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�STATE  OF  CONNECTICUT

TASK FORCE TO STUDY THE FUNDING PRACTICES USED

TO FINANCE MUNICIPAL RETIREMENT SYSTEMS



Final report concerning the recommendations of the Task Force



	Section 10 (a) of Public Act 96-245, established a Task Force to Study the Funding Practices used to Finance Municipal Retirement Systems in the State of Connecticut.



	Section 10 (e) of Public Act 96-245 states that “Not later than January 1, 1997, the task force shall submit a written report on its findings and recommendations to the joint standing committees of the General Assembly having cognizance of matters relating to appropriations, finance, revenue and bonding, labor and public employees and planning and development, in accordance with the provisions of section 11-4a of the general statutes”.



	The Task Force presented the appropriate legislative bodies with an interim report dated December 30, 1996, and requested an extension until March 28, 1997.  The Task Force is hereby forwarding the final written report containing its findings and recommendations, which report was approved, by unanimous vote, at its last meeting, on March 13, 1997.

 



SUMMARY OF FINDINGS AND RECOMMENDATIONS



	The creation of the Task Force was prompted by the growing concern of several legislators and the Office of Policy and Management about the increasing unfunded pension liabilities of Connecticut municipalities.  Prior to the existence of this Task Force, there had been no systematic study of the funding methods and practices of Connecticut’s municipal retirement systems.



	During its data gathering stage, the Task Force used the services of an actuarial consultant, instituted a state-wide survey, conducted a public hearing, and met with representatives from rating agencies, and the investment, banking, and actuarial communities. A complete list of the Task Force findings is contained in Exhibit A, they include the following:  



There are no Federal or State requirements for funding of municipal pension plans in accordance with actuarial determined levels.  Statutes do not require towns to fund their pension plan; governance of pension funding is left to the individual entity.

Municipalities with a funding level of 40% and under are considered to be severely underfunded.

Although the problem of Unfunded Pension Obligation is significant in size, only (13) thirteen of the communities that responded to the survey have pension plans that are more than 60% unfunded.

Most of the underfunded municipalities do not make contributions equal to actuarially recommended levels.



	The majority of the members of the Task Force felt that municipalities should fund their retirement obligations in accordance with sound actuarial principles.  However, the Task Force declined to recommend that this be mandated by law.  There was sensitivity to the issue of imposing mandates. 



	The Task Force submits its recommendations for the consideration of the Governor and the General Assembly.  The entire set of recommendations is attached as Exhibit B.  They include:



Clarify the State’s General Statutes as they relate to the establishment and funding of pension plans.

Study the establishment of a new state administered cost-sharing plan or expansion/ revision of the state Municipal Employees Retirement System (MERS) to offer alternative benefit structures that would increase its attractiveness to municipalities and provide ways of dealing with the distinction between old liabilities and new costs.

Develop a voluntary, centrally managed system for the investment of local pension funds which could provide opportunities for additional income and reduced costs.

Require municipalities to file annual (biennial) valuations with the State.  This will aid in the fiscal monitoring currently conducted by O.P.M. and the Treasurer  and enable the State to maintain the database developed by this study.

Create statutory authority to allow municipalities the ability to issue pension obligation bonds under certain guidelines and conditions, including state oversight.





TASK FORCE STRUCTURE & PARTICIPATION



	The Task Force was Co-Chaired by Thomas S. Hamilton, Director of Administration for the City of Stamford, and Linda R. Savitsky, Director of the Municipal Finance Services Unit at the Office of Policy and Management.   Mr. Hamilton was appointed Co-Chair by the Speaker of the House of Representatives.  Ms. Savitsky was appointed Co-Chair by the President Pro Tempore of the Senate.



	Task Force members, whose membership roster is attached as Exhibit C, included municipal officials and representatives from: three state agencies, organized labor, and the investment community.  Staff members of the Municipal Finance Services Unit of the Office of Policy and Management were designated as staff to the Task Force.        



	The Task Force met eight (8) times, between September of 1996 and March of 1997.   At its organizational meeting, members agreed that the Task Force’s charge, in accordance with statute, would be the following: 



Determine and study the funding practices, investment practices and actuarial valuation methods used to finance municipal retirement systems.

Determine and study any state policies having an impact upon the fiscal integrity of such systems.

Research and identify any innovative and fiscally sound practices used to mitigate unfunded pension liabilities.

Issue written report on the findings of the Task Force, including any State Statutory and administrative changes recommended to improve the funding practices used to finance municipal retirement systems in Connecticut.



	The Task Force was in agreement that in order to accomplish its vast amount of work in a timely manner, the Committee should use the services of a consultant firm experienced in actuarial work.   Milliman & Robertson, who serve as actuary for the State’s plans and some of the State’s municipalities, was retained; the contractor’s report is hereby attached as Exhibit D.



	There was a high level of public participation.  The Committee felt it was important to allow for an exchange of ideas among members and the various groups for whom municipal retirement systems are a major concern.  Staff to the Task Force maintained a mailing list of approximately fifty (50) interested parties.  These included: rating agencies’ personnel, representatives from the investment and actuarial communities, Bond Counsel, accountants, representatives from various municipalities, staff from the Connecticut Conference of Municipalities, and staff from legislative agencies. 



	The recommendations included in the report do not address all of the concerns and issues raised by individuals representing the various groups.  The majority of findings and recommendations, however, do reflect a decided consensus of the Task Force.





METHODOLOGY



	After defining its charge, Task Force members concluded that the data gathering portion of its work would be crucial.  It would be critical to start the project with a thorough knowledge of the existing practices of the retirement systems and develop recommendations based on the empirical data.  It was agreed that the best way to achieve this goal would be through a state wide survey of all Connecticut municipalities who sponsored retirement plans for their employees.



	The survey, a copy of which can be found in Exhibit D as an attachment to the Consultant’s Report, was largely based on one prepared by the Public Pension Coordinating Council�, with modifications made by Milliman & Robertson, members of the Task Force, and staff.  It was divided into the following five sections:



   I - Introduction

  II - Plan Benefits

 III - Actuarial Analysis

 IV - Plan Funding and Contributions

  V - Investment Information.



	The survey was mailed to the Chief Financial Officers of Connecticut municipalities who were asked to complete one survey for each plan sponsored by the municipality or tax district. The level of response was significantly higher than had been anticipated.  The information gleaned from the survey responses was used by Milliman and Robertson to create a database.  The methodology, analysis results, and recommendations of the consultant are contained, in their entirety, in Exhibit D - the consultant’s report.



	The Task Force conducted a public hearing on innovative and fiscally sound practices used to mitigate unfunded pension liabilities.  The public hearing was well attended, and provided Task Force members with the opportunity to hear testimony from various bond counsel, investment bankers, financial advisors, and the Treasurer of the State of Connecticut, the Honorable Christopher Burnham.



	Although it sought “innovative practices”, the public hearing mainly provided the Task Force with information regarding the issuance of pension obligation bonds.  The consensus of those testifying seemed to be that clear statutory authority to issue pension obligation bonds in Connecticut does not presently exist; the Task Force should consider offering Connecticut municipalities the opportunity to use this funding mechanism as an option, but only under certain conditions.



	After reviewing the testimony, Task Force members agreed that it would be beneficial to understand the positions of the rating agencies on the issuance of these bonds.  They also sought the investors’ perspective on the issuance of pension related debt.  The facts gathered at the public hearing and the subsequent meetings with rating agencies and investors form the basis of the Task Force’s findings and recommendations in this area.



	The Task Force made a presentation to the Connecticut Government Finance Officers Association (GFOA) of its preliminary findings.  This generated more interest in the work of the Task Force.

    

	In addition to gathering information through the methods mentioned above, Task Force members were also provided with a large amount of reading material on the management of public sector retirement systems.  The topic of Pension Obligation Bonds is very much in the news, as different states are investigating this option as a possible solution to their funding problems.  Members were provided with many articles pertaining to this issue.  A complete bibliography of all materials provided to the members is detailed in Exhibit G.





CONCLUSION



	The results of the survey provide the Task Force with the empirical data to illustrate that most of the retirement systems, who responded, are in good financial condition.  This corroborates data previously gathered by OPM staff during their review of the pension information contained in the municipal audit reports filed annually with the Office of Policy and Management.  



	The Office of Policy and Management’s research (Exhibit E) showed that in its aggregate the 65 entities who are underfunded account for a $1.2 billion dollar total Unfunded Pension Obligation (6/30/95).  The survey results show that the unfunded pension benefit obligation for the 13 severely unfunded entities amount to $928 million.  (Fire Districts represent $45 million of this total and are not included in the OPM data).  The Task Force determined that while the unfunded pension benefit obligation is significant in size it is concentrated in a few municipalities.



	The survey results were used to determine what  benefits are included in a typical pension plan provided for Police, Fire, and General Employees.  This information was also used to determine whether plans that are severely underfunded differ greatly in benefit structure from those that are well funded.  The study determined that in the Connecticut municipalities that responded to the survey,  issues of benefit structure and plan design had little effect on a plan’s funding status. 

	

	Under its “Recommendations” section, the Milliman and Robertson report states that “...based on the information gathered by the survey, it appears that the discipline to make the required contributions is the most influential factor separating the well funded plans from those that are woefully underfunded.”



	The majority of the members of the Task Force felt that all municipalities should fund their retirement obligations in accordance with sound actuarial principles.  However, the Task Force fell short of recommending that this be mandated by law due to sensitivity to the issue of imposing mandates. 



	As a result of the Task Force work, there is a database of information regarding municipal retirement systems.  The existence of this database has already been proven useful.   Several towns have used preliminary data to make self-assessments.  It is anticipated that this database will be made available to all municipalities.



	The Task Force made recommendations in three general areas;



Study the expansion of MERF

Establish preventive measures

Legislation to allow Pension Obligation Bonds with state oversight



	The Task Force was pleased to learn that the number of retirement plans with funding difficulties was far less than originally expected; and that, in actuality, many municipalities in Connecticut sponsor pension plans for their employees in which the net assets of the plan exceed the plan’s pension obligation.
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	During its data gathering stage, the Task Force used the services of an actuarial consultant, instituted a state-wide survey, conducted a public hearing, and met with representatives from rating agencies, and the investment, banking, and actuarial communities. This is a complete list of the Task Force’s findings.



General Findings

There are no Federal or State requirements for funding of municipal pension plans in accordance with actuarial determined levels.  Statutes do not require towns to fund their pension plan; governance of pension funding is left to the individual entity.

Municipalities with a funding level of 40% and under are considered to be severely underfunded.

Although the problem of Unfunded Pension Obligation is significant in size, only (13) thirteen of the communities that responded to the survey have pension plans that are 60% or more unfunded.

The underfunding in some municipalities became apparent with the implementation of financial reporting in accordance with Generally Accepted Accounting Principles (GAAP).

Implementation of the new Governmental Accounting Standards Board (GASB) pronouncements will provide heightened awareness of how municipalities report this liability.

Pension Fund liabilities will probably be reduced as investment results of 1995 and 1996 are factored into the plans.

Actuarial assumptions used in valuing plan assets and liabilities have an effect on funding levels.

Underfunded plans tend to use more liberal assumptions.

Most of the underfunded municipalities do not make contributions equal to actuarially recommended levels.

During the municipal budget process, future pension liabilities are not always given priority.

Very few towns (36 out of 169) have defined contribution (DC) plans.  By their very nature, DC plans are fully funded annually.  (Many towns offer voluntary DC plans in addition to their defined benefit plan.)

Pensions are subject to collective bargaining under the Municipal Employee Relations Act (MERA).

Factors such as fiscal distress, political factors (situation), and a municipality’s history or culture of not funding long term liabilities are some of the principal reasons for a plan’s funding status.



MERF - Municipal Employee Retirement Fund

In some states, participation in a Municipal Employee Retirement Fund (MERF) plan is mandatory; Connecticut’s municipal employees are not compelled to join a state system.



Towns participating in MERF are considered to be fully funded due to MERF funding requirements.  When a municipality joins MERF they agree to make annual payments in accordance with plan requirements.  They also agree to fund the unfunded past service liability on a regular amortization schedule.

In Connecticut, MERF is a “take it or leave it” situation.  The lack of choice in plan design may be a deterrent to a municipality’s consideration of joining MERF.



POB - Pension Obligation Bonds

There is disagreement as to whether Pension Obligation Bonds are allowed under current State statute.

Pension obligation bonds allow municipalities an opportunity to freeze their past pension obligation and allow for funding future obligations on an on-going basis.

Rating Agencies do not consider POBs as a creation of new debt.  The unfunded Pension Benefit Obligation is already a credit factor and is inherent in the entity’s credit rating.

Rating Agencies are initially credit neutral on the issuance of pension obligation bonds.  The issue of Pension Obligation Bonds is not viewed as a negative sign by two rating agencies.  (Moody’s and Standard & Poor’s)

The issuance of POBs would be viewed negatively if the debt was structured in a way to merely achieve short term budget savings.

Rating Agencies consider pension liability a soft liability with a flexible payment schedule whereas bonding creates a hard liability with a fixed payment schedule.

The issuance of POBs lessens management’s flexibility because the municipality must make the debt payments or be in default.  The town loses the option of pension payment deferment for the purpose of budgetary flexibility.

Dollar cost averaging of investments is not achievable, as money is not contributed over a multi-year basis, but on a lump sum one-time basis.



Survey Findings

Analysis of the benefit structures of both overfunded and underfunded plans indicates that municipal plans tend to be very similar in benefit formulas and service requirements.  Most of the benefit formula plans have a similar equation which is a percent times final average earnings times years of service - (%xFAExYOS).

Typical retirement age in general employee plans is higher than in the police and fire plans.  The benefit formula for general employee plans is lower than for police and fire plans.

In seriously underfunded plans, the main cause of the underfunding does not seem to be due to benefit formulas or levels.  There is a weak correlation between plan design features and a plan’s funding status.

The definition of  “final compensation” is an important determinant of  the size of the liability.

Municipalities found the investment section of the survey the most difficult to answer.  Many of the questions in this section of the survey were left blank.

Knowledge of pension investment returns by the towns is limited in nature; many municipalities do not have good reporting information on their investments.

Some municipalities provide cost of living adjustments (COLAs).   The COLA and the plan’s definition of Final Average Earnings (FAE) are two factors which may determine whether a plan is richer than another.  The town’s pension liability will be impacted by the COLA. 

�Final Recommendations of the



State of Connecticut

Task Force To Study The Funding Practices Used

 To Finance Municipal Retirement Systems



The Task Force respectfully submits its recommendations for the consideration of the Governor and the General Assembly.



The recommendations are segregated into two different categories. “Preventive measures” may be beneficial for all Connecticut municipalities particularly those who are somewhat underfunded but not yet severely underfunded (60% or more).  “Solutions” address some of the concerns being faced by those Connecticut communities whose municipal retirement systems are considered to be severely underfunded.





PREVENTIVE MEASURES



	General

A State set of guidelines for retirement plans may be beneficial.

Generally Accepted Accounting Principles (GAAP) requires municipalities to have a valuation of their retirement systems done once every two years.  Require towns to file these annual (biennial) valuations with State as part of on-going fiscal monitoring process.  It would allow the database developed from the survey results to be maintained on an on-going basis.

If a plan is underfunded, the municipality should develop a strategy to bring funding to the required levels over time using the normal annual budget process whenever possible.

Stratford has adopted an ordinance that mandates a phased-in actuarial funding over a period of time; this could be used as a model.

Education -- Schedule workshops for municipal officials in the following areas: investment strategies; clear explanation of fiduciary responsibilities; role of consultants in retirement systems; actuarial assumptions; issues related to collective bargaining matters; Defined Contribution vs. Defined Benefit plans.



	MERF - Municipal Employee Retirement Fund

Encourage participation in MERF.

State Employees Retirement Commission should study the MERF plan provisions to ascertain whether any revisions thereto including alternative benefit structures and increased flexibility would increase its attractiveness to municipalities. This should include the study of the establishment of new state plan.



	Investments

Consolidation of local pension funds into a centrally managed system may provide additional investment income for pension systems as well as achieve cost reductions.  Encourage voluntary investment pools for pension assets of small to mid-sized municipalities.  This would maintain administration of benefits at the local level, while investments could be done through the  State or a pooled cooperative program.



�

SOLUTIONS



	General

The State Treasurer’s office set up a Pension Fund investment pool similar to the Short Term Investment Fund (STIF) and invest a municipality’s pension assets in a pre-stated allocation plan.



	Pension Obligation Bonds

The State’s General Statutes are confusing and imperfect as they relate to the establishment and funding of pension plans, limitations on investment of monies contained in these plans, and the authority for issuing pension bonds.  The several sections contained in various Chapters of the law should be combined.  Some of the current State statutes include Sect. 7-403a, Sect. 7-374b, Sect. 7-148(c)(5)(a).



Create a separate section under CGS that will deal specifically with the issuance of Pension Obligation Bonds (POB).  Such statutory authority would provide for issuance of Pension Obligation Bonds under certain guidelines and conditions set by the Office of Policy and Management and the Office of the State Treasurer.   The following criteria should be considered:



POBs are subject to local requirements for the approval of issuing debt.

Covenant when bonds are issued that municipality will pay debt service and fund future obligations in the fiscal year that the commitment is made.

Independent Auditors should monitor the covenants annually.

Extend maturity period on the bonds to thirty  (30) years.

A new category of debt be established for “Pension Bonds”; such debt would fall under the existing statutory debt limits.

Municipality should have option and ability to issue refunding bonds to refund POB.

Restrict bonding to an amount that is determined, by the actuary, to be the past benefit obligation.

Recommend “GFOA Recommended Practice - Evaluating the Use of Pension Obligation Bonds” (Hereby attached as Exhibit G) be used as guide by municipalities that intend to issue POB.

Oversight by the State Treasurer and OPM to ensure that the plan the municipality develops to issue the debt would include the following:



Plan assumptions which are reasonable

An acceptable and prudent plan to invest the proceeds

An acceptable asset allocation and a diversification plan.

Oversight and approval of the covenants in the documents, including

 but not limited to:



			a)  an absence of unqualified audit opinion

			b)  no material weaknesses in internal control

			c)  debt service, reinvestment assumptions

			d)  structure of issue

			e)  asset allocation plan for proceeds

			f)  covenant to remain current with actuarial certification of normal costs

			g)  adoption of the four principles of ERISA

			h)  Plan to address any balance of past benefit liability
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