=4.50% Pay-as-you-go

Accrued Tier | Actives Tier i Tier HA Non-SERS Terminated In- Pay
Liability Actives Actives Active Vested Status
Member pre-65 $390,370 | 51,375,732 $554,684 5260,729 $737,155 S0
Member post- 956,216 2,622,284 1,062,259 766,942 1,223,080 0
65
Dependant pre- 280,517 1,058,930 440,585 233,160 587,689 0
65 :
Dependant 792,280 2,199,352 891,622 762,931 946,979 0
‘post-65
Retirees 0 1] 4] [4] 0 8,423,446
Totals 52,418,383 | 57,256,298 $2_,949,150 52,023,762 $3,494,903 | $8,423,446
ARC Tier | Actives Tier I} Tier lIA Non-SERS Terminated In-Pay

’ : Actives . Actives Active Vested Status
Member pre-65 523,073 | $113,600 | $101,634 |  $35099 $27,469 | 50
Member post- 53,474 200,168 187,581 95,486 45,575 0
65 ' :
Dependant pre- 16,921 88,557 82,163 32,805 21,899 0
65 ' : :
Dependant 44,137 169,088 159,619 94,844 35,287 ' 0
post-65 .
Retirees 0 ) 0 0 0 0 313,879
Totals $137,605 | $571,413 | $530,997 | $258,234 $130,230 |  $313,879

Schedule 8b: OPEB Liability and ARC Breakdown 4/1/08 Valuation Preliminary Resuits

Details of Accrued Liability and ARC {$000s)

Discount Rate= 8.25% Pay full ARC

597,473

Accrued Liability Ter | Tier It Tier HA Non-SERS
. Actives " Actives Actives Active
Member pre-65 - | $273,980 5833,293 $286,742 |. $152,805
Member post-65 432,869 | 1,026,984 371,414 322,374
Dependant pre- 206,123 654,218 229,915 141,374
65
Dependant post- 358,994 855,324 308,705 321,718
65 '
Retirees 0 0 0 R [0}
Totals $1,271,966 | $3,369,819 | $1,197,776 | $938,271
ARC Tier | Tier 1l Tier lIA Non-SERS
Actives Actives Actives Active
Member pre-65 . 821,723 584,348 555,832 §22,097
Member post-65 32,401 94,934 69,327 42,629
Dependant pre- 16,524 66,763 45,394 21,073
65 , ‘
Dependant post- 26,825 79,513 58,340 42,503
65 '
Retirees 0 0 o1 . 0
Totals 5325,558 $228,893 | 5128,302
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OPEB Liability by Group (frdm Schedu}l'e 8a)
.4.50% Discount Rate

Tier | Active
9%

Terminated Vested
-13%

Non-SERS Active
8%

Tier I\-A Active
11%

OPEB Active Employee AAL by Group {from Schedule 8b)

4,50% Discount Rate; $14.6 billion AAL Active

Member Pre-65
17%

Dependent Post 65

32%

Depenclent-Pre—GS
13%

-Impact of State and Employee Contributions on Discount Rate and Total Liabilities

The OPEB plan’s actuary uses a 4.50 percent discount rate to the pay-as-you-go approach, even
though' no -assets are accumulating. This rate represents a long-term expected rate of return on short-
“term fixed income securities, which are typically found in the assets of the employer. A number of
Commission members expressed concern as to whether this 4.50 percent discount rate underestimates
the AAL; however, the members deferred to the actuary’s application of standard practices in making
these assumptions. ' '

Mili_iman also produced AAL and ARC projections using a blended discount rate réﬁecting the

4.50 percent discount rate referenced previously and varying levels of accumulating assets beyond the
pay-as-you-go amount. These discount rates are weighted proportionally to the respective reliance
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expected to be placed on plan assets to pay OPEB benefits when due or on annual budgets to pay OPEB
benefits when due. One scenario involved a 6.08% discount rate related to a partial pre-funding
arrangement based upon a State contribution of $100 million and future State contributions of $50
million per year increasing by 5 percent per year after the first year The resulting AAL and ARC amounts
are included in Schedule 9.

Another projection was provided by Milliman related to an alternate pre—funding strategy in
which an initial State contribution of $10 million and employee contributions of $17 million per year
growing by 4 percent each year related to the 3 percent of payroll contribution up through 10 years of
state employment for those with fewer than 5 years of service as of July 1, 2010 included in the 2009
SEBAC agreement. Recent estimates are that these contributions will be $23 million in the current year,
up from the $17 million original estimate. Milliman noted that if these employee contributions were
used to cover current year cost of benefits, as SEBAC 2009 allows up to 2013, there would be no change
in the AAL since there would be no accumulation of assets. On the other hand, if there were to be a
policy to place the contributions in-the trust for a significant time period (20-30 years or more), there .
would be an impact on both the AAL and ARC. ’

Milliman calculated a discount rate of 5.02 percent related to allowing the employee
contributions to remain in the trust, with related decreases in the AAL and ARC of $2.547 billion and
$155 million, respectively, compared to the pay-as—yo_u-gd amounts (see Sthedule 9). From a budgetary
standpoint, the State would be paying for ma‘ny years to come the full pay-as-you-go amount, which
would continue to grow each year. The policy question is at what point plan assets would be used to -
pay for current expenses since the use of higher discount rates assumes that contributions above the
pay-as-you-go amount would remain in the trust fora significant amount of time.

Schedule 9: OPEB AAL and ARC by Discount Rate (as of April 1, 2008)

Discount Rate AAL , ' ARC

4.50% (Pay-as-you-go) $26.567 billion ' $1.942 billion
5.02% : - §24.020 billion $1.787 billion

6.08% ~ $19.814 billion $1.536 billion

8.25% (Pay full ARC) $14.025 billion . $1.203 billion

Health Care Costs and Trends

Milliman also did some prOJectlons related to the lmpact on the AAL and ARC associated wuth
changes in the health care inflation trends. The health care inflation trends utilized by Milliman in
making their projections were 7.65 percent in the first five years, 5.9 percent for the next five years, and
then gradually trending down to 4.70 percent by year 52. Some members guestioned if this trend is too
high based on the State’s experience, however, the Commission understands that there is a great deal of
uncertainty with these assumptions. o ‘
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Milliman’s projections demonstrated‘ that changes in the health care inflation assumption have a
significant impact on the OPEB plan’s liabilities. ~Milliman projected that a 1lpercent ongoing increase
above the amount assumed would increase the total OPEB liability by $3.75 billion, while a 2 percent
increase would increase the total by $8.55 billion (both using a 6.08 percent discount rate). On the
other hand, a 1 percent decrease below the baseline trend would lead to a $2.96 billion projectéd
reduction in liability, with the projected impact of 2 percent reduction below the trend being a decrease
of $5.33 billion in the liability. '

If health care cost trends can be brought down through improvements in the delivery of health
care, such as the use of medical homes, plan changes and other measures, the impact on lowering the
State’s annual costs and liabilities associated with its OPEB plan couid be significant.

The State is now pursuing a medical home pilot with respect to the state employee plan to
determine the impact of this change in service delivery method. The State is also seeking to take part in
a multi-payer medical home demonstration project as part of the federal health care reform. The goal
of these pilot programs is to determine if the savings from strengthening primary care will be equal to
the additional'payment levels for primary care. The savings anticipated under the medical home model
include those associated with fewer emergency room visits, reducing major ilinesses through wolrking
with patients to follow testing and other medical protocols and m other areas. One of the serious
challénges raised with this model is whether it can work without major reforms to the current fee-for-
service payment method. '

 OPEB: Comparisons to Other States, Municipalities and Private Sector

State OPEB Plans and Provisions

A November 2009 report done by the Center for State and Local Government Excellence found
that Connecticut’s unfunded OPEB liability per capita was the third highest in the nation, behind only.
New Jersey and Hawail. Connectictt is fourth highest in terms of its total liability per capita. Most
states, including Connecticut, have zero or a very low leve! of assets in dedicated OPEB funds, with only
7 or 8 states reporting any meaningful level of funding.

The Center for State and Local Government Excellence report states that the “substantial
variation in the unfunded liabilities is a function of the size of the workforce, the generosity of the
retiree health plan, the portion of the total cost of the health care program paid by the state, and the
type of émployees in included in the plan.” The inclusion or treatment of spouses and dependants is
also a factor, as well as the provisions related to retirees who are eligible for Medicare. The extent to
which states have certain services provided by county governments could impact these per‘ capita
comparisons as well. Unlike a number of other states, Connecticut does not have county governments.

As an example of these differences, in a 2007 report, {he‘Federal Reserve Bank of Boston
indicated that among the New England states, benefit payments per eligible retiree in 2006, recorded on
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a pay-as-you-go basis, ranged from approximately $3,300 for Maine to $11,000 for Connecticut,

according to the states’ Comprehensive Annual Financial Reports.  There are also a number of states

across the country whose liabilities are limited to or inciude only the “implicit subsidy” involved with

allowing retirees (who generally have higher medical costs than younger active workers) to participate ?
in the state’s plan with the retiree paying the full premium. Premium sharing by Connecticut retirees is
~ currently minimal, ranging from zero to 3 percent.

Commonly state employees go directly into retirement in order to receive state employee
retiree health insurance, rather than leaving State employment with the idea of collecting benefits years
later. ' ' ‘

A number of states prorate the amount of premium share paid by retirees based on the number

of years of service. The feport of the Massachusetts special commission on its retirement systems issued
in 2009 listed thirteen states whose retiree health plans include a percent reduction for each year of
service below a certain number {e.g., 20 years) in the amount of premium to be paid by the state, while ‘
9 states have a dollar amount reduction for each year of service below a certain number. These
reductions make retiree health plans analogous to pension plans in that the amount of the benefit
received is correlated to the number of years of service provided. Other. states have rules similar to
Connecticut’s Rule of 75 related to retiree health care eligibility.

Municipalities and the Private Sector

Fiscal year 2008 was tiﬁe first year for many municipalities to include OPEB status information,
based on an actuarial valuation, in their financial reports. Aggregating the data for the 25 Connecticut
municipalities_having valuations, the total actuarial accrued liability was $5.0 billion, with assets of :
$A3,200,000, for a funding ratio of less than 0.1 percent. . : ‘

- While not réporting funding ratios related to-the private sector regarding OPEB-type benefits, *~
the Kaiser Family Foundation’s Employer Health Benefits Survey for 2009 did contain information about
the percentage of firms that offer active health benefits that also offer retiree health benefits. Of all
large firms of 200 or more workers that offered active employee health insurance, 29 percent of these
. employers offer retiree health benefits. State/local government was the highest at 81 percent. Of the
large firms that do provide retiree health insurance, 92 percent provide retiree health benefits to early
retirees, with 68 percent offering retiree health for Medicare-Agfa Retirees. The percentages for
State/local government surveyed in this regard were 100 and 73, respectively.
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Impact of Pension and OPEB Liabilities on State’s Budgetary and Financial Outlook
and Credit Ratings :

~ State Pension and OPEB Costs as an Increasing Portion of State Expenditures

In order to provide a baseline for the potential budgetary and funding implications of continuing
current approaches and practices, Schedule 10 provides actual and projected expenditures for a 40 year
period related to the State budget and contributions to SERS, TRS and OPEB. Schedule 10 also provides
available actual and projected funding ratios, where available. The projections for future years in the
schedule involved making certain assumptions, which are outlined in the notes to the schedule. These
assumptions include: _ '

s State expenditures will grow at 4.75 percent per year, the average from 1992 through the 2014
projection amount; o . A

" e SERS contributions will reflect the Cavanaugh Macdonald projections using the current funding
" method; . ‘

e TRS contributions and POB debt service based on a 2007 contribution schedule done for the
State by the Public Resources Advisory Group (PRAG) and the debt service schedule from the
Treasurer’s Office; and '

o OPEB state costs to increase by 10 percent per year. This last assumption is based on the
average increase for 2000 to 2009 of 11.2 percent per year.

As indicated in Schedule 10, the costs for SERS, TRS and OPEB grew from 5.57 percent of
budgetedﬁexpénditures in 1992 10 11.24 percent of expenditures in the current year, fiscal year 2010-11. -
These costs grew by ‘an average of 8.8 percent per year during from 1992 to 2011. Using the
assumptions described above, annual costs for SERS, TRS, and OPEB are projected to reach 18.97
~ percent of the budget in fiscal year 2032. The growth for fiscal year 2012 alone is almost $270 million

" higher than that expended in these areas in the current fiscal year. The challenge for the State will be to
balance the need to increase the funding ratio of its pension and OPEB plans with the need to manage
its overall budgetary needs. These increasing costs could crowd out additional investments in education,
infrastructure, health care, and other critiéaf areas.
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- Chart5
Pension and OPEB Actual and Projected Costs as a Percentage of State Expenditures

{(from Schedule 10)
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Impact on Financial Outlook and Credit Ratings

Demographic factors must be considered when analyzing and seeking solutions to the State’s
pension and OPEB liabilities. Nationwide and in Connecticut, the ratio of active workers to retirees will
continue to decline as the baby boom generation ages, leaving fewer workers to pay for amortization of
past liabilities. '

Connecticut’s state spending growth has.outpaced its population growth, increases in gross
state product, and income growth over the past several decades. Although job growth in the State has
lagged that of the nation, Connecticut residents’ income growth has outperformed national growth over
the long-term. In fact, Connecticut continues to have the highest per capita income in the nation.
Commission members have noted, however, that there is a growing income di'sparity, in which those at
the higher end of the income scale have seen their incomes rise rapidly through the years in contrast to
those in the lower and middle:income levels. ’

Connecticut was 5™ highest in terms of state taxes per capita in 2009, while it was 19" highest in
terms of state taxes as a percentage of income. For total state and local taxes, Connecticut was 5
highest on a per capita basis and 11" highest in terms of per capita taxes as a percentage of income.

The bond rating agencies give a third-party view of Connecticut’s financial to potential creditors. .
These bond ratings have an impact on how much the State will pay in interest on the bonds it issues to
pay for capital projects. The rating criteria used by the agencies include the following factors: the
. State’s economy; debt structure; financial condition; demographic factors; and management practices of
the governlng body and administration. The three major rating agencies have Connecticut rated in the
middle tier of the high quahty category (Moody’s: Aa2; F;tch AA; and Standard and Poor’s: AA). The best
quality category is marked by those with AAA ratings. Fitch had temporarlly raised-Connecticut’s bond
rating to AA+ but reduced it in 2010 to AA based on the state’s budgetary problems.

In a recent article about pension funding, Standard and Poor’s noted that the decline in public
pension fund assets, which has occurred across the country, is contributing to the type of budget
distress that States are experiencing. A.separate report also asserted Standard and Poor’s position that
pension liabilities and the costs associated with them on an annual basis are an important credit factor.
Rating agencies are interested in the steps states are taking and the overall plans they have in place to
address these liabilities, which they understand must be funded over time.

In addition to appropriate planning, ratios and other measures are used by the rating agencies
to detérmine the level of flexibility states have to address their fiscal challenges. In this regard, Standard
and Poor’s July 8, 2010 report indicated that Connecticut has the second highest combined debt and '
pension unfunded liability per capita as a percent of i mcome in the country. High liability levels reduce
the State’s flexibility to address other critical services and investments to maintain Connecticut’s
competitive adva ntage.
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" Actions Taken in Other States Regarding Pension and OPEB Liabilities

The Pew Report noted that fifteen states passed legi’s!atioh in 2009 to reform some aspect of
their state run retirement systems, compared with twelve states in 2008 and eleven.in 2007. Legal
restrictions regarding reducing benefits for current employees shifted many of the changes to benefits
for new employees.

Ten states increased the contributions made by current and new employees to their benefit
syétems, while ten states lowered benefits for new employees or set higher retirement ages or longer
service requirements. A 2009 report from the Center for State and Local Government Excellence
indicates that a number of states have amended their retiree health plans to address the related costs
and liabilities. Changes have included higher premium shares, higher deductibles, hi'gher co—payrhents
and more years of service to qualify for retiree health coverage. Pew places the changes into five
general categories: ' : A

¢ Keeping up with funding requirements;

e Reducing benefits or increasing retirement age;
o  Sharing the risk with employees;

* Increasing employee contributions; and

* Improving governance and investment oversight.

The range -of actions taken by other states to address pension and OPEB liability issues was
. gathered by the National Conference of State Legislators, which actions are summarized in Appendix 3.
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' Potential Strategies to Address Pension and OPEB Liabilities and Costs

Pension Plans

Overall Strategy

The size of State’s unfunded pension liabilities are a result of many factors. The early approach
to the SERS Plan was pay-as-you-go, there was no preflinding of future benefit payments. Even after a
decision was made to prevent the growth of the unfunded liability and to amortize the past liabilities
over time through payment of the ARG, little progress has been made in improving the Plan’s funding
ratio for the reasons described in this report. This has recently been exacerbated by losses in asset
values, which affected plans throughout the country. Using the current funding strategy, the funded
ratio is projected to drop from its June 30, 2008 level of 52 percent down to 46 percent as of June 30,
2010 based on preliminary brojections done by Cavanaugh Macdonald.

Cavanaugh Macdonald also projected that the ARC for fiscal -year 2012 will be $185 million -
- higher than the contribution being made in the current year, and will grow each year thereafter until the
unfunded accrued liability is fully amortized. Even with these growing ARC amounts, the funding ratio is
projected to decrease further over the next few years and not rise above 46 percent until 2016, based
on the current calculation methods.

Given the State’s serious budgetary challenges over the next several years, and the pressure
that the growing costs of the State’s retirement systems place on other budgetary needs, a number of
approaches need to be considered to reduce the unfunded- pension liabilities of the State.
Consideration should be given to new funding strategies, financing alternatives, plan design and benefit
modifications. It is critical in the Commission’s view, to reinvest any benefit related State ARC savings
into reducing the plan’s unfunded liabilities.

Finally, the Commission discussed the potential benefits and drawbacks of creating a defined-
“contribution plan in lieu of a defined-benefit plan for new employees, or a hybrid plan that would
include both a defined- beneﬁt and defined-contribution component for these employees.

It is important to note that therje are Commission members who did not agree with some of the
strategies presented below in regard to the State'pension and OPEB plans. Also, the Commission did not
seek to prioritize these strategies. The main goal of this report has been to provide information and
potential approaches to addressing these liabilities to policy-makers and stakeholders.

Page 41



October 28, 2010 A ' : Connecticut Post-Employment Benefits Commission
Final Report

Funding Strategies

Paying the Annual Required Contribution (ARC)

Paying the ARC calculated under accepted actuarial standards and a carefully structured funding
‘policy, each and every year, would put the state on a surer path towards reducing and eventually
eliminating its unfunded pension liabilities and limiting further growth in these liabilities. When the ARC
is not fully contributed, the State falls behind in improving its funding, which in turn increases future
ARC costs. The State also loses the investment income assumed to be achieved on the timely payment
of the calculated ARC.

1) The State should, each year, make the full ARC payment determined by its plan actuanes in
accordance with accepted actuarial principles and the State’s fundmg plan.

Calculatlng the ARC

in addition to paying the ARC each year, it is critical for the State to review how the ARC is
calculated. Some of the issues, which have been described in this report, include: '

s Approaches to Colculating the ARC: Level Percent-of-Payroll vs. Level Dollar. The State, like
many .other public plans, uses the level percent-of-payroll . approach to calculate the
amortization component of the ARC for its three major plans. This approach back-loads the
amortization of the unfunded liabilities, resultihg in steady increases each year in the ARC and
slower progress in improving a plan’s funding ratio. In contrast, the level dollar amortization

- approach, as demonstrated by the Cavanaugh Macdonald projections {see Schedule 11 below),
increases the funding ratio more rapidly and achieves budget stability through smaller annual

" increases in the ARC. The ARC is S|gmﬁcantly higher in the earlier years with the level dollar
approach.

Another- issue of great concern' involves the reductions made to the ARC based the
interpretation that has been given to certain proviéions of SEBAC IV and SEBAC V. For the past
ten years, the reductions to the ARC related to these agreements total neérly $820 million, and
likely total $1.0 billion or more for all of the yvears' of the agreement period. The impact of these
reductions is a -further back-loading of the payment schedule and an accompénying lack of
progress in improving the funding ratio of the Plan. Exacerbating this concern is that the SEBAC
20089 agreement allowed for additional reductions in pension contributions of $314 million over
the pernod of fiscal years 2009 to 2011.

While difficult to achieve from a budget standpoint, the Cavanaugh Macdonald projections
found in Schedule 11 demonstrate that payments beyond the current ARC levels would have a
significant impact of improving the State’s funding position and lowering its annua! budget costs
in the long-term. : :
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Schedule 11: Comparison of ARCs, Funding Ratios, Level Percent of Payroil vs. Level Dollar Methods
(000’s) (taken from Appendix 4 of this report)

Level Percent of Level Percent of Level Dollar ) Difference in
Fiscal Payroll ARC Payroll Funding Level Dollar ARC Payroll Funding Difference in Funding Ratio
Year Appendix B Ratio Appendix B Appendix B Ratio Append. B ARC: Level $ o Level § minus
Ending Attachment 2 Attachment1 - Attachment 2 Attachment 1 minus Level % Level %
6/30/12 1,029,991 45.8% 1,393,288 45.8% 363,297 N/A
6/30/15 1,272,116 42.8% 1,558,482 47.7% 286,366 4.9%
6/30/18 1,438,420 . 46.2% 1,570,442 55.3% - 132,022 9.1%
6/30/21 1,645,126 49.9% 1,593,733 62.1% (51,393) "12.2%
6/30/24 1,895,189 55.0% 1,618,180 68.8% . (277,009} 13.8%
6/30/27 2,217,889 62.1% 1,657,110 76.0% (560,779) 13.9%
6/30/30 2,670,732 72.9% 1,720,765 84.4% (949,967) 11.5%
6/30/33 3,839,878 89.8% 2,013,616 94.9% (1,826,263) - 5.1%
6/30/36 326,738 100.0% 326,738 100.0% 0 0%

Note: The actuaries’ application of SEBAC IV and V reductions are reflected in all of the above
projections.

Actuarial Assumptions, including Investment Return/Discount Rate Assumption. If the actual
investment returns are lower than those assumed in the actuarial valuation, the resuit will be a

growth in the unfunded liabilities and the ARC going forward. In comparing Connecticut to

" other states, our assumed rate of return of 8.25 percent is higher than the 8.0 percent or below

that is assumed by thirty-nine other states. The real rate of return (total return less inflation)
assumed by Connecticut is near the median of statewide assumptions.

A lower investment return rate would reduce the impact of a loss in plan asset values, but would

increase the amount of the ARC. The actuarial rate of investment returns for SERS for the past
decade have generally been below the actuarial assumed rate, and will remain below this level
for a number of years as 2008 investment losses are incorporated into the calculations of the
actuarial rate of return. While the investment return assumption is lmportant, this assumption
must be viewed in the context of all of the assumptions used in calculating actuarial liabilities.

2) The State should eliminate the reductions in ARC pdyments as has been interpreted in SEBAC IV
and V. '

. 3) The State should consider decreasing its assumed rates of return and inflation to reflect more
realistic and conservative expectations about the economy and capital markets.

"4} The State and SEBAC should adopt a more rigorous funding strategy targeted at achieving
specified minimum funding ratios over time. This enhanced funding could be financed through
additional state and employee contributions and plan modifications.
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An example of such targeted funding ratios follows:

Targeted Funding Ratio Projected Ratio: Current Method

e Fiscal Year Ending 6/30/15: . 47.5 percent 428 percent
o Fiscal Year Ending 6/30/18: 55.0 percent o 462 percent
* Fiscal Year Ending 6/30/21: - 62.5 percent - 49.9 percent
e Fiscal Year Ending 6/30/24: 70.0 percent 55.0 percent
e Fiscal Year Ending 6/30/27: 75.0 percent . 62.1 percent

5} The State should consider adoptmg a funding policy which addresses both Ter I legacy liabilities
and ongomg accruals for Tiers Il and HA. One possible strategy is to install a contribution
minimum. The minimum amount contributed to the SERS fund in a given year by the State shall
not be less than the sum of expected benefit payments to Tier | rettrees and the employe ‘normal.
cost for Tiers Il and lIA.

6} The State should require that each pension and OPEB valuation contain a projection for each year
' of the remaining amortization schedule, thereby highlighting the long- term impact of its funding
practices.

Employee Contributions to the Fund

As described earlier in this report, hazardous duty employees in Tiers il and lIA contribute 4
percent and 5 percent, respectively, towards the SERS.Plan, while other Tier || employees contribute
nothing and Tier 'lIA employees. contribute 2 percent. Other New England states have employee
contribution rates of between 5.1 percent and 8.75 percent for non-hazardous duty employees.
Increasing employee contributions is among the strategies employed in a number of states to address
- these liabilities.

Based on an active employee payroll of almost $3.2 billion preliminarily projected by Cavanaugh
Macdonald for the period ending June 30, 2010, each 1 percent increase in average employee
contributions would add $32.0 million in contributions. These contributions likely could be made on a
pre-tax basis, thereby mitigating the impact on employees.

Whiie the State is currently experiencing serious and continuing budgetary challenges, there
have been provisions proposed and/or enacted in the past to dedicate a portion of operating budget
surpluses to addressing pension, OPEB or other long- term liabilities. The longer-term positive impact
on pension, OPEB and other liabilities of consistent and significant funding above the current ARC has
‘been demonstrated by actuarial work done for the Commission. Another approach, reportedly
considered in Massachusetts, is to dedicate a port;on of cyclical revenues (e.g., capital gains tax) toa
pension and/or OPEB trust when these revenue sources go above a certain ievets
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7) The State and SEBAC should consider increasing employee contribution rates to levels found in
" other states, taking into account differing benefit levels and plan funding ratios. A sfudy may be
needed to determine appropriate levels of cost sharing between employer and employee. Such
additional contributions should go towards moving the State fully or closer each year to achieviﬁg

the recommended minimum funding ratio targets.

8) In addition to the State meeting its obligation to pay the ARC each year, a mechanism for '
dedicating a specified proportion of future operating bt_ldget surpluses or large increases in cyclical
revenue sources towards the pension and OPEB liabilities should be enacted.

Pension Obligation Bonds

Pension Obligation Bonds {POBs) are generally defined ‘as a type of general obligation bond
issued to reduce the unfunded liabilities of a defined-benefit pension plan. POBs can help a government
to lower its costs of carrying an unfunded liability, particularly when: (1) the cost of issuing POBs is lower
than the cost of carrying the unfunded pension liabilities at the plan’s assumed rate of return; and (2)

" the rate of return on the amount borrowed and ultimately invested is greater than the interest on the
bonds (which, according to federal tax law, are taxable). An important element of this approach is that

-the government issuing the POBs should continue to pay the actuarially recommended contribution
(ARC) associated with whatever unfunded liability remains after the bond issuance. Some issuers have
used POBs to fund their current contribution, and this can add to budget instability. _ ‘

POBs have been issued by a number of governmental entities across the nation, including
'several municipalities here in Connecticut. In 2008, the State of Connecticut issued POBs in order to
reduce the unfunded liability of the Teachers’ Retirement System (TRS) and to.ensure future funding
“through a bond covenant. :

Current market conditions suggest that POBs for SERS could be issued at a taxable rate of
“approximately 5.75%. Consequently, an issuance of POBs would be feasible only if a number of
conditions were satisfied, chief among them: the average rate of return over the life of the bonds must
exceed the cost of borrowing by an acceptable margin. As a frame of historical reference, the SERS'
annualized net return for the period ended June 30, 2010 was 12.93% for the 2010 fiscal year; 2.89% for
ten years; 6.71% for fifteen years; 7.08%1for twenty years and 8.02% for twenty-five years. These
figures reflect the extraordinary global economic crisis in 2008 and 2008, which resulted in a -18.3%
return for fiscal yea r 2009. ‘

The economic condftions and experiences that justified Connecticut’s issuance of POBs in the
Spring of 2008, may not now exist for SERS. Pros'pect’s‘for long-term’ investment returns have
moderated following the financial meltdown of the fall of 2008, and.lead'ing indicators suggest very slow
economic growth following the ensuing recession. Consequently, a number of factors suggest that the
issuance of POBs to reduce the unfunded liability of SERS may be unwarranted at this time. Among
them: '
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s Impact on State Debt Levels: The issuancé of POBs for SERS would increase the State’s debt

' levels. Given that Connecticut already has relatively high ‘debt levels, the Governor and

legislature must consider any POB in the context of other competing priorities for bonding
during a period of budget stress.

s Financial Flexibility: The issuance of POBs converts the State’s commitment to fund annual
pension contributions for a portion of the unfunded liability to a fixed debt liability. When the
State issued POBs for the TRS, one of the primary objectives was to bind the State to fully
funding the ARC going forward, allowing the fund to gain the benefit of compounding of
investment earnings over time and to end the practice of chronic underfunding. Howevér, in
the case of SERS, under its labor agreements in effect through 2017, the State has already
committed to fully fund the ARC annually -- although the State has recently negotiated
reductions in such payments

~® Rating Agency Vlews The State needs to consider how a POB for SERS could be viewed by .
rating agencies given the State’s existing debt levels, Since the rating agencies already include
unfunded pension liabilities in the State’s total long-term obligations, these liabilities are already
accounted for, but POBs will be considered a hard liability. If the State issues bonds to fund
current pension contributions, it would be considered a deficit financing by the credit rating
agencies. The State did not use the POBs issued in 2008 to fund current contributions for TRS.

¢ Prospect for Long-Term Investments Returns: The potential benefit of a POB is the spread
between the POB debt cost and the long-term return on assets. The State needs to consider the
risk of earning certain levels of future investment returns in the near and long-term and
incorporate that.into any decision to issue POBs. If the State does not earn at least the debt
cost over the long-term through the investment of proceeds from the issuance of POBs, then
the transaction will result in dissavings.

9) Pension Obligation Bonds, if properly structured and timed, could help a government to lower its
costs of carrying an unfunded pension liability, but there are a number of issues and risks that
must be carefully considered before issuing bonds for this purpose. A number of factors, however,
suggest that the issuance of POB’s may be unwarranted at this time.
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Plan Design and Benefit Modification Strategxes

Tiers 1l and A, the SERS plan benefits offered to employees hlred after 1984 are, in a number of
respects, reasonable in terms of a defined-benefit plan when compared to other states in New England.
“In rewewmg the options outlined below, the Commission considered areas where modn‘“cathons may be "

. appropriate in light of similar provisions in other governmental plans. The need to consider
modifications, however, is based on the need to make these plans sustainable for the State, its
employees and taxpayers. As noted previously, the State’s funding progress is among about the worst in

‘the country. '

The Commission considered the degree to which employees have made future plans based on
the plan provisions as they now exist. This becomes a greater issue, the closer an employee is to
retirement. The impact of the disruptions and serious declines in the financial markets, however, will
likely cause many individuals to delay their retirement age throughout our state and country. The .
economic downturn has also challenged the ablhty of governments to pay for commitments made to
both its employees and its citizens. ‘

Conductm;;ActuarlaI Valuations of Proposed Plan ChangesL Early Rettrement Programs and Other
Ma|or Actions

. A major goal for the Governor in creating the Commission was to increase the level of transparency
and understandmg of pension and OPEB liabilities and costs. During a budgetary crisis or legislative
session, the ability to undertake a full_vetting of the impact of changes affecting pension or OPEB
liabilities, can be limited. This type of information, however, is necessary for elected officials and the
public, in terms of assessing the short and long-term impacts of actions contemplated in these areas.

10) A mechanism should be established to require and obtain independent actuarial information
regarding the impact of plan changes and other major actions affecting pension and OPEB plan
liabilities for each of the years remaining in the plan’s current amortization schedule prior to the
enactment.of any such changes or actions. Any change that increases a plan’s unfunded liability
should be accompanied by a funding strategy to fully address such increased liability.

11) The State should seek to avoid future retirement incentive programs, unless: 1) a multi-year
actuarial analysis is first undertaken and 2} a method of funding any actuarial losses is identified
and implemented.

Increasing Retlrement Age or Prowd_,g lncentwes to Retire Llater; Other Pension Benefit
Modifications

The Federal Reserve Bank of Boston recently reported that traditional pension plans for most
state employees in New Englanddiscourage continued work at older ages. This places stress on plans as
people live longer and involves the macfoeconomic‘questibn of how a proportionately smaller working-
age population can support the unfunded liabilities of a proportionately larger retirement population.
While Connecticut’s percentage of final average salaries paid under Tier Il and Tier IIA are lower than
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other states, these other states generally have a steeper reduction, greater than Con’hecticut’s 3 percent
per year, for early retirements. Connecticut’s 3 percent reduction does not reflect the full actuarial
impact of those retiring earlier. A related incentive to retire early is that Connecticut offers early
retirees health insurance at a lower cost than if they kept working. '

The potential impact on total liabilities and ARC costs from delaying the age for early and normal
retirements and increasing the reductions associated with early retirements was projected by
Cavanahgh Macdonald. In addition to pension plan impacts, delaying the age of retirement would have
an impact on the State’s OPEB liability because the Staté only pays for a shpp]emental plan once a
retiree reaches Medicare eligibility. Actuarial estimates were requested for all of Tier Il and all of Tier LA
actives under four scenarios:

Scenario 1-Tier ll, Non-Hazardous:
’ e Proposed Early Retirement Eligibility: Age 62 with 10 years of service (Current: Age 55,
10 years);
+ Proposed Normal Retirement: Age 65and 10yearsor70and5 (Current 62 and 10, 60
and 25 or 70 and 5); and
o Early Retirement Reduction change from 3% to 6%.
Scenario 2-Tier lIA, Non-Hazardous:
- e Proposed Early Retirement Ellglblllty Age 62 with 20 years of service (Current Age 55,
10 years);
& Proposed Normal Retirement: Age 65 and 10 years or 70 and 5 {Current: 62 and 10, 60
and 25 or 70 and 5); and
e Early Retirement Reduction change from 3% to 6%.
Scenario 3-Tier I, Hazardous:
= Eligibility of Retirement: 25 years of service (Current: 20 years of service)
- Scenario 4-Tier liA, Hazardous: .
° Eilglbmty of Retirement: 25 years of service and age 55 (Current: 20 years of service)

The full schedules for these changes done by Cavanaugh Macdonald, and the baseline related to current
plan are in Appendix 4. Schedule 12 below compares the ARC with each of these scenarios to the
baseline related to the current plan, as well as a total for the four scenarios.

: ‘ Schedule 12-Comparison of ARCs for Scenarios 1 to 4 with Baseline
Based on Level Percent of Payroll (000's)

Fiscal. Scen. 1 Scen. 2 Scen. 3 Scen, 4 Scen 1-4

Year Scenario 1 ARC | Scenario2 ARC Scenario 3 ARC Scen.4 ARC |  Total
Ending Baseline ARC ARC " Savings ARC Savings ARC Savings ARC Savings Savings

6/30/12 1,029,991 | 974615 | (55376) | - 1,008,257 | (21,734) | 993,993 | (35,998) | 1,008,094 | (21,897) | (135,005

6/30/15 1,272,116 | 1,199,751 | (72,365) 1,238,826 | (33,290) | 1,229,189 | (42,927

)
] 1,233,628 | (38,488) | (187,070)
6/30/18 1,438,420 | 1,367,317 (71,103) 1,403,752 | {34,668) | 1,403,933 | (34,487) |- 1,387,500 | (50,920) | .(191,178)

6/30/21 1,645,126 | 1,574,830 | (70,296) | 1,610,540 | (34,586) | 1,611,453 | (33,673} | 1,584,579 | (60,547) | (199,102)

'6/30/27 2,217,889 | 2,143,540 | (74,349) 2,172,387 | (45,502) | 2,163,483 | (54,406) | 2,164,932 | {52,957) (227,214)

6/30/30 2,670,732 | 2,575,063 (95,669) 2,618,229 | (52,503} | 2,605,127 | (65,605 2,625,400 | {45,332) | (259,109)

6/30/33 3,839,879 | 3,709,911 | (129,968) | 3,783,185 | (56,694) | 3,762,792 | (77,087) | 3,782,279 | (57,600) | (321,349}

)
)
)
)
6/30/24 1,895,189 | 1,826,693 | (68,496) | 1,856,527 | (38,662) | 1,851,637 | {43,552) | 1,838,965 | (56,224) | (206,934)
)
)
)
)

6/30/36 326,738 329,305 2,567 298,188 | (28,550) 324,923 (1,815 288,752 | {37,986) {65,784)
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While the changes described above would likely have some overall positive impact on the plan’s
"funding ratio, “reinvesting” the ARC savmgs into the plan would help Connecticut reach the minimum
funding ratio targets.

12) The State and SEBAC should consider raising the retirement age for those in Tiers Il and {IA and
increase the reductions related to early retirements in order to achieve ARC savings, which should '
be applied towards achieving the recommended minimum funding ratio targets. . ,

in order to test the ihpact of certain proposals on the ARC, Cavanaugh Macdonald provided
actuarial projections, using the 2008 vaiuation data (which does not reflect the 2009 Retirement
Incentive Program and other changes since 2008), with respect the potential changes described below.
Actuarial estimates were only requested for Tiers Il and llA since, at this point, it was considered to be ;
too late to consider changes in Tier |.

Schedule 13: Impact of Various Benefit Changes

, $ Savings in ARC-1> Year
Potential Change for Currently Active % Change in {Savings would grow as
Employees Normal Cost % Change in ARC ARC grows)
Tier |I-Final Average Salary based on last 5 : (0.17%) (0.48%) $17.4 million
years (not current three) '
Tier IIA-Final Average Salary based on last | (0.09%) (0.13%) - 54.7 million
Syears (not current three) . . )
Tier 1I-COLA capped at 2.0% - (0.35%) - (0.84%) $30.4 million
Tier HA-COLA capped at 1.5% (0.29%) . © (0.44%) $15.9 million
Tier i-Maximum Pension-$150,000 ) (0.01%) - .$.5 million
Tier HA-Maximum Pension-$125,000 Liability decrease . . S0

too small for
impact on ARC

Based on the time and costs related to obtaining actuarial estimates, projections were not
obtained for all potential changes, including those related to spiking, rates charged for additional years
of service for military, Iocél government or other service, and others being implemented in other states
(see Appendlx 3). .

13} The State and SEBAC should consider plan modifications in order to achieve ARC savings, which
should be applied towards achieving the recommended minimum fundmg ratio targets.
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Defined Contribution and Hybrid Plans for New Employees

Another issue considered by the Commission is how to prevent the problems that have been
described above with defined-benefit plans from being perpetua'ted going forward. While less
significant at this point in time than Tier I, the unfunded liabilities related to Tiers Il and 1A have been
growing and will continue to grow unless properly funded. ‘ ’

The Commission had significant discussions regarding the pros and cons-of defined-contribution
plans. The main advantage for the State of a defined-contribution plan is that its liability would be
limited to a known and fixed percentage of payroll. Under a defined-contribution plan,- the risks
associated with not realizing the assumed investment returns and not adequately saving for future costs
moves from the State to the employee, significantly impacting an employeé’s ability to retire during
difficult economic times. An advantage of defined-contribution plans is that they are portable for those
who change jobs or leave State service with relatively few years of service.

Defined-benefits plans typically have the advantage of professional investment management
and have been shown to provide benefits at a significantly lower administrative cost. Defined-benefit
plans also provide lifetime incomes without the financial risk, for individual employees, of large market
losses or of iarge individual withdrawals that can be associated with defined-contribution plans. Under
a defined-benefit plan these risks are pooled and become the responsibility of the State and its
taxpayers. ‘ '

Defined-contribution plans ére the most prevalent plans for those employed in the private
sector, primarily due to the profit-making nature of business, mobility of their workforces, and questions .
about the ongoing existence of some businesses. Eliminating the risk of large cost fluctuations and
unfunded liabilities is an important concern for such businesses. ' 4

Defined-benefit plans remain the most prevalent plans for state and local governments,
although there has been movement among some Connecticut municipalities towards providing defined-:
contribution plans. Some states, such as Michigan, have moved to a defined-contribution plan for new
employees, while Georgia has created a hybrid or combination defined-contribution/defined-benefit
plan for new employees. States such as Maine and Massachusetts have looked at this approach and
have decided to remain with a defined-benefit plan, with some changes. '

" Hybrid p!ahs often include a defined-benefit plan with a lower annual benefit amount
supplemented by a defined-contribution plan. Hybrid plans have been viewed by some states and
. entities as a means.of addressing, in part, the advantages and disadvantages to defined-benefit and
defined-contribution plans that have been described above, ‘

Connecticut’s Alternate Retirement Plan has an 8 percent of salary state contribution, with an
employee contribution of 5 percent. The employer contribution percentage in a defined-contribution
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plan represents the employer’s cost for the benefits and is considered comparable to the normal costs
as a percentage of payroll for a defined-benefit plan. The normal cost as a percent of payroll for SERS’
Tier IIA (from the June 30, 2008 valuation and the.related actuarial assumptions) non-hazardous duty
employees was 4.70 percent. The Tier IlA-non- hazardous duty percentage is projected to grow to 7
percent or so over time. The normal cost projections for Tier lI-A indicate that the current level of
benefits being accrued by new members of SERS are not as significant a problem as addressing financing
the Tier | liabilities. The normal cost of a plan, however, does not reflect the need to amortize unfunded
liabilities that have arisen from past funding shortfalls and continue to grow-in many defined-benefit .
plans, including SERS.

A concern was raised that problems that could arise with the investment of plan assets by

' having a separate plan for new employees and a “closed” plan for current employees and retirees. Such

a closed plan would need, over time, to shift more of its investments away from equities towards more

fixed income to support a population of mostly retirees. The result would be that the State may have to
increase contributions to the fund to make up for Jower expected investment returns. '

The Commission was in agreement that a move towards a different plan for new employees :
would have little or no impact on the State’s current liabilities, because past benefits would not be
affected. Some of the members of thé Commission, however, feel that Connecticut’s history regarding
its non ARC-compliant contributions to the plan, offering retirement incentives and other actions
requires that a defined-contribution or hybrid plan be considered, while other members feel that the
Commission should not make recomfnendation's based.on an expectation of irresponsible State funding
decisions. :

Those on the Commission who opposed a defined-contribution plan for new employees believe
that such a plan'would be more costly to the state and would not address the current unfunded liability
problem, while providing lower and less secure retirement benefits to its employees. Those on the
Commission who believed that a defined-contribution plan should be considered expressed significant
concern that the problems and issues associated with the defined-benefit plan could be perpetuated
going forward at a growing cost to the State, especially if the recommendations in this report are
ignored. ' :
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State OPEB Plan

Qverall Strategy ) ‘

A significant challenge for the State going forward will be managing the cost of its retiree he.alth
care benefits. According to the most recent actuarial projection, for the period ending April 1, 2008, the
total unfunded OPEB liability was $26.56 billion using a 4.50 percent discount rate, with an associated
ARC of $1.94 billion.  This ARC is more than three times the $595 million that the State is paying on a
pay-as-you-go amount in the current year. As indicated previously, Connecticut’s 2008 actuarial accrued
liability (AAL) related to its OPEB plan per capita is the fourth highest in the nation. ‘

The challenge for the State is that until it can begin to significantly address this unfunded
liability, it is destined to pay a higher amount each, year for retiree health insurance for decades to
come. From 2000 to 2009, the growth in the State’s actual costs was 11.2 percent per year. The overall
strategy is to close the gap between the ARC and the amount contributed by the State and its.
employees. Connecticut’s goal should be to fully fund the ARC each year. In order to achieve this goal,
Connecticut must find ways to reduce and move its AAL and ARC per caplta for OPEB closer’ to the
average levels found. in other states

The range in the AAL and ARC per capita for New England states are listed below in Schedule 14.
There three main reasons for the differences below are: 1) benefit levels and cost of plans; 2) retiree .
population covered; and 3) funding pollcy

Schedule 14: 2008 State OPEB AAL and ARC Per Capita: New Engiand States
{Pew Report, February 2010)

2008 OPEB AAL Per Capita 2008 OPEB ARC Per
State {(as % of Per Capita Income) Ca'pita 2008 Funding Ratio
Connecticut* $7,428 (11.8%) - .$491 : 0%
Maine 3,334 (8.7%) 124 1.2%
. Massachusetts 4 . 2,339 (4.1%) _ 128 : 1.8%
New Hampshire 2,443 {5.1%) 203 5.4%
Rhode Island 748 (1.7%) : 44 0%
Vermont ‘ 2,606 {6.1%) 173 0.2%

*The figures in the 2008 Pew Report figures for Connecticut reﬂected a 4.50 percent pay-as-you-go
discount rate.

As with the Pension plan, the major strategies will fall into two categories, funding and plan
design and methods of addressmg the size of the liabilities.

Prefunding in a Trust Fund

The only portion of the ARC that has traditionally been funded by Connecticut is the pay-as-you-
go amount for benefits received by existing retirees. The two basic components of prefunding are: (1)
establishing a trust specific to OPEB and (2) making annual contributions to the trust that would exceed
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current year costs. If these additional funds accumulate and remain in the trust for a significant amount
_ of time, this would result in a lower actuarial accrued liabilities (AAL) and ARCs, as investment returns '
would become a significant source of benefit funding. The extent of the impact depends upon-the
amount contnbuted to the trust each year. .

If it is assumed that the $17 million related to the 3 percent contribution for employees with
less than 10 years of service (now estimated at $23 million) were to be placed in the trust, the ARC
would decrease from $1.94 billion to $1.787 billion. If the State were to contribute another $50 million
to the trust beyond the $17 million, the ARC is projected to further decrease to $1.606 billion.

1) The State should consider further increasing its contributions into the OPEB trust fund. This should
_include contributing to the OPEB Trust Fund a-designated portion of future budget surpluses.

2) The State and SEBAC should consider i mcreasmg the level of employee contributions into-the OPEB
trust fund. Any increase in employee contributions should go towards prefunding the trust fund

and not towards current costs.

Schedule 15: OPEB Liability and ARC Breakdown 4/1/08 Valuation Preliminary Results

Details of Accrued Liability and ARC ($000s) ) Discount Rate= 4.50% Pay-as—you—go*
Accrued Liability Tier I, 1A, and Terminated In- Pay Status
(AAL) Tier | Actives Non-SERS Actives Vested . (Retirees)
Member pre-65 $390,370 $2,191,145 $737,155 30
Member post-65 956,216 4,451,485 1,223,080 X [¢]
Dependant pre-65 280,517 1,732,675 ' 587,689 | - 0
Dependant post-65 792,280 3,853,905 946,979 o
Retirees 0 0 0 8,423,446
Totals $2,419,383 $12,229,210 $3,494,903 $8,423 446
ARC | TierlActives | Tieri, 1A, and . Terminated In-Pay Status
’ Non-SERS Actives Vested . .
Member pre-65 $23,073 $250,333 $27,469 $0 ‘
Member post-65 53,474 483,235 45,575 0
Dependant pre-65 16,921 203,525 21,899 0
Dependant post-65 44,137 423,551 35,287 ) 0
Retirees 0 0 0 - 313,879
Totals ' 5137,605 - §1,360,644 $130,230 $313,879.

*With the 5.02% dlscount rate related to the orlgmal est|mate for the 3.0% employee contnbutlon} .up
through ten years of service, the AAL would be lowered to $24.020 billion and the total ARC to $1.787
_ billion.

Increasmg the A _ge that Retirees Begin Receiving Retiree Health Insurance

The macroeconomic issue raised in the Federal Reserve Bank Report of people living longer and
the number of years spent in retirement needs to be addressed with respect to OPEB plans as well. As
shown in Schedule 15, $493 million (5273 million Member plus $220 million Dependant) of the $1.942
billion ARC using a 4.50% discount rate, is related to projected pre-65 retiree health benefits for active
employees and their dependants. Increasing the early and normal retirement ages, along with the

Page 53



October 28, 2010 Connecticut Post-Employment Benefits Commission
. Final Report

reduction per year for early retirement, on the pension side should also result in OPEB savings. The age
and years of service required for eligibility for pension and retiree health insurance could be further
decoupled, as was done recently for.some employees with the institution of the “Rule of 75”. '

3) The State and SEBAC should consider, beyond increasing the early and normal retirement age for
retirement eligibility, whether other steps, such as moving to a “Rule of 80” for all active
employees, are needed to reduce the AAL and the ARC associated with the projected pre~65 health
benefits for active employees.

Mddifvin,g Provisions Related 1o Terminated Vested Employees

As indicated in Schedule 15, almost $3.5 billion of the AAL and approximately $130 million of the
' ARC, using a 4.50 percent discount rate, is related to terminated vested employees. Terminated vested
employees have left State service with at least 10 years of service, but have not yet started collecting
retirement benefits. At the point that they do begin receiving pension payments, they'_ will also begin
receiving full health care benefits. The Rule of 75 will help to lower the liabilities cited above for
terminated vested employees, but additional steps for consideration include:

* Reqguire that only employees going directly into retirement from state employment be
eligible for retiree health benefits;

¢+ Move to a Rule of 80 for all employees, not just with those with less than 10 years of service
as of July 1, 2009;

e Reduce the portion of premium paid for each year of service below 25 years.

Theré are legal questions regarding changes the State can implement for this group of former
employees that may need further review.

4) The State and SEBAC should consider additional methods, such as requiring that only employees
who go directly' into retirement from state employm‘ent be eligible for retiree health benefits‘and
'movmg to the Rule of 80, to reduce the AAL and the ARC associated with terminated vested
employees.

increasing Premium Cost Sharing

As indicated in Schedule 15, $14.6 billion of the $26.6 hillion in OPEB AAL relates to projected
future benefits of current employees and their dependants. Approximately 45.5 percent of this liability
reiates to dependant coverage. One approach used in a number of other states to address this liability
is to increase the level of premium sharing, currently minimal under Connecticut’s plans. An advantage
of adding a greater level for premium sharing for spouses and dependants is that it would increase the
-incentive for these individuals to consider joining other plans that are available to them, such as through

their own employer.

The options for premium sharing changes include:
s Requiring retirees to pay the same premium share as active employees;
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e Have dependants pay a higher premium-share amount than employee members; and

e Reduce the portion of the premium paid by the state for each year of service below twenty-
five years. The level of premium sharing could.be different for pre and post 65 members
and/or dependants. ‘

For states that provide access to their plan with the retiree and/or their dependants paying
some, or all, of the premium, there is still an “implicit subsidy” and liability associated with letting higher
cost retirees participate in the plan. This may be less of an issue in Connecticut, which sets different
' rates for active employees and pre-65 retirees based on the separate experience of these two groups. A
concern with increased premium sharmg is that those WIth lower income will contribute a higher portion
of their income than those with hlgher incomes.

5) The State and SEBAC should consider increasing premium sharing for retiree health benefits, which
could vary hased on whether the participant is @ member or dependant and/or is pre or post-65, in
order to reduce the AAL and the ARC. The premium share could also vary based on the number of
years of service, similar to pension plans.

. Health Care Cost Benefit Management 4
As indicated previously, the level of the AAL and the ARC are sensitive to the actuarial
assumptioné used in doing the valuation for OPEB plans. A one percent reduction in annual health
inflation below the assumed level is projected to lower the ARC from $1.942 billion to $1.561 billion. A
one percent increase above the trend would also have a significant impact in the other direction.
Connecticut historically has utilized plan design chénges to reduce health care costs. Efforts are
underway, including the state employee health plan, to demonstrate new methods of service delivery,
such as the implementation of medical homes. The savings currently achieved by a provision in the 2009 .
SEBAC agreement leading to a higher percentage of employees purchasing generic drugs is an example
" of cost saving efforts underway. The biggest, and most important, challenge with health care reform is
“bending the cost curve.”

6) The State and SEBAC should continue to work on methods, including through plan design changes
and improvements in service delivery approaches, to identify and implement actuarially verifiable
methods of reducing health care costs.
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Conclusion

Connecticut’s unfunded liabilities and funding ratios related to its post-employment benefit
plans for its employees and retirees are among the worst in the nation. These unfunded liabilities have
led to increasing annual costs which have been outpacing of the growth in total State expenditures.
. These escalating costs put pressure on or squeeze out other budgetary priorities, including investments
in human and physical capital needed to maintain our infrastructure and quality of life and to attract
new businesses and jobs to the state. Lower credit ratings and higher borrowing costs are a potential
outcome if changes are not made.

" Unfortunately, these liabilities and associated annual costs will only continue to get worse if
additional actions are not taken soon. While this report outlines a number of the many causes of our
current situation, it more importantly offers a series of balanced and responsible strategies for
- consideration to mitigate these growihg unfunded liabilities.

The strategies, frankly, call for the State, its employees and all stakeholders to continue to

participate in finding and implementing solutions—ones that will involve tough choices today in order to
avoid tougher ones later on. '
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List of Major Information Sources

1) Actuarial Valuations of the State Employees Retirement System (SERS), Teachers Retirement
System (TRS) and State-Other Post-Employment Benefit (OPEB) Plans from 2000 to 2008
2) Actuarial estimates and projections related to SERS and OPEB done in the spring and summer of
2010 by the plans’ actuaries {Cavanaugh Macdonald-SERS; Milliman-OPEB) '
3) Collective Bargaining Agreements between the State of Connecticut and the State Em ponee
Bargaining Agent Coalition (SEBAC)
4) State of Connecticut, Office of the State Comptroller, Comprehensive Annual Financial Reports,
“Fiscal Years 1996-2009 '
5) State of Connecticut, General Assembly’s Office of Fiscal Analysis, Budget Books, Fiscal Years
1992 -2009; May 2010 projections for fiscal years 2010-2014
6) Fiscal Year 2011 Midterm Economic Report of the Governor, State of Connecticut, Office of
Policy and Management, February 3, 2010
7) -Connecticut Municipal Audits for Fiscal Year Ending June 30, 2008 submitted to the State Office
of Palicy and Management
8) “The Trillion Dollar Gap: Underfunded State Retirement Systems and the Roads to Reform”, The
" Pew Center on the States, February 2010 ‘
9} Public Fund Survey-Summary of Findings for 2008, National Association of State Retirement
Adminlistrators, October 2009
10) “Population Aging and State Pensions in New England”, New England Public Policy Center,
Federal Reserve Bank of Boston, June 2010 _
1) Final Report of the Special Commission to Study the Massachusetts Contributory Retirement
Systems, October 7, 2009 :
'12) State Defined Contribution and Hybrid Pension Plans, Natlonal Conference of State Leg|siatures
June 2010 A
-13) “Governmental Pension Contributions May Increase Due to New Guidance”, Moody’s Investors
Service, July 6, 2010 )
14) “The Crisis in State and Local Government Retiree Health Benefit Plans: Myths and Realities”,.
The Center for State and Local Government Excellence”, November 2009
15) “Prefunding Other Post-Employment Benefits (OPEB) in State and Local Governments: Options
and Early Evidence, The Center for State and Local Government Excellence, September 2009
16) “GASB 45 and other post-employment benefit promises: The fog is clearing”, New England
Public Policy Center, Federal Reserve Bank of Boston, September 2007 '
17) Employer Health Benefits — 2009 Annual Survey, The Kaiser Family Foundation
18) Federation of Tax Administrators, 2008 State and Local Tax Collections/Burdens
19) “Pension Funding and Policy Challenges Loom for U.S. States”, Standard and Poor’s, July 8, 2010
20) Pensions and Retirement Plan Enactments in 2010 State Legislatures, National Conference of
State Legislatures, July 19, 2010
Note: Additional sources of information are included on the Commussnon s web-site, located at:
http://www.ct.gov/opm/cwp/view.asp?a=29988&q=457846&opmNav_GID=1791
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Appendix 1
STATE OF CONNECTICUT
BY HER EXCELLENCY
M. JODI RELL

EXECUTIVE ORDER NO. 38
WHEREAS the State of Connecticut provides its employees with pensions and other post-
employment benefits such as health care; and
WHEREAS these benefits serve the public mterest by attractmg and retaining a workforce that
protects the health and safety of the State; and
WHEREAS the most recent accounting reports that the State Employees Retirement System is
$9.3 billion under funded, and the State Employees Post Retirement Health and Life benefits (“OPEB™)
are $24.6 billion vnder funded; and
WHEREAS the impact of the growth in pension and OPEB liabilities places additional strain on
. the State’s budget resources as annual contributions comprise over $1 billion of state funds, with the
potential to be many times that amount; and
WHEREAS the unfunded liability is considered debt and thus hasa negatwe impact for
Connecticut with rating agencies; and ’
WHEREAS providing additional information, resources and potential short and long term plans to our
elected officials will assist thern in developing strategies for addressing post-employment liabilities; and -
~ WHEREAS it is my goal as Governor to work with the business community, legislature and
other elected officials to find an effective solution to the problem;
NOW, THEREFORE, I, M. JODI RELL, Governor of the State of Connecticut, by virtue of the authonty :
vested in me by the Constitution and Statutes of the State do hereby ORDER AND DIRECT:
1. That there is established a State Post-Employment Benefits Commission.
2. That the Governor shall appoint representatives to the Commission consisting of representatives of the
Office of the Treasurer, Office of the Comptroller, the Office of Policy and Management, the Office of
Labor Relations, the State Employees Bargaining Agent Coalition, certlﬁed public accountants, certified
actuaries, and members of the business community.
3. That the Governor shall appoint the Chairperson.
4. That all appointments should be made by February 15, 2010.
'5. That on or before July 1, 2010, the Commission shall deliver a report to the Governor that: )
"a. Identifies the amount and extent of unfunded liabilities for pensions and other post-employment benefits;
b. Compares and evaluates the advantages and disadvantages of various approaches for addressing
A unfunded pension liabilities and post-employment benefits; and
c. Proposes a short and long term plan or plans for addressing unfunded pension liabilities and post-
..employment benefits..

6 That State departments and agencies shall cooperate and prowde supporc to the Cor.mmssmn

7. That the Commission shall comply with applicable Freedom of Information laws, and that all meetmgs
shall take place, whenever possible, in the Legislative Office Building.
8. That this Order shall take effect immediately.

Dated in Hartford, Connecticut, this 3% day of February 2010

M. Jodi Rell
By Her Excellency’s Command

Susan Bysiewicz, Secretary of the State



Appendix 2 — Summary of SERS Plan Provisions

' CONNECTICUT STATE EMPLOYEES RETIREMENT SYSTEM
SUMMARY OF PLAN PROVISIONS

This summary of plan provisions is based on our understanding of the benefits as described
by the Connecticut General Statutes, summary plan descriptions, and the Connecticut State
Employees Retirement System. It is intended only to describe the essential features of the
plan.  All eligibility requirements and benefit amounts shall be determined in strict
accordance with the plan document itself. To the extent that this summary does not
accurately reflect the plan provisions, then the results of this valuation may not be acourate.

1 - Membership

Tier I [Sec. 5-160]: Each state employee appointed to classified service shall become 2
member on the first day of the pay period following permanent appointment.

Each officer elected by the people and each appointee of such officer exempt from
classified service may elect to become a member, effective on the first day of the pay
period following receipt of such election.

Each other state employee exempt from classified service shall become a member on the
first day of the pay period following six months of employment.

Fxcept as noted below, employees hired prior to July 1, 1984 could elect (no later than

January 2, 1984) to be covered under either Plan B or Plan C. Employees under

contracts with Union Independent and CSEA unions hired prior to October 1, 1982 had
"t October 1, 1984 to make such election.

Tier II [Sec. 5-192¢]: Tier Il consists of employees first joining the retirement system on
or after July 1, 1984 plus employees hired between July 1, 1982 and January 1, 1984
who elected Tier II. Each state employee becomes a member on the first day of
employlnent

Tier II4. Tier LA cons;sts of employces ﬂrst joining tbe retnement system on or aftel

“Huly 1,1997.
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Appendix 2 ~ Summary of SERS Plan Provisions—continued

CONNECTICUT STATE EMPLOYEES RETIREMENT SYSTEM
SUMMARY OF PLAN PROVISIONS

2 Normal Retivement Eligibility

Tier I - Hazardous Duty [Sec. 5-173]: 20 years of credited service.

Tier I - Plans B and C [Sec. 5-162]: The eatliest of age 55 with 25 years of sefvice, age
60 with 10 years of service, or age 70 with 5 years of service.

 Tier II [Sec. 5-1921] and Tier IIA: The earliest of age 62 with 10 years of vesting service
(effective July 1, 1992), age 60 with 25 years of vesting service, age 70 with 5 years of
vesting service, or age 62 with 5 years of actual state service for terminations on or after
July 1, 1997. Hazardous duty members may retire after 20 years. ’

3 ~ Normal Retivement Benefit

Final Average Earnings: The average salary of the three highest‘ paid years of service.
' Commencing January 1,.1986, no one year’s earnings can be greafer than 130% of the
average of the preceding two years in calculating the Final Average Barnings.

Tier I - Hazardous Duty [Sec. 5-173]: 50% of Final Averége Earnings plus 2% for each
year of service in excess of 20.

Tier T Plan B [Sec. 5-162]: Same as Plan C up to age 65; thereafter 1% of Final
Average Barnings up to $4,800 plus 2% of Final Average Earnings in excess of $4,800
times years of sexrvice. At age 70 greater of 1.25% of Final Average Earnings up to
$4,800 plus 2.5% of Final Average Earnings in excess of $4,800 times years of service
(maximum 20 years) or 1.0% of Final Average Barnings up to $4,800 plus 2% of Final
Average Earnings in excess of $4,800 times years of service. Minimum benefit with 25
years is $833.34 per month.

Tier I Plan C [Sec. 5-1 62 ]: 2% of Final Average Earnings times years of service, At
age 70, greater of 2.5% of Final Average Barnings time years of service (maxinum 20
‘years) or 2.0% of Final Average Earnings times years of service. Minimum benefit with

Tier I Hazardous Duty Members [Sec. 5-192n] and Tier II4: 2.5% of Finéi Average
Farnings times up to 20 yeaxs of service plus 2% of Final Average Earnings times years
of service in excess of 20 years, if any. Minimum benefit with 25 years is $360 per
month. :

A-3

This work product was prepared solely for the Connecticut State Employees Retirement System for the purposes described herein and may not be 49
appropriate 1o use for other purposes, Millimarn does not intend to benefit and assumes no duty or liability to other parties who receive this work.

Milliman

95 yeais is $833.34 permonth. o



Appendix 2 — Summary of SERS Plan.Provisibns—continued

CONNECTICUT STATE EMPLOYEES RETIREMENT SYSTEM
SUMMARY OF PLAN PROVISIONS

Tier I All Other [Sec. 5-1921] and Tier II4: 1'% of Final Average Earnings plus /2%
of Final Average Earnings in excess of the year's breakpoint®, times up to 35 years of
setvice from October 1, 1982 plus 1%% of Final Average Earnings times years of service
in excess of 35 years, if any. Minimum benefit with 25 years is $360 per month.

* $10,700 increased by 6% each yeér after 1982, rounded to the nearest $100, but not
greater than Social Security Covered Compensation.

4. Early Retirement

Tier I - Hazardous Duty: None.

Tier I [Sec. 5-162]: Age 55 with 10 years of service; benefit is Normal Retirement
Benefit reduced for retirement prior to age 60 -with less than 25 years of service.

Tier II [Sec. 5-192m] and Tier II4: Age 55 with 10 years of vesting service; benefit is
Normal Retirement Benefit reduced %% (effective July 1, 1991) for each month prior to
age 60 if at least 25 years of service or age 62 if at least 10 but less than 25 years of
service. Minimum benefit with 25 years of service is $360 per month.

5. Deferred Retirement

Tier I [Sec. 5-162]: May be deferred.

Tier I [Sec. 5-1921] ¢nd Tier IIA: May be deferred. Benefit is based on salary and
setvice to actual retirement. :

6. Vesting .

Tier I [Sec. 5-166]: Ten years of service; benefit is payable at Normal Retirement Age
or an early retirement benefit is payable at age 55; in addition employees are always
fully vested in their own contributions (after January 1, 1983, Tier I contributions with
5% interest from January 1, 1982).

Tier I - Hazardous Duty [Sec. 5-173(f]: Asabove.

Tier II [Sec. 5-1920] and Tier IT4: Effective July 1, 1997, 5 years of actual state service,

10 years of vesting service, or.age 70 with 5 years of service; benefit is payable at

Normal Retirement Age or an early retirement benefit is payable at age 55. In addition
" employees are always fully vested in their own contributions with 5% Interest.
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Appendix 2 — Summary of SERS Plan Provisions—continued

CONNECTICUT STATE EMPLOYEES RETIREMENT SYSTEM
SUMMARY OF PLAN PROVISIONS

7. Member Contributions

Tier I - Hazardous Duty [Sec. 5-161] 4% of earnings up to the Social Security
: : Taxable Wage Base plus 5% of earnings

above that level.

TierI-PlanB [Sec. 5-161] 2% of earnings up to the Social Security
Taxable Wage Base plus 5% of eamings

, above that level.

Tier I- Plan C [Sec. 5-161] ' 5% of earnings.

Tier II - AlL Other [Sec. 5-192u] - None.

Tier I - Hozardous Duty [Sec. 5-192u] 4% of earnings.

Tier IJA — All Other 2% of earnings.

Tier 14 — Hazardous Duty o 5% of earnings.

8. Cost of Living

[Sec, 5-162b, 5-162d]: Annual adjustment each July 1 of up to 5% for retirements prior
to July 1, 1980; 3% for retirements after July 1, 1980. For members (or beneficiaries)
not covered by Social Security and age 62 and over, the maximum increase is 6%. Ifan
actuarial surplus (as defined in the law) exists, the Commission may further increase
retired benefits. '

For employees retiring after June 30, 1999, the annual adjustment will be 60% of the
inctease in the CPI up to 6% and 75% of the increase in the CPI over 6%, This
adjustment will be no less than 2.5% and no greater than 6%. Employees retiring
between July 1, 1997 and June 30, 1999 made an irrevocable choice between this
formula and a fixed 3% annual adjustment. : '

Tier II4: An employee must have at least ten years of actual state service or directly
make the transition into retirement in order to be eligible for anniual adjustments.

‘ 9, Death Benefils

Tier I - State Police [Sec. 5-146]: Survivor benefits to spouse of $670 per month plus
$300 to a surviving dependent child (or $700 to surviving dependent children).

Tier I [Sec. 5-165a]: If eligible for early or normal retirement, spouse benefit is equal to
50% of the average of the Life Benefit and the 50% Joint & Survivor Benefit the
member would have recéived. If not eligible to retire but 25 years of service, the same
benefit calculated as though age 55 using service and earnings at death.
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Appendix 2 — Summary of'SEBS Plan Provisions—continued

CONNECTICUT STATE EMPLOYEES RETIREMENT SYSTEM
SUMMARY OF PLAN PROVISIONS

10.

[Sec. 5-168]; If not eligible for retirement, return of contributions (after October 1,
1982, Tier I, with interest from January 1, 1982 at 5%).

Tier II [Sec. 5-192r] and Tier IIA; If eligible for early or normal retirement, spouse:
benefit is equal to 50% of the member’s benefit under a 50% Joint & Survivor Annuity.
If not eligible to retire but 25 years of servics, the same benefit calculated as though age

© 55 using service and earnings at death. If not eligible for retirement, return of

contributions with 5% interest.

Tiers I [Sec. 5-144], II [Sec. 5-192t] and II4: Tf death is due fo employment, a spouse
with dependent children under 18 will be paid $100,000 in 10 annual installments while
fiving and not remarried; also $50 per month per child under age 18. If no children
under age 18, spouse [or dependent parent(s), if no spouse} will be paid $50,000 in not
Jess than 10 annual installments.

- Disability Benefits

Tier I [Sec. 5-142, 5-169, 5-173]; For non-service disabilities ocourring prior to age 60
with at least 5 years of service, benefit is 3% of Final Average Earnings times years of
service; maximum benefit is 1%,% of Final Average Eamings times years of service
projected to age 65. If disability occurs prior to age 60 and is due to service, benefit is
1%,% of Salary.times years of service projected to age 65 (maximum 30 years) and is
payable regardless of length of service. Exception: State Police benefit is equal to the
normal retirement benefit if more than 20 years of service. State Police receive an
additional benefit of $360 per month plus $300 to spouse plus $300 to a surviving
dependent child (or $700 to surviving dependent children).

If in-service disability ocours after the member is eligible for a non-service disability, the
member receives the greater of the in-service and non-service disability benefits.

Tier 11 [5-192p] and Tier HA: Prior to age 65 and due to service or .With at least 10 years
of service, benefit is 1% of Final Average Earmnings plus 2% of Final Average

Eamnings in excess of the year's breakpoint, times service projected to age 65 (maximunti

30 years) or service to Date of Disability if greater.

Tier I il, and 114 Maximum disabﬂity benefit is the lesser of 100% of salary less
Workers Compensation, Social Security and non-rehabilitation earnings, or 80% of

salary less Workers Compensation and Social Security. Social Security is primary plus
family.

Minimum disability benefit including Workers Compensation and Social Security is
60% of salary.
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Appendix 2 - Summary _of SERS Plan Provisions—continued

CONNECTICUT STATE EMPLOYEES RETIREMENT SYSTEM
SUMMARY OF PLAN PROVISIONS

11 Optional Forms of Payment

50% or 100% Joint and Survivor (Normal Fotm if married at least 12 months). Ten
years certain and life. Twenty years certain and life. Life (Normal Form if not married
. atleast 12 months).

12 Part-Time Employment

[Sec, 5-162¢ & Sec. 5-192k]: Service is treated as if full-time for eligibility. [f member

is consistently part-time for all periods, service is treated as if full-time. [fmember has a
varying schedule or some part-time and some full-time service, service and salary are
proportionately adjusted.
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Appendix 3 - Changes Made to Pension Plans and OPEB by States in 2010

Source: ;Densions and Retirement Plan Enactments in 2010 State Legislatures, July 19, 2010. National
Conference of State Legislatures. '

Arizona: Made a number of changes affecting new hires only. Increased the time from 36 months to 60
months to compute the highest average salary as a base for the benefit calculation. For normal’
retirement eligibility, changes the rule of 80 to the rule of 85 and eliminates refunds of employer
contributions for those who voluntarily withdraw from the system. Reduced benefits three percent for
every point below the required 85 points in the rule of 85 for early retirees.

California: Increased state’s contribution level to make up for actuarial losses. Legislature passed a
resolution to ask the President and Congress to repeal the Government Pension Offset and the Windfall

* Elimination Provisions from the Social Security Act. Unions are in negotiations with the Governor’s
Office to increase the normal retirement age.

“Colorado: Increased employee contribution from eight percent to 10.5 percent of salary and decreased
employer contribution an equal amount. Caps the annual COLA at the lesser of two percent or inflation,
with a trigger to reduce the COLA if investment returns are negative. Requires retiree to be retired at
feast twelve months to receive a COLA, and rules are set to’adjust the COLA based on the funded ratio.
(A lawsuit has been filed challenging the reduction in benefits as a violation of contract.) Eligibility for
retirement for new- hires gradually increased by hired date to a required rule of 90 for normal
retirement with a minimum age of 60 by 2017. A cap of eight percent is imposed on the annual increase
for any year used in the computatioh of the highest salary for final benefits. Conditions have been
placed on refunds for those who voluntarily withdraw from the system. Prevents retirees from
returning to work and adding to their previous benefit; a returning retiree will begin a new benefit
segment based on the rules in effect at that time, and the returned retiree must make a contribution to -
the plan. '

Connecticut: All new employees eligible for health benefits must contribute three percent of salary to
cover retiree health benefits. All employees with less than five years of service and who are eligible for
health benefits must contribute three percent of salary until they have ten years of service. The State
also added the “Rule of 75” (combination of age and service must equal 75) for eligibility for retiree
health insurance for those with less than 10 years of service as of July 1, 2009. Executive Order 38
(February 2010) established a State Post-Employment Benefits Commission whose members were
appointed by the governor. The commission is to: identify the amount and extent of unfunded liabilities -
for pensions and other post-employment benefits; compare and evaluate the advantages and
disadvantages of various approaches for addressing unfunded pension liabilities and post-employment
benefits; and propose a short and long term plan or plans for addressing unfunded pension liabilities
and post-employment benefits. ' ' '

Delaware: Enacted provisions to protect benefits of state troopers on military leave, especially if service
occurs during the three highest paid years of employment used in the benefit formula.

Georgia: If an employee retires before normal retirement age and later returns to work, the original

retirement application shall be nullified. If a teacher who retires at normal retirement age returns to

work, the returning retiree has two options, The first is to contribute to the plan and prior benefits will
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Ap'pendix 3 — Changes Made to Pension Plans and OPEB by States in 2010—continued

be suspended and new service credits will accrue. The secondis to not contribute to the plan and
benefits will continue but new service credits will not accrue.

Hawaii; Retirees who return to work must be re-enrolled-in the pension plan. Certain exceptions and

penalties may apply under specific situations. Under certain conditions, additional service credits may
not accrue. '

illinois: Increased state funding of teacher’s fund to provide relief to local school districts and extends
amortization by fifteen years. Enacted several new provisions for new employees only. Retirees must
be retired at least one year and over the ‘age of 67 to receive a COLA. The COLA will be the lesser of
_ three percent or fifty percent of the CPI, but not negative. The COLA will be paid on the base pension
~ amount and not compounded. The COLA for members of the General Assembly and judges-will be at
the full CP!. Legislation was adopted setting normal retirement at age 67 with ten years of service, but
eight years for judges and the legislature. Early retirement is available at age 62 and ten.years of
service, with benefits reduced one-half of one percent for every month the retiree is under age 65.
Benefits will be based on the average salary of the highest 96 months instead of 48 months. Benefits
‘will be capped at $106,800 with the cap indexed to the lesser of three percent or one-half the CP/ (the
CPI for judges and the legislature). The maximum benefit for legislators and judges is capped at 60
percent of final average salary. Survivor's benefits are set at 66 and two-thirds percent of the deceased
member’s benefit. Enacted new retirement program for new legislators: set normal retirement at age
67 with. 8 years of service; bases the final average salary on the highest eight years; caps the final
average salary at $106,800 indexed to inflation; the COLA will be the lesser of three percent or the
change‘ in the CPI; the initial benefit is capped'at 60 percent of the final average salary; and reduces the
multiplier in the benefit formula from five percent to three percent pér year. Legislature passed a
resolution to ask the President and Congress to repeal the Government Pension Offset and the Windfall
Ellmmat:on Provisions from the Soc1a| Security Act.

lowa: Increases the state contribution for most employees from 7.25 percent to 8.1 percent of salary
and- employees’ contribution from 4.7 percent to 5.35 percent. For police, increase employer
contribution from 21 percent by two percent annually until it reaches 37 percent, and increase
employee contribution from 9.35 percent by cone-half of a percent annually until it reaches 11.35
percent, and increase the state contribution by an additional $5 million each year until the funding ratio
reaches 85 percent. For all employees not vested, vesting will be raised from four to seven years and
. normal retirement will be raised from-age 55 to 65. The final average salary will be based on the highest
five years instead of three years. Benefits will be reduced one-half of one percent for each month the
employee retires under the age of 65. Enacted an early retirement incentive for those age 55 with ten
years of service, with unused vacation time and $1,000 per year of service paid out equally over five
years. Those who accept the incentives may not be rehired in any way.

Kentucky: Made changes in qualifications to upgrade requirements for those involved in pension

investments. Set up a new trust fund for health benefits, increasing employer payments from pay-as-

you-go to begin funding future benefits by matching employee payments. Teachers will pay an

additional 0.25 percent of salary for medical benefits each year until they pay three percent in six years.

Medicare-eligible retired teachers will contlnue paying their Part B premuums and those under 65 will
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Appendix 3 - Changes Made to Pension Plans and OPEB hy States in 2010-continued

pay an equal amount to the fund which will be deducted from their pensions. The state will pay the net
cost of medical insurance for newly-retired teachers who are not Medicare eligible.

Louisiana: All state plans will be reorganized with some categories contributing more and some less, but
most not changing. For new hires, regular employees will contribute eight percent of salary, hazardous

- duty 9.5 percent, and judges thirteen percent. The final average salary for new hires will be based on
the highest‘ five yéars and a fifteen percent anti-spiking cap will -apply to all new hires. All non-

hazardous duty employees will be eligible for normal retirement at age 60 with five years of service or at

any age with twenty years but at an actuarially-reduced benefit. All hazardous duty employees will be

eligible for normal retirement at any age with 25 years of service or at age 55 with any number of years

but at an actuarially-reduced benefit. The accrual rate of benefits per year of service will be 2.5 percent

for non-hazardous duty, 3.33 percent for hazardous duty, and 3.5 percent for judges. All retiree benefits

will be subject to garnishment for felonies related to public employment. A constitutional amendment

has been proposed to require a two-thirds majority of each house to add new retiree benefits which

increase costs. Législature passed a resolution to ask the President and Congress to repeal the

Government Pension Offset and the Windfall Elimination Provisions from the Social Security Act.

Maryland: Complicated rules were established to reduce pensions if inflation is negative for regular
employees. Members of the legislature and judges pensions are linked to the salaries of-active judges
and legislators. Reemployed retirees will be [imited in new earnings allowed if the final average salary at
retirement was over $25,000.

Michigan: New teachers will be enrolled in a hybrid defined benefit/defined contribution plan with no
COLA. The defined contribution portion will be two percent of salary by the employee with automatic
enrollment and an opt-out, with a 50 percent match by the state. Employees may request and receive
_“additional state match for employeé contributions over the required two percent up to a total of three’
percent of salary. Plan provides for a.regular interest rate for the hybrid of between 0 percent and
“seven percent, and assumes a rate of return of seven percent. Final average salary will be based on five .
rather than three years. Minimum retirement age is being increased to 60 with ten years of service and
the purchase of prior service credits will no longer be allowed. Vesting will be graduated and increase
each yedr, reaching full vesting after four years. Enacted early retirement incentives for teachers with a
combined age and years of service total of 80 or greater. Those of regular retirement age would receive
an additional 0.1 percent per year in the benefit formula and others would receive an additional 0.05
percent. The final average salary is capped at $90,000 and. the cost of the incentive will be amortized
" over five years. Teachers will contribute three percent of salary into a new trust fund for health benefits
for retirees. (A legal challenge has been filed against the requirement for an additional contribution on
the grounds of violation of contract.) Reemployed retirees'may earn up to one-third of their final
average salary at retirement; if earnings are greater than one-third of the final average salary, all prior
benefits are suspended. '

Minnesota: Increased both employer and employee contributions for most employees from six to 6.25

percent. State patrol contributions increased two percent of salary for the employer and three percent

for the employees. Police and fire contributions increased from 14.1 to 14.4 percent of salary for

employees and from 9.4 to 9.6 percent for the employer. For teachers, both employer and employee

rates (currently at 5.5 percent of salary) will increase one-half of one percent of salary annually for four :
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Appendix 3 - Changes Made to Pension Plans and OPEB by States in 2010--continued

years. Triggers were established to increase the contributions further if necessary, and to decrease
contributions as appropriate. Contribution rates were increased for both employers and employees in
certain local school district plans. COLAs are reduced or eliminated based on the funding ratio.
(LaWSuits have been filed on this matter.) - The compound interest during the deferred period on
deferred retirement annuities is reduced by plan based on a formula. Plan vesting periods are increased
for new hires by plan from three years to as many as five years or ten for some with partial vesting at
five years. The early retirement adjustment factor for new hires only is increased by plan to as much as
2.4 percent per year for some and five percent per year for others. Interest earned on escrow accounts
is being eliminated for certain reemployed retirees. Enacted a retirement incentive of health and dental
benefits for 24 months with no rehiring of those who accept for three years. Requirements are fifteen
years of service and eligibility for benefits under existing plans. Reorganized and merged pension
systems and extended the amortization period an additional ten years. Studies were authorized to
review investment authority and fiduciary provisions for retirement plans and to review alternatives to
the existing defined benefit plans. ’

Mississippi: Increased employee contribution from 7.25 to nine percent of salary with two off-setting
benefits. Starting in 2010, employees will accrue one-half day of leave toward retirement service credit,
and employees are given a new retirement option of a certain joint and survivor annuity. The service
requirement for normal retirement is being increased for new hires only from 30 years to 33 years.
Retirees may not return to work for 90 days following retirement. When returning, no new additional
service credits may be earned. : '

Missouri: Created a new tier for new employees with a contribution of four percent of salary and other
changes for new hires. The normal retirement requirement will be age 67 with ten years of service or
the rule of 90 with age of at least 55. Early retirement will be available at age 62 with ten years of
service. Service for vesting will be increased from five to ten years. Credited time may no longer be
purchased for time served with other governments or the military. Similar changes were made for
police, judges and legislators. Enacted a new retirement plan for new legislators: employee
contributions will be four percent of salary on a pre-tax basis; normal retirement will be at age 62 with
service in at least three biennial assemblies or the rule of 90 with a minimum age of 55. For elected
officials, normal retirement is at age 62 with one term of office or the.rule of 90 with a minimum age of
55. Enacted provisions to prohibit changes to previously earned benefits and related provisions for
current employees, but changes may be made regarding benefits to be earned in the future.

New Hampshire: Set up a new trust fund for health benefits for retirees and requires certain employees
have 20 years of service to receive health benefits as retirees. ’

New Jersey: Legislation was adopted to require full payment of the ARC each year, but liberally defines
what that means. Membership in.the pension plan for new hires requires the employee to work at least
35 hours per week. Others may join the defined contribution plan. The muitiplier in the benefit formula

was reduced for new hires only from 1/55 (1.82 percent} to 1/60 (1.67 percent) per year. Contributions

for police and fire new hires will be capped at base salaries equal to the maximum annual wage

contribution base for social security. The final average salary for new hires in most plans will be based

on the five highest years, increased from three. New plan members will not have a non-forfeitable right

to receive benefits after five years of service. New employees will pay 1.5 percent of salary as active and
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Appendix 3 - Changes Made to Pension Plans and OPEB by States in 2010--continued

1.5 percent of pension benefits as retired members of the plan for health benefits. New elected and
appointed officials must work at least 35 hours per. week to be covered for health care and other new
employees must work at least 25 hours.

New Mexico: Legislation was adopted to delay by one year a required increase in employer
contributions for teachers to provide relief to local school districts. Authorized the release of teacher
pension amounts to the public. Retirees may not return to work for twelve months following
- retirement. Those who return have two options. The first is to make no contribution to the plan, earn-
no additional service credits, and have benefits suspended. The second is to suspend the pension, make
plan contributions and earn new service credits.

New York: Enacted an early retlrement incentive with the cost amortized over five years. There are two
options. Under the first, early retirement reductlons are eliminated for those of age 55 with 25 years of
service. Under the second, the employee may receive -one month additional service applied to the
benefit formula for each year of service up to a maximum of three additional years at age 50 with ten
* years of service, but benefits will be reduced five percent per year for each year under the age of 55.

Oklahoma: Enacted a retirement incentive for employees of normal retirement age, offering a health
insurance subsidy for 18 months, longevity pay, and $5,000 in cash.- Enacted a new plan for new
legislators: employee may choose one of two different plans with the factors to be applied to the benefit
formula. The high plan is a ten percent of salary employee contribution with a four percent per‘year
multiplier in the formula, and the low plan is a 4.5 percent contribution with a 1.9 percent multiplier.

~ Oregon: Requires that at least one member of the state retirement board must bé either an employee in
or a retiree from a bargaining unit. :

" Pennsylvania: All investments in companies doing business in Iran or Sudan will be divested.

Rhode Island: Legislation was adopted to eliminate the requirement for ARC payments for pensions for
employees and teachers. Adopted legislation limiting COLAs for employees not eligible for benefits by
2010 to the first $35,000 of benefits, with that limit to be increased annually by the lesser of three ’
percent or inflation. The court upheld the right of the state to reduce health benefits for those who
retire before normal retirement age.

. South Dakota: Refunds will be reduced for those who withdraw from the system. No COLAs during the
first year of retirement. COLAs are reduced according to a formula linking the COLA to the funding ratio.
Retirees who return to work sooner than 90 days following retirement must repay all benefits received
or accept an offsetting actuarial reduction in benefits later. If the retiree returns after 90 days, the
employee must contribute to a deferred contribution retirement account, no pay increases will be given,
benefits shall be reduced 15 percent, and no additional serwce credits may be earned during the period
of reemployment

Tennessee: Benefits may be forfeit upon conviction of a public service-related felony.

Texas: Health insurance costs were increased for retirees.
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Appendix 3 - Changes Made to Pension Plans and OPEB by States in 2010--continued

Utah: New employees must choose between a new defined contribution plan and a new hybrid plan.
(Current employees remain in the existing plan.) The state will contribute ten percent of salary to the
plan, vested after four years. Police and fire employees must contribute twelve percent, vested
immediately, but other employees are not required to contribute, but may do so. Legislators and
governors must join the defined contribution plan. Under the hybrid, the employer will fund the ARC for
the defined benefit portion up to ten percent of salary, with the employee making up the difference if
necessary, but the state will cover all amortized liabilities. No benefit may.be increased until the plan
reaches 100 percent funding. Under the defined contribution component, the state will fund ten
percent of salary less the amount paid to the defined benefit component, with the employee making
contributions if they wish to do so. Eligibility for the defined benefits is at age 65 with four years of
service, 60/20, 62/10, or any age with 35 years of service (25 years for new fire and police employees). -
Employees have the option of purchasing five years of additional service at retirement. The benefit
formula will use the highest five years of salary instead of three, and the multiplier will be 1.5 percent
per year for normal retirement. Benefits are reduced for those retiring between the ages of 60 and 65
- unless they have 35 years of service. The COLA is equal to the change in the CPi but capped at 2.5
percent, but the excess over 2.5 percent will be carried forward and applied in future years when the
increase is not capped. New governors and legislators will only be eligible for the defined contribution
plan. Retirees reemployed within one year of retirement will have benefits suspended and earn new
service credits. Retirees reemployed after one year have two options. First is to continue to receive

benefits but earn no additional service credits. The second is to suspend benefits and earn new service
credits. : '

Vermont: Increased the employee contribution for teachers from 3.54 percent to five percent of salary,
required the state to fully fund the ARC, and increased the employee contribution from nine to 9.5
" percent of salary for certain municipal employees. Normal retirement for teachers is being raised from
age 62 to age 65 or the rule of 90, the annual multiplier for years of service in the benefit formula is
being increased from 1.67 percent to two percent, the cap on benefits is being raised from 50 percent to
60 percent of final annual compensation, and annual increases are capped at ten percent for
identification of the highest paid years in the benefit formula. Adopted new formulas for retiree health
eligibility and coverage. The formula for new hires, however, is less generous than- for current

employees. : '

Virginia: Adopted legislation allowing the state to reduce contributions for two years to equal only
normal costs. Unfunded actuarial accrued liabilities not funded would be amortized over ten years and
repaid with interest at the actuarially-assumed rate. New empldyees will begin contributing five percent
~of salary. The final average salary for new employees will be based on the highest 60 months instead of
the highest 36 months. Decreases the time and increases the cost for which new employees may
' purchase prior service credits. Decreases state contributions for institutions of higher education from
10.4 to 8.5 percent of salaries and requires new employees of higher education to contribute five
percent of salary. Early retirement with unreduced benefits will be changed from the rule of 80 to the
rule 90 or at the employee’s normal retirement age under social security with five years of service. Early
retirement will be allowed with reduced benefits-at age 60 and five years of service. COLA increases for
new hires will be determined by a formula linked to the CPI. New hires who voluntarily leave the plan °
and are not vested may only have their own contributions refunded. Benefits for new judges.will be
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Appendix 3 - Chanﬁes Made to Pension Plans and OPEB by States in 2010--continued
based on a new formula using years of service and age at first term of service. Authorized a study to
review management of the pension plan and the involvement of minority-owned firms in the process.
Wyoming: Regular state employees will begin paying seven percent of salary instead of 5.57 percent and
college and university employees will begin paying 7.12 percent of salary instead of 5.68 percent for

pensions.

Puerto Rico: Established a Commission to reform retirement plans.
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Appendix 4 - Actuarial Projections Related to SERS by Cavanaugh Macdonald Consulting, LLC
' (new actuaries for SERS plan), August 2, 2010 ‘

A-15



Cavanatigh Macdonald
CONSULTING,LLC

The experience and dedication you deserve
Avgust 2, 2010

Mr. Robert S. Dakers

Executive Finance QOfficer

State of Connecticut, Office of Policy and Management
450 Capitol Avenue.

Hartford, CT 06106

Subject: Projection:of State Employees Retirement System

Dear Bob:

As requested, we have developed several 30-year prolectlons of the State of Connecticut State
Employees Retirement System (SERS) and our results are on the attached schedides. Our two
baseline projections are: developed using two separate amortization period schedules. The first
sef, .as was supphed to youin a letter dated June 21, 2010 utilizes a decreasmg 30-year
-amomzation period from June:30, 2010. The 30-year aimortization petiod reflects the efféct of
the SEBAC TV and v adjustrents to the closed amortization period (24 years: from June 30,
2008) 4s if they will persist throughouit the: projection period. These projections have been
revised from the original projections to reflect a modification to the riofmal ¢ost-caleulation we
prevmusly developed The second-sét of projections. utilizes the closéd amettization penod as
used in the June 30, 2008 valuation (24 y‘ears) and recognizes the SEBAC IV and SEBAC'V
-asset adjustment amortization’ payments It is our understanding that these SEBAC adjustments
temain in-effect throughout the: remammg 24vyea1 amertization penod

waih appro;mate adjustments ‘fo aocoum for the early retxrement 1ncent1ve off‘ered in’ 2009 and
actual market returns since 2008 In performing the pro;ectxens, we: utilized the aotuanai
assumptions and. methods as. used to perforr the June 30, 2008 actuarial valuation and we
assumie all future experience exactly. matches with these assumptions.

Attached to this letter are two: appendzccs Appendix A presents all. the prO}GCtIOIIS based oni-the
decreasmg 30-year amertization schedule and Appendix B -will be for all the projections. based
onthe decreasing 24~ycar ariortization schédule as stated in ‘the .T une 30, 2008 valuation ard the
SEBAC adjustments ceasing at 2032. ~

In each Appendix, Attachment 1 prov1des the summarxzed valuation results of the baseline
projections and Attachment 2 provides the current and future contribution reqmrements ‘These




i mainnesaded
T

‘Mr. Robert S. Dakers
August 2,2010
Page 2:

‘attachments include the results under both the Ievei petcent of payroll and level dollar
amortizationr methods.

In addition, we weré ‘asked to provide 30-year prOJecuons on several retirement’ ehglblhty
scenarios which ate syimmatized as follows:

Age 55 w1th 10 years
Retirement. years of sgrvice of service ;
Eligibility: . 4 o e :
Proposed Early Age 62 with 16§ - Age 62 with 20 years | None | None ;
‘Retirement : years of service |, of service A
Early Retiremenit | 3%per'yedrto 6% |- 3% per year itO 6% per None - |  None .
‘Reduction Change ] “per year. . | . year . o
Current Nojmial - CAge62and 10 or | Age62and 10 or Age 20.yearsof |  20years of
Retiremsnt Age 60 and 25 or 60 and 25 or Age 70 service service
Eligibility. "~ Age70.ands. and-5 , o
Proposéd Normial Age65and 10or | Age65and 10 or Age 25yearsof | Age 55 with 25
Retizernert, ‘Age70:and 5 70-and 'S ‘ service | years of service
- Eligibility:

- We slightly iodified the'retirement decrement assunptions.as necessary to reasonably anticipate :
‘the future behavior under the proposed retirement eligibilities. The results of these pro;echons
are included in Attachients 3 through 10, H

Also, as provided eatliér to you in an email, we Have-calculated the potential actuarial impact of
reductions in the. Employer Required Contribiution determined as of the June 30, 2008 (ptiorto 4
the Early Retitement incentive of 2009), The impdet to tanding is based on all changes being il
effective:for all.active members as of Tune 30,2008, The- following scenanos are: SRS

e For current Tier Il and IA active partu:ipants change the final average. pay definition fo -
be based on the last five years of service and not the last three years of service,

s For cutrent Tier U active pamczpants reduce the- assumptlon on the Cost~of -Living
Adjustment (COLA) from 2775% 10 2.00%.

o For current Tier A active: participants, reduce the assumption on the Cost-of-Living -

‘ Adjustment (COLA) from 2.75% to. 1.50%.

« FPor current Tier H active participants, add .an annual cap of $150 000 On: retitement

benefits.

# For curient Tier. A dctive parmcipants, add an annual cap. of $125, 000 on rctlremcnt_
‘benefits. :




‘M. Robett 8. Dakers
August 2, 2010
Page 3

The results of thiese additional scenarios ate as follows:

f‘iT'ier:II CéL’: chaﬁge t02.0% y |

v.chgnggtol 5% . ": . 044% . :.”: | . $159 L

The. under%xgned is & member of the -American Academy of Actuaries and meets the
Quahﬁcatlon Standards of the American Academy of Actuaries to renider the actuarial opmlon
coritaitied herein, Please contact us:if you have any questlons

Sincerely,.

Thomas J; Cavanaugh FSA, FCA, MAAA, EA
Chief Executivé Officer

¢ Jeanne Kopek:

Enc.

$AConnectiout SERSW breespondcnett3010:0FM Projectiors Changes fo Tier [ anid A doc
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