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funded by the generation that earns them. That goal can be elusive, though, when actuarial
assumptions are flawed, state law constrains reforms, investment losses are high, and/or
employers do not pay their annual required contribution.

This report looks at how three statewide plans and two local government plans addressed pen-
sion funding issues. The findings reinforce the fact that real change takes years to bear fruit and
requires careful planning, good communication, and a strong board.

The good news is that pension funding problems can, and are, being addressed in many
places. Consider these results:

Taxpayers, employees, and employers share a goal when it comes to pensions: they should be

¢ The Iowa Public Employees’ Retirement System is now on a strong funding path after the state
passed legislation in 2010 that allows employer and employee contributions to increase by two per-
centage points. The legislation was needed because there was a legal cap on contributions; it also
includes an increase in the vesting period for new employees and in penalties for early retirement.

e Employers in the Oregon Public Employees Retirement System have saved $1.6 billion since
legislation was passed in 2003. Without those reforms, employer rates were estimated to rise
to 27 percent for all pension plans; nearly double what they are today.

¢ Plan design changes to the Vermont State Teachers’ Retirement System are projected to save
$15.3 million in FY 2011 and $22.9 million (estimated) in FY 2012. The collaboration between
the Vermont State Treasurer and the Vermont National Education Association also produced
pension enhancements.

e Gwinnett County, Georgia, began offering a defined contribution plan to new employees in
2007, closing its defined benefit plan. Serving 49 percent of employees today, the county’s
contribution to the defined contribution plan in 2009 was $8.5 million. The county’s contribu-
tion to the closed defined benefit plan was $26.4 million in 2009.

e A series of reforms to the Houston Municipal Employees’ Pension System improved that
plan’s funding status from 46.1 percent in FY 2003 to 70.1 percent in 2007.

Although each of these cases faced unique legal, political, and financial challenges, there are
important lessons to be drawn from them. Pensions are part of a broader human resources strategy,
so it is important to keep recruitment and retention in mind when considering changes. Policy mak-
ers also need to ensure that they have high quality data and rely on solid actuarial analysis before
making benefit changes. Accumulating funding reserves, as Oregon has done, and consistently
making the annual required contributions help pension plans weather the inevitable storms ahead.

What are the implications for public employees? Like their private sector counterparts, it is
increasingly important that they understand what they need to do to reach their retirement goals.
Their retirement security will benefit future generations.

Slsfdn IC lolla

Elizabeth K. Kellar
President and CEO
Center for State and Local Government Excellence
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Executive Summary

This report offers an in-depth look at five pension
systems that have undergone a range of reforms over
the past decade. These reforms have made the plans
more fiscally sustainable while continuing to provide
retirement security to their members. The report also
offers lessons learned for reference by other systems
implementing or considering similar pension reforms;
lessons regarding human resource policies and person-
nel needs, using good data from high quality experts,
stakeholder communication and input, planning for
and evaluating changes, plan funding and governance,
and financial education.

Introduction

The 2008 stock market downturn and subsequent
recession have forced many governments to assess and
reform their pension plans to achieve financial sus-
tainability. This research provides an in-depth look at
five pension systems that have undergone a range of
reforms to achieve that goal. The reform processes var-
ied significantly due to the pension systems’ histories,

This report was prepared by Christine Becker, Alex Brown, Bonnie
Faulk, Joshua Franzel Ph.D., Elizabeth Kellar, Amy Mayers, and
Danielle Miller Wagner of the Center for State and Local Government
Excellence and Paula Sanford, Ph.D., of the University of Georgia.

laws, and political cultures. All five were successful in
putting pension plans on financially sustainable footing
in order to provide member benefits over the long term.
The lessons learned from these cases provide a starting
point for other governments and pension stakeholders
embarking on reform.

Diversity of Cases

The five cases provide a representative sample of public
pension systems from across the country and include
three state and two local government systems. The five
systems examined in this report are:
e Jowa Public Employees’ Retirement System (IPERS),
with 166,000 active and 94,000 retired members
e Oregon Public Employees Retirement System
(OPERS), with 179,000 active and 111,000 retired
members
e Vermont State Teachers’ Retirement System
(VSTRS), with 10,500 active and 6,150 retired
members
e Gwinnett County, Georgia, retirement system, with
6,700 active and retirement members!
¢ Houston Municipal Employees Pension System
(HMEPS), with 13,000 active and 8,500 retired
members.

All of the employer governments in the cases par-
ticipate in Social Security.

Legal Frameworks

State legal frameworks influence both the structure of
the pension plans and the scope of the reform efforts,
particularly the representation of employees and the

ability of the government to change existing benefits.

Public Employee Representation

Oregon and Vermont have the strongest laws support-
ing organized labor, which require employers to negoti-
ate with employees over compensation and benefits.
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Iowa, Georgia, and Texas are “right to work” states in
which public employers are not required to recognize
employee groups for collective bargaining. However,
Iowa’s public employee interests are addressed by the
legal make-up of the IPERS Benefits Advisory Com-
mittee (BAC), which designates four seats of nine for
current IPERS members.

Changing Existing Benefits

Both Oregon and Georgia case law provide protections for
public employees and their pension benefits. Oregon pro-
hibits retroactive reduction of member pension benefits.
In Georgia, reducing current employee pension benefits is
not permissible under the state constitution’s impairment
clause unless a statute or ordinance creating the benefit
indicates that the benefits are subject to change or amend-
ment.” In Houston, citizens voted to opt out of a state
constitutional provision that prohibits municipalities from
changing benefits for employees who are vested in the
system. The referendum vote made it possible for the city
to reduce benefits for current employees. Vermont’s state
constitution does not protect against changes to pension
benefits for current employees.

Unfunded Pension Liabilities

Though the 2008 market downturn was a major con-
tributor to underfunded public pension liabilities, other
factors, including decisions made well before 2008,
have contributed to growing pension liabilities, prompt-
ing governments to reexamine their benefits. The cases
presented here are no exception. Three factors other
than market losses played significant roles in increasing
unfunded liabilities:

¢ Benefit creep. In Oregon, decades of incremental
benefit increases led to what employers and legisla-
tors considered to be unsustainable benefit levels.

e Significant benefit increases in the early 2000s.
Gwinnett County and Houston both gave large benefit
increases to existing employees that proved to be very
expensive for the governments over the long term.

e Failure to pay the annual required contribution
(ARC). The Iowa and Vermont systems did not fully
fund the ARC to cover employees’ pensions over
multiple years, worsening the systems’ unfunded
liabilities.

Reform Scope

The reforms undertaken in these five systems varied
significantly, ranging from tweaking the plans to creat-
ing an entirely new system. Reform in Iowa and Vermont

meant keeping the existing pension plans while increas-
ing employee contribution rates, lengthening the vesting
period, raising the retirement age, or changing the meth-
odology for calculating the final average compensation.

Oregon created a new hybrid pension plan with both
defined benefits and an individual account program simi-
lar to a 457 plan, while Gwinnett County took over man-
agement of its pension fund and moved from a defined
benefit to a defined contribution plan for new employees.
In Houston, reforms occurred over multiple years and
involved a series of compromises between the city council
and the Houston Municipal Employees Pension System
(HMEPS).

The differences among the reform processes reflect
the legal framework and political dynamics of the
various stakeholders, organizational structures of the
pension administration systems, the culture of the gov-
ernments, and the history of employee compensation
and public pensions. The cases reinforce the perspec-
tive that a “one size fits all” reform process will not
work. However, the research and analysis of these five
cases revealed surprisingly similar lessons learned.

Synopses of Reforms

lowa Public Employees’ Retirement
System (IPERS)

To address significant investment losses and liabilities
caused by the failure to fully fund employer ARCs since
2002, the state legislature passed several relatively
minor reforms to its contributory defined benefit plan
in 2010. IPERS is managed by an executive director,
who receives recommendations from the department’s
Investment Board and Benefits Advisory Committee
(BAC). The BAC is composed of four employer and four
employee representatives plus one public member. It is
responsible for providing recommendations and advice
to the state legislature and IPERS staff on benefit levels.
At the beginning of the reform process, IPERS admin-
istrative staff and the BAC reviewed options prepared by
an outside actuary and decided upon a set of recommen-
dations to present to the state legislature. The approved
changes® retained the IPERS defined benefit plan essen-
tially intact, but increased the vesting period, the penalty
for early retirement, the years included to calculate final
average salary, and both the employers’ and employees’
contribution rates, to a combined total of two percent.
The reforms provided guarantees for both employers and
employees by lowering the amount that future contribu-
tion rates can be increased in any one year from one
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percent to 0.5 percent. Because the changes affected not
only future but also current employees, the reform pack-
age included transitional provisions for employees close
to retirement, which helped to avoid mass retirements in
advance of reforms. IPERS developed a comprehensive
member communications plan to explain the reforms
and transitional provisions.

Oregon Public Employees Retirement
System (OPERS)

The Oregon legislature passed comprehensive pension
reform in 2003, slowing liability increases to three to
four percent annually and reducing forecasted employer
contribution rates to half their anticipated pre-reform
levels. Beginning in the early 2000s, actuarial studies
predicted significant increases in unfunded liabilities due
primarily to significant payouts to employees under the
OPERS money match system.* Retirees could also choose
a traditional formula defined benefit, but rarely did so
because the money-match formula was more lucrative.

In 2000, four local governments® filed suit against
OPERS citing outdated actuarial factors, the variable
match that employers paid, and the earnings crediting
applied to member accounts. The governments’ initial
legal victory in 2001 empowered them to lobby the leg-
islature for pension reform. In addition to working with
the legislature, the local governments also effectively
used the media to gain support for their position that the
current benefit levels were financially unsustainable.

By late 2002, the political climate was open to
reform and bills moved quickly through the legislature
in 2003. The speed at which the bills moved caught
the public employee unions off guard. They did not
anticipate either the breadth of the reform proposals or
the level of support in the legislature, particularly the
Democratically controlled senate. The unions imme-
diately sued OPERS over the new legislation, and the
court eventually ruled that changes that retroactively
affected employee benefits were unconstitutional.

The final reform laws were sweeping, the most
significant being the creation of an Individual Account
Program (IAP) for employee contributions rather than
the OPERS account from which the money-match for-
mula benefit is calculated. Though the Oregon Invest-
ment Council invests the funds on behalf of employees,
the IAP funds are treated like a defined contribution
program with investment risk born by the employee. By
redirecting employee contributions to the IAP, the OPERS
accounts will only increase in value through investment
earnings, making the money-match option less attractive
than the defined benefit plan over the long term.

The process also created the Oregon Public Service
Retirement Plan (OPSRP), a new pension structure for
employees hired on or after August 29, 2003. OPSRP
decreased the defined benefit formula from 1.67 to 1.5
percent multiplier for general employees, increased
the retirement age to 65, and directed all employee
contributions to the individual account program. The
legislation also created a new pension board to increase
fiduciary responsibility over OPERS.

Vermont State Teachers’ Retirement
System (VSTRS)

In 2006, Vermont began making changes to VSTRS to
address growing unfunded liabilities, including using a
new actuarial methodology that would more accurately
reflect the fund’s value and committing to fully fund-
ing its ARC. The steep decline in investment earnings in
2008 greatly increased VSTRS’s projected ARC from 7.41
percent in FY2010 to 10.82 percent of payroll in FY2011,
resulting in a 53 percent increase in the state’s general
fund obligation to VSTRS. To address the shortfalls, the
legislature created a commission to review and make
recommendations for improving the long-term financial
viability of the state’s two primary retirement systems.
The commission relied on data and analyses from
both the state treasurer and independent pension
experts, as well as a series of guiding principles. The
principles stated that the pension benefit should act as
an incentive for employee recruitment and retention;
provide retirement security; and be sustainable, afford-
able, fair to workers and taxpayers, and equitable for all
parties. The commission held a series of public meet-
ings before issuing its recommendations to solicit pub-
lic input. One potential obstacle to implementation of
the commission’s work was the absence of an officially
appointed employee or retiree representative among its
membership. That exclusion served as a rallying point
for unions to oppose commission recommendations.
The unions, particularly the Vermont National Educa-
tion Association (NEA), were effective in keeping their
members informed of the commission’s efforts and help-
ing them reach out to legislators. Though the recommen-
dations ultimately did not affect retirees, the Vermont
Retired Teachers Association (VRTA) was also active in
supporting NEA’s positions on the recommendations.
This activism was so successful that the senate president
directed the state treasurer to reach a compromise with
the NEA before the legislature would act on any recom-
mendations. A compromise was achieved in January
2010, and the legislature passed the reform package in
April 2010.
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The final changes to the pension plan included
raising the normal retirement age for employees more
than five years from retirement, increasing the maxi-
mum benefit from 50 to 60 percent of the annual final
calculation (AFC), expanding retiree health benefits
to include spouses, limiting increases in the AFC, and
increasing employer and employee contributions.

Gwinnett County, Georgia

In 2007, Gwinnett County took over management of its
pension fund and closed its defined benefit plan to new
employees, offering them a defined contribution plan
instead. The changes were made because the county
wanted to:

® gain more control over its pension assets rather than
relying on the state county association’s pooled
asset fund; and

e control pension cost increases and attract younger
professionals to county service who were less moti-
vated by a traditional defined benefit plan.

Senior administrative staff drove the reform process,
researching and analyzing the benefits and chal-

lenges of a countywide defined contribution system.
The county had previously implemented an optional
defined contribution plan for its exempt employees that
provided a foundation for a broader countywide sys-
tem. Under the optional plan, the county contributed 11
percent of salary to an employee’s retirement account.
That defined contribution plan was fairly popular,
although a few employees who transferred their retire-
ment funds from the defined benefit to the defined con-
tribution plan suffered significant financial losses. This
outcome was a serious concern to administrators when
developing the countywide plan and prompted them to
make investment education a high priority when select-
ing a plan administrator.

The county commissioners supported the reform
proposals, which went into effect with no opposition
from the public or from current employees, because the
reforms did not affect their pension benefits. Under the
new plan, the county contributes seven percent of sal-
ary into employee accounts and adds an additional one
percent to their 401(a) accounts when the employee
contributes 2.5 percent to a 457 account.

Implementation of the new defined contribution plan
and the county’s role in assuming management of the
defined benefit funds went very smoothly. Some county
employees voiced concerns about the security of their
pension assets under the new pension system, but those
concerns were quickly allayed through communication

efforts and the success of the pension board and county
staff in managing the defined benefit fund’s assets.

Houston Municipal Employees Pension
System (HMEPS)

From 2003 to 2008, the pension system for Houston city
employees had undergone a series of reforms designed
to reduce long-term liabilities while still providing a
strong retirement benefit. Liabilities for HMEPS spiked
in the early 2000s after the city approved a significant
pension benefit increase® for current and future employ-
ees, which was followed by a series of investment
losses for the pension fund.

Initial reform efforts began in 2003, including a
change in the composition of the HMEPS board of trust-
ees and requiring that both the HMEPS board and the
city council agree on modifications to statutory pension
benefits. In 2004, citizens approved a referendum that
allowed the city to modify pension benefits for current
employees.

Following the referendum, the city’s administration
and HMEPS held a series of negotiations to change
pension benefits. Pension amendments were approved
in 2004, 2005, and 2007. The initial changes reversed
some of the pension benefit increases initially approved
in 2001. The 2005 reforms focused on expanding the
financial expertise of the HMEPS Board by granting the
city comptroller an appointed seat. The 2007 amend-
ments created a new pension class for employees hired
on or after January 1, 2008. Changes for the new class
included a lower defined benefit multiplier and no
cost-of-living increases after retirement, but required no
employee contribution. The expectation is that employ-
ees will invest a portion of their salaries in a deferred
compensation plan to supplement their defined benefit.

Role of Stakeholders in the Reform
Process

Organized Labor

The role of public sector labor organizations in the reform
processes varied significantly among the five cases.

¢ In Iowa, unions played a key role, in part, because
the four seats dedicated to employees on the
Benefits Advisory Committee are currently held by
union representatives.

¢ In Vermont, the strength of the unions was most
apparent. Originally, public sector unions were
excluded from the reform process, but their leaders
rallied members, resulting in the senate president
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requiring the state treasurer, who was heading the
reform commission, to work with the National
Education Association (NEA) to develop a compro-
mise plan.

e Though labor unions in Oregon have been histori-
cally very strong in state and local government, they
were less successful during the 2003 reform effort
when employers were able to effectively lobby the
state legislature for significant changes to the pen-
sion system over the unions’ objections. The unions
sued the Public Employees Retirement System over
the new laws and were successful in having a few
important provisions declared unconstitutional.

¢ In both Houston and Gwinnett County, unions
played little role in the reform process. However,
the Houston Municipal Employees Pension System
(HMEPS) has a culture of strongly supporting mem-
bers, which served to ensure that employee interests
were considered.

Other Stakeholders

Except for Vermont, the reforms involved relatively
little input from business groups, retirees, or the public.
The reform processes and negotiations involved “insid-
ers” or key stakeholders such as the pension adminis-
trators and their boards, employers, labor unions, and
the elected body passing the new laws or ordinances.
In Gwinnett County, the reform process was driven by
the county’s senior administrative and finance staff
with final approval coming from the county commis-
sion. In Houston, the HMEPS board negotiated with the
city council on the reform provisions while, in Iowa,
the IPERS Benefits Advisory Committee (BAC) and
administrative staff recommended pension changes
to the state legislature. Cities in lowa raised some
concerns about increasing contributions, and the BAC
decided against reducing the defined benefit multiplier
when objections were raised by constituent groups.
However, these parties were not directly involved in the
reform process. Though the media reported on pension
reform in Oregon, this did not translate into engage-
ment of the general public or special groups such as
retirees or business groups. This may be because the
public and business groups supported reforming the
Oregon pension system and retirees knew they would
not be affected by any changes.

Perhaps because of the unions’ public outcry
about benefits, more stakeholders became involved
in Vermont’s pension reform process. The Vermont
Retired Teachers Association was active in supporting
current employees in their opposition to the original

proposals offered by the reform commission. Though
retired teachers were not directly affected by the
proposals, they supported NEA and wanted to help.
Retired teachers personally engaged legislators, who
in many cases were their former students. On the
opposing side, the Vermont Business Roundtable held
public meetings and published a blog calling for a
defined contribution plan for Vermont’s state and local
employees in order to reduce long-term costs. That
effort was unsuccessful.

Lessons Learned

Even with all the differences among the cases, several
significant themes emerged that may prove useful for
other governments undertaking pension reform. The
lessons transcend not only the size of the governments
or pension systems, but also the extent of reform that
occurred, suggesting broad applicability. Though some
of the lessons may seem to be common sense, these
fundamental messages can be lost in the pressure-filled
atmosphere of pension reform or the daily workload of
pension management.

1. View changes within the context of human resource poli-
cies and personnel needs. When confronted with increas-
ing pension liabilities, it can be easy for policy makers
to focus exclusively on cost reductions rather than

on pension reform options within a human resource
framework. Pension reform that results in diminish-
ing a government’s overall personnel goals can be
counterproductive.

Several of the persons interviewed mentioned the
importance of ensuring that pension change does not
impair the government’s ability to recruit and retain
quality employees. When the Vermont legislature cre-
ated its retirement commission to analyze and propose
retirement reform options, one of the guiding prin-
ciples was the retention of high-quality employees and
maintenance of a stable workforce. Similarly, Gwinnett
County carried out recruitment studies before moving
to a defined contribution plan and found it would help
meet their goal of recruiting young professionals.

2. Use good data from high quality experts to understand
the problem. All governments and their pension man-
agers believe they are using good data. This lesson
addresses the value of independent experts and the
importance of reviewing assumptions used in actuarial
forecasts. In addition, changing independent actuaries
periodically will provide a fresh set of eyes to examine
a government’s personnel and pension situation, par-
ticularly as it relates to forecast assumptions.
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For all five governments studied, good data and
expertise played an important role in their reform
stories. In Houston, inaccurate actuarial assumptions
and incorrect data led to severe cost underestimates
for a 2001 pension benefit increase. In Oregon, not
fully appreciating the impact of its pre-reform money-
match system led to projections of significant liability
increases. In Vermont, a change in actuarial methods
better reflected funding needs and highlighted VSTRS’s
underfunding, which ultimately led to pension reform.

The value of quality information to support and
guide pension reform cannot be understated. After the
market collapse of 2008, Iowa enlisted a new actuary to
provide a comprehensive analysis of all possible adjust-
ments to the IPERS system. An outside actuary was hired
again to assist the IPERS Benefits Advisory Committee
and administrative staff for the 2010 reforms. Vermont’s
pension reform commission and Gwinnett County relied
heavily on both in-house experts and outside actuaries
for analysis of reform proposals. The Oregon post-reform
board hired a new actuary to provide multiple actuarial
estimates based on different scenarios to help the board
make its decisions. The Gwinnett County administra-
tor, who oversaw the pension reform process, stressed
the importance of hiring high quality experts, including
actuaries, attorneys, and fund managers, to ensure the
pension system stays on track.

3. Foster strong communication by sharing information and
reaching out to constituents. Information sharing among
stakeholders can remove barriers and create an atmo-
sphere that supports compromise and better outcomes.
In addition, effective communication and openness can
reduce confusion and concern among both employers
and employees after reforms are approved. In Iowa,
clear expectations of stakeholders created a climate
of openness and enabled fair negotiations. IPERS also
created a successful communications plan to inform
employees about its reforms. In contrast, Gwinnett
administrators did not anticipate the employee rumor
mill when developing and approving its pension system
changes, which created employee anxiety. To overcome
this stress, the county held several meetings to explain
the changes, leading to employees better understanding
the reform and eventually accepting it. Since the 2007
reform, Houston has placed a high priority on com-
munication and created a position whose main respon-
sibility is to share information with all stakeholders,
including the city administration, pension board, state
legislature, employees, and the public.

The cases also demonstrate that effectively commu-
nicating with constituents can be a key advantage for

improving one’s position in the reform process. In Ver-
mont, union leaders quickly reached out to members,
who made their disappointment with the proposals
known, communicating directly with legislators. As a
result, the state treasurer was directed to negotiate with
the union’s leaders to reach a compromise solution.

In Oregon, the public employee unions were sur-
prised by the breadth of the reform proposals, the
widespread political support for pension reform, and
the speed at which the reform process took place in the
legislature. As a result, they were not prepared to rally
their members to lobby the legislature and governor. One
union representative’ stated that the need to commu-
nicate quickly and effectively with members was a key
lesson from the Oregon reform process.

4. Don’t underestimate the importance of careful planning
and thorough evaluation of proposed changes. Pension
reform often involves complex issues with significant
financial impacts, highlighting the importance of plan-
ning and evaluating proposed changes. In the charged
political atmosphere in which reform often occurs,
finding the time for comprehensive analysis can be
difficult, but the cases demonstrate the need for careful
planning and thorough analysis. Gwinnett County took
nearly two years to plan for its new pension system.
Because the reform was internally driven and did not
require the support of the state legislature, staff took
the time to analyze, review, and debate the benefits and
risks of moving to a defined contribution plan. They
also planned carefully for what proved to be a smooth
implementation process.

Vermont’s reform commission also made it a prior-
ity to evaluate proposals carefully, starting its analysis
with a set of guiding principles and then looking at a
variety of options before releasing its recommenda-
tions. The Iowa Benefits Advisory Committee and staff
also thoroughly reviewed reform options before making
a final recommendation to the legislature.

5. Include pension administrators when crafting new poli-
cies and consider implementation with policy changes.
Smooth implementation of public pension reform is
particularly important because of the potentially nega-
tive effects on employees and the public if it leads to
mass retirements and lower service levels. Policymakers
can greatly benefit from consulting with their pen-
sion administrators about two key questions: Are the
proposed changes allowed under state and federal law,
and what are the practical implications of the proposed
changes and the potential impact on retirements?

In Towa, Houston, and Gwinnett County, the pen-
sion administrators played key roles in reviewing
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proposals with implementation in mind. The Iowa
advisory committee and staff originated the reform
proposal for the legislature, and the Houston pension
administrators worked closely with the city council in
negotiating pension changes. Like Iowa, the Gwinnett
County administrators who drafted the proposals were
also responsible for their implementation. In Vermont,
the VSTRS professional staff provided ongoing support
to the study commission, which also sought advice
from pension officials from other states and hired
special counsel to examine the legality of reforming
the pension plan structure. These efforts resulted in
special transitional provisions in lowa, exemptions for
employees near retirement in Vermont, and a new class
of employees for pension purposes in Gwinnett County
and Houston. These actions helped prevent mass retire-
ments and legal challenges to the reforms.

The opposite situation occurred in Oregon, where
pension staff were not asked to review the legisla-
tion for its legality or implementation implications.
Labor groups sued OPERS over the new legislation,
and provisions that would have retroactively affected
employees were eventually declared unconstitutional.
Implementation of the new laws was extremely difficult
and stressful. Staff had less than five months to develop
implementation rules, design a new defined benefit
system, create individual retirement accounts for all
active employees, and begin installing a new computer
system to manage data changes. Because the laws as
passed would have negatively affected some existing
employees, several thousand employees retired before
the reforms took effect, creating an extremely stressful
period that left the organization “shell shocked.”®

6. Fully fund the annual required contribution. Recommend-
ing that employers fully pay their annual required con-
tributions (ARC) is not new, and the cases reinforce this
point. In Iowa, employers had not fully paid their ARCs
since 2002, which contributed to the system’s growing
unfunded liabilities and need for reform in 2010. This
occurred, in part, because the state legislature had not
increased the statutory employer contribution rate to
what was necessary to fully fund the ARC even though
IPERS recommended doing so as early as 2003. Simi-
larly, in Vermont, the state legislature chose for several
years before the 2010 reform to pay less than the full
ARC, which contributed to the system’s underfunding.
To change that habit, the Vermont legislature made a
commitment to fully fund the ARC beginning in 2006.
Gwinnett County and Oregon both had a history of
funding their ARCs. In fact, Oregon state law requires
OPERS employers to do so. In Gwinnett County, the

strong culture of fiscal prudence and maintenance of its
AAA bond rating served as the incentive. Not surpris-
ingly, employers from both these cases independently
cited fully paying the ARC as an important recom-
mendation for other governments seeking to ensure a
fiscally sustainable pension system.

7. Appreciate the importance of a strong board. Several

of the cases reflect the importance of having a strong
board to effectively lead a pension system. In Iowa,

the Benefits Advisory Committee (BAC) is represented
by employees and employers who have high levels of
expertise, which allowed negotiations and tradeoffs
between employers and members to occur at this level
rather than externally. Once the BAC agreed to a reform
package, the state legislature felt comfortable approv-
ing the changes because of its confidence in the board’s
capability. Likewise, in Houston, HMEPS was a key
negotiator in the reform process, working with the city
council to create a compromise reform package. Board
expertise was also an important consideration, and the
2005 reform specifically focused on broadening the
HMEPS board’s financial expertise. Oregon’s public
employers considered creation of a new pension system
board to be a very important part of the reform effort.
The new board was charged with focusing on fiduciary
responsibility, long-term thinking, and new ideas.

The make-up of a pension board, in both expertise
and representation, is a key factor in its success. When
taking over management of its pension fund, Gwin-
nett County created a new board with a strong focus on
financial expertise. Senior administrators also recognized
the importance of employee involvement in the board
to gain the trust and support of county employees. As a
result, employees hold two of seven board seats.

8. Recognize the importance of investment education. In
three of the cases, the governments moved to share
greater investment risk with employees, reflecting a
small but growing national trend. This shared risk
requires that employees have a much greater under-
standing of investment strategies and that employers
assume some fiduciary responsibility for protecting
employee investments through education. Gwinnett
County made investment education an important com-
ponent in its search for a pension administrator, and
the pension board and county administration continue
to focus on how to improve it. An important lesson
from Gwinnett County is that effective pension educa-
tion requires significant effort because it involves a
major cultural shift for many employees who have no
background in personal finance or retirement investing.
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Houston and Oregon both created new plans in
which employees will take on additional investment
risk. In Houston, the newest tier of pension benefit has
an implied expectation that employees will contribute
to a deferred compensation plan to enhance retirement
income because the city lowered the defined benefit
pension multiplier and removed cost-of-living increases,
while not requiring employee contributions. Though the
Oregon Investment Council invests contributions to an
individual account program (IAP) on behalf of employ-
ees, thus not requiring employees to engage in invest-
ment choices, employees still hold the risk if investment
returns are poor. Currently, employees are generally
satisfied with the Investment Council’s decisions. How-
ever, employees may be required to take more control
over their investment decisions in the future—which
reinforces the need for sustained education.

Impact of Reform

The pension reforms covered in this report will continue
to affect employers and employees in potentially positive
and negative ways. For all five cases, the goal of improv-
ing long-term financial sustainability was achieved,
enabling the governments to continue offering the retire-
ment benefits. Where reforms affect only new employ-
ees, it will take longer to achieve cost savings.

Here is a summary of financial results in the five
cases:

e JTowa: Decreased unfunded liability by $634 million
and reduced the amortization period from infinity to
34 years.

¢ Oregon: Employer liabilities are increasing at just
three to four percent annually and employer rates
are half of anticipated pre-reform levels.

e Vermont: Projected financial savings of $15.3 mil-

lion in FY 2011, increasing to an estimated $22.9
million by FY 2020

¢ Gwinnett County: The defined contribution plan
includes nearly half the county’s employees, yet
contributions to it are less than one-third of the
required contribution for the defined benefit plans.

¢ Houston: The funding status increased from 46.1
percent in FY 2003 to 70.1 percent after the first
round of reforms. By 2007, the city’s contribution
had dropped to 17 percent of payroll from a pro-
jected high of 50 percent after a benefit increase in
2001.

The impacts of the reforms on recruitment, retention,
and employee morale cannot be fully assessed, given
how recently some of them were implemented in sev-
eral cases. However, initial feedback indicates that the
changes have not negatively affected human resource
departments’ ability to recruit and retain employees.

A definitive conclusion will not be known until the
governments are financially able to hire new employees
at closer to normal rates and general unemployment
decreases. The statewide systems are less likely to have
recruitment and retention issues related to pension
benefits because comparable local employers will have
the same pension plans.

The reforms also demonstrate that fiscal sustainabil-
ity may require reduction in benefits, higher employee
and employer contributions, and/or a shift of invest-
ment risk from employer to employee. Employees likely
will need to take more control over their retirement by
saving more and using multiple income sources, such
as deferred compensation plans, Social Security, and
private savings. This growing complexity in financial
planning will also require public employees to become
more financially literate. If this education does not
occur, public sector employees could face the same risk
of insufficient retirement income and the need to work
years longer than anticipated, a problem that many
private sector employees are confronting today.
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lowa Public Employees’

Retirement System
Snapshot

Iowa’s statewide population is just over three million peo-
ple with a median household income of $50,721, based
on 2010 census data. Retirement benefits for most public
employees are administered by the Iowa Public Employ-
ees’ Retirement System (IPERS), which had 165,660 active
members and 93,692 retirees receiving benefits in 2010.
IPERS is a contributory defined benefit plan.

In 2010, the Towa State Legislature passed a series
of reforms to the state’s public pension system. Despite
a good track record of fiscal health, consecutive years
of investment losses demanded that stakeholders begin
to examine systemic reforms that would help the state
pension system return to a healthy funding status.

About the lowa Public Employees’
Retirement System

Unlike many pension plans, IPERS is not an inde-
pendent agency. The lowa Code establishes it as unit
within the governor’s office with the governor and state
legislature functioning as the plan sponsors.’ Together,
they determine who can participate, establish benefit
levels and funding formulas, and monitor performance
against established goals. Iowa public employees are
also covered by Social Security.

IPERS is run by a chief executive officer, who is
responsible for implementing the benefits program
established by the plan sponsor. IPERS has three
divisions:

¢ an investment division that shares responsibility for
growing the fund and carries out policies set by the

IPERS Investment Board

e an operations division that oversees day-to-day
administration of the pension system

e a benefits division that acts on recommendations
made by the IPERS Benefits Advisory Committee
(BAC).

The IPERS Investment Board is charged with
reviewing actuarial findings and adopting actuarial
assumptions and investment policies. The Board has
seven voting members and four nonvoting members.
The voting members include six members appointed
by the governor, including three public representa-
tives who are not IPERS members but have significant
investment experience, and three IPERS members,

including one current participant employed by a
school district, area education agency, or merged area;
one active member who is not employed by a school
district, area education agency, or merged area; and
one retired member. The final voting member of the
IPERS Investment Board is the state treasurer. Nonvot-
ing members include two state representatives and two
state senators who are appointed by the majority and
minority parties of the legislature.

The IPERS Benefits Advisory Committee (BAC) meets
quarterly and is charged with making benefit recommen-
dations to the state legislature and IPERS administrative
staff. The BAC has nine voting members including four
representing employers, four representing IPERS mem-
bers, and one public member. Of the four IPERS member
representatives, one must be from a group that repre-
sents teachers. Although Iowa is a right-to-work state,
which means that the state is not required to recognize
employee groups for collective bargaining purposes, the
state ensures that the BAC represents both employees
and employers vested in the IPERS system. The IPERS
structure is summarized in the following chart.

Figure 1. IPERS Organizational Structure
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Source: 2010 IPERS Comprehensive Annual Financial Report (p. 16)

IPERS has three membership classes, each with dif-
ferent contribution rates and benefits. The majority of
IPERS members are in the regular class, with only sheriffs,
deputy sheriffs, and those working in protection occupa-
tions falling into the second and third classes, respectively.

Pension History

IPERS was established in 1953 as a money purchase
system that calculated benefits based on contribu-
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tions.!® Today, it is a contributory defined benefit plan
that provides benefits based on a formula using a mem-
ber’s years of service, a multi-year average wage, and a
multiplier based on years of service.!

Tight constraints on IPERS benefits were in place
before the late 1990s. In 1998, a $32,000 cap on available
salary to be used in benefit calculations was lifted. At
that time, a hybrid cost-of-living adjustment (COLA) was
introduced in the form of a dividend account that would
be available for payout to post-1990s retirees, provided
a certain level of earnings was realized.'* These benefit
increases made the IPERS benefits package more compa-
rable with many other state pension plans at the time.™

Throughout the early 2000s, IPERS maintained a fairly
solid ratio of assets to liabilities and controlled growth of
its unfunded actuarial accrued liability (UAAL). The 2008
stock market collapse changed the fund’s status dramati-
cally, as shown in the following chart. [The following
chart came from pg. 22 of http://www.ipers.org/
publications/misc/pdf/financial/cafr/cafr.pdf]

Figure 2. IPERS UUAL and Funding Ratio: FYO1-FY10
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Source: 2010 IPERS Comprehensive Annual Financial Report 2010

Three consecutive years of losses compared to actu-
arial assumptions prompted IPERS staff and the BAC to
commission a 2003 actuarial study, which recommended
an increased statutory rate from 9.45 percent of salary
to 13.45 percent. The state legislature did not act on
this recommendation until the latest market downturn
prompted the need for pension reforms. After the 2008
market collapse, the BAC enlisted an actuary to provide
a comprehensive analysis of all possible adjustments to
the IPERS system, including examinations of what con-
tribution rate was necessary to sustain current benefit
levels and what multiplier would be needed to sustain
current contribution rates.™ It was determined that the
system could not rely on investment recovery alone and
that systemic changes were needed.

What Happened?

In 2008 and 2009, the deepest recession in IPERS’s
57-year history led to back-to-back investment losses
and a precipitous drop in its funding ratio.!* The fol-
lowing chart shows the history of the IPERS investment
portfolio.

Figure 3. Growth of Net Investment Portfolio Assets,
fiscal years ended June 30
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Source: 2010 IPERS Comprehensive Annual Report, p. 139

Another factor that contributed to the drop in IPERS’s
funding ratio was a failure to pay the annual required
contribution (ARC) consistently.’® Since 2002, IPERS
employers have failed to pay the full ARC,"” which has
added more than $1 billion to the total unfunded liabil-
ity.!® The following chart shows the percentage of ARC
contributed from FY 2001-2010.

Figure 4. IPERS ARC and Percent Contributed: FYO1-FY10
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Pension Reform

Adopted Reforms. As a result of the drop in investment
returns in 2008 and 2009, the Iowa legislature enacted
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pension reforms in 2010. The BAC and IPERS adminis-
trative staff suggested these changes after reviewing the
options presented to them by the actuary hired to study
proposed reforms. The following adjustments affecting
members of IPERS’ regular class will be effective July 1,
2012.1

e The vesting period for new employees will increase
from four years to seven years.

e The penalty for early retirement (retirement before
reaching one of three normal retirement rules—age
plus years of service, age 62 with 20 years of ser-
vice, or age 65) will increase from three percent to
six percent for each year before age 65.

e The number of years used to calculate final average
salary for benefits will increase from three years to
five years.

The amount that the contribution rate can be raised
or lowered annually will change from 0.5 percent to
one percent.? The reform package also included a one-
time increase of two percentage points (11.45 to 13.45
percent) in the total employee and employer contri-
bution rate effective July 1, 2011. Before the FY 2008
increase of 0.5 percent, the legislature had not changed
contribution rates since 1979.%

The following table shows the recent IPERS contri-
bution history:

Table 1. IPERS Contribution History, FYO7-FY10

‘ Member Employer Total
Year Contribution Contribution | Contribution
FY 2007 3.78% 5.67% 9.45%
FY 2008 3.98% 5.97% 9.95%
FY 2009 4.18% 6.27% 10.45%
FY 2010 4.38% 6.57% 10.95%
FY 2011 4.58% 6.87% 11.45%
FY 2012 5.38% 8.07% 13.45%

Transitional Provisions. The adopted reforms apply to both
current and new IPERS members. To address concerns
about the security of accrued benefits, the reform pack-
age also included some transitional provisions. For exam-
ple, IPERS provides members with a “benefit snapshot”
that allows them to choose between the benefit calcu-
lated using the highest average three years of salary as of
June 30, 2012, or the benefit calculated using the highest
average five years of salary as of the date of retirement.
This was put in place to address any concern that the

changes would result in members receiving less benefits
under the new rules than they would have under the
previous rules. Eventually, inflation will ensure that, for
most, the highest average five years of salary produces
the highest benefit.

IPERS also enacted transitional provisions to deal with
early retirement. Members electing to retire before the
normal age may still do so with a three percent penalty on
years of service prior to the new rules taking effect on July
1, 2012. The six percent penalty is only applied to years
that are worked after the reforms take effect.

The transitional provisions made the process easier
for current IPERS members and helped avoid a poten-
tial mass retirement of the state and local workforce
ahead of the reforms. They also provided assurance to
current employees that, in addition to returning the sys-
tem to stable funding status, IPERS sought to provide
the best possible pension benefits.>

Negotiation Framework and Alternative Proposals. The
adopted reforms passed without a great deal of dis-
sent. However, some stakeholders expressed concerns
about the nature of the reforms, and some alternatives
were proposed. Iowa cities said increased contributions
would add to their fiscal pressures, perhaps resulting
in employee layoffs. The legislature has introduced a
bill proposing a delay of the contribution rate increase
by one year.?® The BAC also considered dropping the
multiplier to less than two percent per year, but con-
stituent groups determined that such a low multiplier
would significantly alter the benefit offered to public
employees.?

With regard to retirement eligibility rules, Iowa teach-
ers found the 62/20 rule (retirement eligibility at age 62
with 20 years of service) to be valuable. Many partici-
pants also were reluctant to see changes to the Rule of
88 (retirement eligibility when age plus years of service
equals 88). As a result, IPERS and the BAC did make
material changes to eligibility requirements at this time.

Between 1998 and 2002, IPERS and the BAC had
considered creating a defined contribution plan to
supplement the current defined benefit plan. However,
they found that personal disposable income among
public workers was insufficient to consider adoption
at that time, so no in-depth analysis was conducted to
determine its feasibility or savings. Some state legisla-
tors preferred this option, but lack of support prevented
it from getting serious consideration.*

Communication. IPERS developed a series of compre-
hensive information resources that were distributed
and made available on its public website to ensure that
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accurate information was provided to all employees,
and to dispel any rumors about the intent or effect of
the reforms.

In the summer of 2010, IPERS released a series of
documents in various formats designed to present infor-
mation on benefit changes for IPERS members, including
example calculations and dates of effective changes.*

Reform Results. Though many of Iowa’s negotiated
reforms have not yet taken effect, a significant reduc-
tion in the system’s unfunded liability is already shown
in the FY2010 IPERS Actuarial Report. Most public
retirement systems carry some amount of unfunded
actuarial accrued liability (UAAL). Unfunded liabilities
occur whenever benefits are added or losses are recog-
nized and must be amortized over a measurable time
period to set a pension plan on a sound funding path.
With the increase in contribution rates that was passed
with the 2010 legislation, IPERS now has a manageable
approach to amortize its unfunded liability. Based on
the actuarial valuation as of June 30, 2010, the benefit
changes decreased the IPERS unfunded liability by
$673.9 million. In addition, the amortization period is
now 34 years, which is the first valuation in nine years
that shows an amortization period less than infinity.

Challenges and Benefits

One advantage Iowa had at the outset of the reform
process was how pension contributions are handled

in state law. According to lowa law, contributions are
divided 60/40 between the employer and employee.?”
Since the statute provides clarity to all stakehold-

ers, there were fewer fears that employees would be
required to contribute more without employers also
picking up more of the tab. This created a climate of
open, fair negotiations in the BAC in which participants
knew what would be expected of their group.

Having a fully representative Benefits Advisory Com-
mittee was essential to successful negotiations. Since the
BAC features a diverse and comprehensive representa-
tion of IPERS stakeholders, the political negotiations and
trade-offs took place at the committee level. This opened
the door for relatively smooth action at the legislative

level, since legislators can be confident that what comes
out of BAC deliberations has been thoroughly debated
and refined. The BAC takes its role seriously and expects
members to have a high level of financial expertise.
Members of the legislature, who have less expertise on
pension issues, recognize the value of the professional
backgrounds that BAC members bring to the table.

Lessons Learned

The following lessons emerged from the IPERS reform
experience.

1. Realize the magnitude of the problem. The IPERS
administration and the BAC recognized that the system
had a significant funding problem requiring material
changes. Some Iowa legislators believed that the system
could invest its way out of trouble without changing
contribution levels or modifying benefits. The IPERS
administration and the BAC moved quickly to lay out
the facts and provide focused, long-term strategies for
addressing the growing unfunded liability.

2. Be pragmatic in approach. Pension funding issues can-
not be solved overnight. Incremental steps to “course-
correct” are effective because of the long-term nature
of a pension system. IPERS understood this and elected
to make incremental reforms to contribution levels and
benefits that would have long-term impacts rather than
looking for a short-term solution such as issuing a bond
to cover outstanding debt.

3. Survey the possibilities. Before deciding on changes,
IPERS and the BAC considered a wide range of possible
adjustments as presented by their professional actuary.
While various stakeholders preferred some changes
over others, everything was given serious attention
before agreeing on the final change package.

4. Ease pension plan members through the change process.
When changes to a retirement system are discussed
publicly, members and retirees often question whether
or not their benefits are secure. To ease their concerns,
IPERS made transitional provisions and provided mem-
bers with accurate and timely communications.
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Oregon Public Employees

Retirement System
Snapshot

Oregon’s statewide population is 3.8 million people
with a median household income of just under $50,000,
based on 2010 census data. Retirement benefits for
public employees are provided by the Oregon Public
Employees Retirement System (OPERS), which had
178,606 active members and 110,724 retirees receiving
benefits in 2010. OPERS is a defined benefit plan.

In 2003, the state overhauled its retirement system
to slow the growth of its unfunded liability to about
three percent annually and reduce employer contribu-
tion rates to half their anticipated pre-reform levels.?
However, the reform process was not collaborative,
resulting in a stressful implementation process and a
series of lawsuits. The major stakeholders involved
learned valuable lessons during this overhaul lead-
ing to the potential for more effective future reform
processes.

About the Oregon Public Employees
Retirement System

In 1945, Oregon established the Public Employees
Retirement System (OPERS), which provides retire-
ment benefits for employees in the state and general
and single purpose local governments. As of Decem-
ber 31, 2009, the system included 900 employers and
328,647 members (active, retired, and inactive), or
about 95 percent of the state’s public employers and
employees. Of those members, 25 percent are state
government employees. OPERS manages $50.6 billion
in assets.?’ Public employers are required to negotiate
with employees, including issues related to compen-
sation.*® Oregon public employees also participate in
Social Security.

OPERS originated as an account-based pension plan
that used a money-match method to calculate ben-
efits. This was supplemented in the late 1960s with a
formula-based benefit because the existing benefit did
not provide an adequate retirement. The formula ben-
efit was replaced for new hires with another formula
benefit in the early 1980s. Retirees receive the highest
of three benefit calculations for which they qualify. Due
to high earning rates to member accounts in the 1980s
and 1990s, the money-match calculation became the
dominant choice and continued to be so even after the
2003 reform. More recent retirement reforms will gradu-

ally shift employee benefits to the traditional defined
benefit formula option over the next decade.

The Oregon money-match retirement formula
requires the employer to match accumulated contri-
butions and earnings in an employee’s account upon
retirement. The total is used to fund a lifelong annuity
for the employee. An employee’s account balance is
equal to his or her contributions plus investment earn-
ings. Employers make annual contributions based on
actuarial estimates of what funds will be needed to pay
for their employees’ projected benefits, taking into con-
sideration key factors including employees’ ages, years
of service, and estimated life spans.

The OPERS Board sets employers’ contribution rates
biennially to coincide with the state’s fiscal budget.
Since all Oregon local governments are on the same
July 1 fiscal year, there are no timing conflicts between
setting rates and developing local budgets.

The Oregon Investment Council (OIC), headed by
the Department of Treasury, is responsible for OPERS
investing. The OPERS executive director is a non-voting
member on the OIC. The OIC has historically been very
successful in its investing practices and OPERS board
members,* staff, and labor groups are comfortable with
the OIC continuing to manage OPERS investments.

Because of benefits adjustments over the years,
public employees fall into one of three groups with
different benefits in each—tier one for employees hired
before January 1, 1996; tier two for employees hired
between January 1, 1996, and August 29, 2003; and
the Oregon Public Service Retirement Plan (OPSRP) for
employees hired on or after August 29, 2003.

Pension History

Benefit Growth

Though the initial benefits for OPERS were quite mod-
est,’? they expanded over time, particularly in the 1970s.
In 1975, state law required OPERS to assign a minimum
or floor earnings to members’ accounts equal to the
assumed earnings rate. At the same time, the earnings
rate was increased from 5.5 percent to seven percent,
and OPERS began crediting member accounts above the
assumed earnings rate. If OPERS investments earned
more than the assumed rate, additional dollars were
deposited into active member accounts to reflect the
actual earned rate. OPERS could have kept the extra
funds in reserve to offset years when investments were
below the assumed earnings rate, but chose not to do so.
By the 1990s, members were receiving investment
credits worth as much as 21 percent while the lowest
credit was still 12.5 percent, an indication of just how
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successful the state’s investment strategy had been. In
1989, the assumed earnings rate was raised to eight
percent, which is the current level. As a result of these
practices, OPERS members never lost money in their
retirement accounts because of the floor and received
the majority of the investment earnings in good years.

In 1979, some employers negotiated with unions
to pay the employees’ six percent contribution in lieu
of pay raises that were needed due to high inflation.
Taking on the contribution was seen as a win for both
the employers and employees since neither would need
to pay additional Social Security taxes and employees
would not be taxed on the compensation increase.
Today, 53 percent of employers pay the employee con-
tribution covering 70 percent of employees.

Increasing Unfunded Liabilities

The 1990s were a time of scrutiny for OPERS and the
beginning of change. In order to reduce long-term costs,
the legislature passed a law effective January 1, 1996,
creating a second tier retirement plan that eliminated
the earnings floor for new hires so that account earn-
ings followed both positive and negative investment
returns. The retirement age was also raised from 58 to
60, and lump sum vacation payouts were eliminated in
calculating final average salary.

During the early 2000s, actuarial studies projected
significant increases in unfunded liabilities. Employers
were concerned that they would face rate increases of
30 percent in a few years in stark contrast to the rela-
tive rate stability of the late 1980s and mid-1990s, when
contribution rates had not been more than 11.4 percent
annually.® In addition to investment losses early in the
decade, two other issues contributed to the projected
unfunded liability increases:

¢ Historical assumptions used by the actuary. Until
1995, the actuary had estimated liabilities assuming
employees would retire using a full formula method
that was created in 1981. The formula multiplier
for general employees at the time was 1.67 percent
and two percent for fire and police. However, by the
mid-1990s, the money-match calculated benefit pro-
vided a more lucrative benefit. With employers pay-
ing contributions on a benefit that was far cheaper
than what was actually occurring, the system was
being underfunded.

¢ Failure to update mortality tables in calculating
the monthly annuity available to retirees under
the money match. OPERS was calculating the
annuity based on older mortality tables that pre-
dicted shorter life spans, resulting in underfunding

the system.3* And, employees received monthly ben-
efits that were larger than appropriate, had a more
accurate mortality table been used.

As a result of these issues, the OPERS unfunded
liabilities jumped from $21 million in 1991 to $257 mil-
lion in 1997.

Rising Benefits and Interim Solutions

To begin to address these problems, the OPERS Board
voted to increase the amount of assets in its gain-loss
reserve account to an amount equal to 30 months of
earnings. The reserve was used to make up for short-
falls if investment earnings did not reach the assumed
rate. This reserve fund was especially important in
Oregon because the actuarial value of assets equals
market value rather than smoothing investment results
over multiple years.*

Benefits for retirees reached an all-time high dur-
ing the early 2000s, and the market downturn in 2000
exposed systemic issues with the money-match plan.
From 1999-2003, the average benefit for a new retiree
with 30 years of service was at least 93 percent of his
or her final average salary, excluding Social Security.*
By comparison, career employees who retired in 1990
received an OPERS benefit equal to 61 percent of final
average salary, excluding Social Security. The media
published several articles highlighting the generous
government retirement benefits and criticizing the
OPERS structure.

By this time, OPERS staff began to understand how
costs were increasing after years of not fully appreciat-
ing the dynamics of the money-match system. Simi-
larly, the OPERS Board, whose members relied on legal
and actuarial professionals for information, had not rec-
ognized the long-term impacts of their decisions when
assigning earnings credits to employee accounts. The
OPERS Board tried to address the liability problems by
finding consensus solutions that could be proposed to
the legislature for adoption. However, no compromises
were reached on how to amend the retirement plans.3’

Due to their concern with projected pension cost
increases, four local governments filed suit against
OPERS in 2000 for its use of outdated actuarial tables,
the variable match employers paid, and the earnings
crediting applied to members’ accounts.*® The employ-
ers claimed that OPERS inappropriately over-credited
members’ accounts in 1999 rather than direct more
investment earnings into reserve accounts. In 2001,
there was an initial ruling in favor of the employers and
a final ruling in 2003, that included requiring OPERS
to update its actuarial tables. OPERS and the employ-
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ers subsequently reached a settlement on the amount
of crediting due employees in 1999, reducing it from
20 percent to 11.33 percent with the difference going
into the reserve accounts. In 2005, the Oregon Supreme
Court ruled that the settlement and the 2003 reform
legislature settled the issues in the case.

The legal victory had these impacts:**

e Saved employers $1.6 billion;

e Established a precedent permitting changes to the
money-match system for current employees; and

¢ Created the environment for a reform movement
because it empowered local governments to lobby
the legislature for significant changes to OPERS.

Pension Reform

In 2001, an interim legislative working group was
established to develop consensus legislation on reform-
ing OPERS. One outcome from that group was to
strengthen the reserve system. In December 2002,

the outgoing governor convened a working group
composed of OPERS’ stakeholders in order to reach
consensus on reforms that could be approved by the
legislature in the upcoming session. No significant
agreements were reached among the participants, and
the four major local government employers who had
participated in the OPERS lawsuit decided to lobby the
legislature for the changes they wanted.

In November 2002, Oregon elected a new Demo-
cratic governor who had a long history of supporting
organized labor and a legislature composed of a solid
Republican majority in the house and a slight Demo-
cratic majority in the senate. The local governments
found support for pension reform from the Republican
chair of the House Committee on the Public Employ-
ees Retirement System* and a Democratic freshman
legislator on the committee** who was a personnel
attorney. The attorney representing the local govern-
ments worked primarily with the freshman legisla-
tor and the committee chair to draft legislation. The
bills were introduced in early March 2003. The House
OPERS Committee held eight public hearings and
four work sessions before passing the bills, while the
senate passed the bills with only one hearing and one
work session. Through a well-coordinated lobbying
and media outreach effort, the legislation passed with
strong majorities, and the governor signed the bills
eight weeks after their introduction.

The bills were strongly opposed by the unions.*
The new governor, though he had a long history of sup-
porting labor, had campaigned for OPERS reform and

came out in favor of the bills, despite union opposition.

Several key stakeholders were not active players
in developing the legislation. OPERS itself was not a
visible participant, having lost credibility with legisla-
tors for not addressing pension reform on its own years
earlier. This lack of input had severe consequences for
OPERS when it came to implementing the new laws.

The PERS Coalition, a consortium of public
employee unions, was surprised by the new legislation,
thinking the agreements made in the interim legislative
committee would be the only benefit change. When the
legislation was introduced, the unions chose to fight
the new proposals rather than work with the employers
to develop compromise legislation. Interviewees agreed
that the PERS Coalition was ineffective at countering
media coverage of retirees receiving benefits that were
more than 100 percent of their final salary. In addition,
the coalition had a difficult time communicating with
members to rally their opposition since the legislation
moved so quickly.**

The reform bills included the following components:*

¢ Tier one regular accounts would be credited with
eight percent earnings until the tier one-assumed
rate deficit had been eliminated and the reserve
account was fully funded in each of the last three
years.

® Investment earnings would not be credited to a tier
one account in any year in which there was a defi-
cit, and no earnings could be credited that would
result in a deficit.

e Tier one members who retired on or after April 1,
2000, and before April 1, 2004, would not receive
a cost-of-living adjustment (COLA) until their
annual benefit equaled the amount they would have
received if their 1999 crediting was 11.33 percent
rather than the 20 percent OPERS originally credited
to their accounts.

e New actuarial equivalency factor tables would be
used beginning July 1, 2003, with updates every
two years.

e Employee contributions for tier one and tier two
members would be directed to accounts in a new
Individual Account Program (IAP), similar to a 457
retirement account in which earnings fluctuate with
market returns. By directing the employee contribu-
tions to these accounts, the regular accounts from
which the money match is calculated no longer
receive new contributions. As a result, growth in the
OPERS accounts comes only from investment earn-
ings on existing balances.
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¢ A new retirement plan for employees hired on or after
August 29, 2003, called the Oregon Public Service
Retirement Plan (OPSRP) was established. OPSRP
(1) decreased the defined benefit multiplier from
1.67 percent to 1.5 percent for regular employees
and from two percent to 1.8 percent for public safety
employees and redirected employee contributions to
the new Individual Account Program; (2) increased
the retirement age to 65 for general employees and 60
for public safety employees; (3) eliminated the COLA
bank that existing employees could use when inflation
exceeded the statutorily set two percent COLA;* and
(4) excluded sick leave and overtime crediting from
calculating the final average salary.

¢ A new five-member pension board was created that
includes three citizens not affiliated with OPERS
who have business management, pension man-
agement, and/or investing experience; one state
employee or local elected official representing man-
agement; and one person representing employees.
The new Board was charged with focusing on its
fiduciary responsibilities to the fund.

In crafting legislation, the local governments relied on
their knowledge of OPERS and input from the actu-

ary working for their attorney rather than using studies
or examining other government plans.* The actuary
designed the Individual Account Program (IAP), which is
the most significant component of the reform because it
essentially freezes the money match. The other two key
changes were capping earnings crediting to eight percent
for tier one members and creating the new board.

When it came to changing the defined benefit for-
mula for the new OPSRP, the reform proponents used
their political judgment. The local employers wanted
the plan to be a little cheaper, but realized that if they
asked to reduce the formula too much there would be
far greater pushback. The employers did not try to shift
to a total defined contribution plan because that would
have been too much change with less chance of sup-
port from moderate Democrats. They also did not want
to fund both the existing defined benefit plan and a
new defined contribution plan.

The final legislation achieved virtually all of the
changes that local employers wanted. As one city of Port-
land representative said, “Employers did not have to com-
promise on the legislation,” and “We hit a home run.”*®

Reform Implementation

Labor groups immediately sued OPERS over the new
legislation, and the courts found some important com-

ponents to be unconstitutional, including elimination
of the annual account crediting for tier one members
when there was a deficit and the COLA freeze for tier
one employees who retired between April 2000 and
2004.* Moving employee contributions to the IAP was
deemed legal. As a result of all the legal battles, “about
90 percent of what can be litigated about OPERS has
been,” one interviewee stated.®

Implementing reform was extremely difficult for
OPERS as an organization.* Staff had four-and-a-half
months from the time the legislative session ended
until the new laws took effect. To prepare for imple-
mentation, OPERS needed to:

¢ analyze the new laws and develop administration
rules

e develop a system for the new Individual Account
Program (IAP)

e develop a defined benefit system for the new
Oregon Public Service Retirement Plan (OPSRP)

e implement a new computer system to handle all the
changes.

Because the new laws would not give crediting in any
year in which there was a deficit and because of the
change in actuarial tables, 12,000 employees retired
within a six-month period before the reforms took
effect—more than double the record for retirements in
any one year.

New OPERS Board

Though the organization as a whole was under major
pressure to implement reform, the new pension board
worked very well. In fact, three of the five original
members are still on the board, which is a testament to
how well they function together. The board’s success
could be attributed, in part, to the competence, diverse
skills, and experience of the members who provided
different perspectives.5? The governor directed the
board to stress fiduciary responsibility in its decision
making, focus on long-term thinking, and explore new
ideas. Because all board members supported this direc-
tive, they were able to make decisions and be effective.
Having a majority of the board independent of the
retirement system also contributed to its success.

The new OPERS board wanted to develop a new
culture for the organization.>® They made it clear to staff
that the board intended to be “hands on” and would
look to staff for information, not decisions. The board
would not push liabilities into the future and would set
realistic employer rates. They also communicated with
stakeholders that principles mattered to them.
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Board members had a steep learning curve and
immediately began making decisions about administra-
tive rules to implement reform and deal with the law-
suits facing OPERS. More specifically, the board needed
to decide whether to fight the cases against reform or
settle with a plaintiff who had typically been supportive
of OPERS. For the last several years, OPERS had been
in legal battles with employers and now it was defend-
ing itself against employees. This was a strong shift in
orientation for OPERS staff.

OPERS Staff Changes

The OPERS executive director left in October 2003, a
few months before the reform laws were to take effect.
An interim director guided staff until June 2004 when
the current executive director was appointed.** Hav-
ing a new director was also important in building the
organizational culture and implementing priorities. The
implementation pressures also prompted many OPERS
employees to leave the organization. However, OPERS
has rebounded and was described by interviewees
outside the organization as effective and much better
managed than before reform.>

Reform Impacts

Since implementation of the reforms, the OPERS
liability growth has dropped to three to four percent
annually and is close to the system’s annual assumed
inflation rate of 2.7 percent. Cost projections for
2010-11 compare pre-reform contribution growth rates
to post-reform rates, and the differences are striking:

e Without reform, employer rates would have been
27 percent for all pension plans combined. With
reform they are 12.42 percent for all pension plans
combined.*®

¢ For the new Oregon Public Services Retirement
Plan, 2009-2010 employer rates were 6.2 percent for
general employees and 8.9 percent for police and
fire.

e With reform, retirement benefits as a percent of final
average salary are expected to decline, but still be
sufficient to cover retirement needs. OPERS esti-
mates® that the vast majority of tier two employees
will receive a formula-based defined benefit rather
than a money-match benefit. The typical benefit for
a career employee with 30 years of service will equal
50 percent of the final average salary. Earnings from
the individual account program could equal an addi-
tional 15-20 percent of the final average salary. For
employees in the new retirement program (OPSRP),

the benefit would be slightly less at 45 percent of

the final average salary after 30 years with a similar
added benefit of 15-20 percent of final average salary
from the individual account program.

Though the reform resulted in massive retirements,
recruitment and retention of public employees does not
appear to be a problem seven years later. A Portland
employee focus group reported that the work itself was
more important in recruitment than the pension ben-
efit, but the pension has served as a retention incentive.
A few of the interviewees also stressed the importance
of pension benefits as part of a total compensation
package®® in promoting the retention of quality employ-
ees. They believed that the reformed OPERS and new
OPSREP still meet that goal.

A labor representative interviewed for this case
study said that employee morale issues exist in some
areas, particularly for OPRSP employees once they real-
ize the degree to which their benefit differs from longer
serving colleagues.® However, as tier one employees
retire, the issues will become moot. Because tier two
employees never had the benefit of an earnings floor
for their OPERS accounts, the likelihood that these
employees would have used the money-match formula
for calculating retirement benefits was never strong.

Though employers were the clear winners in this
reform process, labor organizations have rebounded
and continue to have political influence in the state.®
Labor does not agree with all portions of the reform,
but they acknowledge that if no action was taken in
2003, even more dramatic changes would have been
made in today’s political climate, such as moving to a
total defined contribution plan. One union leader pre-
dicted that the movement to cut pension benefits will
negatively affect the recruitment and retention of public
servants over the long term.®

Even though the 2003 reform has controlled
unfunded liability growth, the governor and several
legislators introduced additional pension changes in
the 2011 session in order to further reduce costs. This
time, local governments are not actively involved since
they see no real need for additional change. However,
OPERS is very involved in reviewing the bills to assess
their conformance with federal and state laws and to
anticipate implementation challenges. This engagement
reflects the improved management and reputation of
the organization among policymakers in the state.

The most significant legislative changes being pro-
posed in 2011 are to:

¢ end the employer payment of employee contribu-
tions for new employees
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¢ extend the amortization period for unfunded liabili-
ties to 30 years.

No major legislative changes to OPERS have yet
occurred, but the broad interest in reducing the cost of
public pensions suggest that attempts to further reform
OPERS will likely arise the next time state and local
governments face fiscal stress.

Challenges and Benefits

OPERS was severely challenged in implementing the
reforms because of the complexities of the laws and the
unintended consequences of mass retirements and law-
suits. Furthermore, corrections to the legislation were
needed in subsequent legislative sessions because parts
of the reform laws were unworkable. Had OPERS been
an active player in developing the reform legislation,
these corrections may not have been necessary and
some the implementation problems could have been
foreseen. The implementation challenges led to serious
morale problems within the organization.

So far, state and local employees are satisfied with
the management of the IAPs.%* By having the OIC invest
funds in the accounts, administrative costs are low and
returns, excluding 2008, have been strong. Discussions
from interviewees and the employee focus group have
shown confidence in the OIC to manage investments
on behalf of employees rather than having employees
make investment decisions themselves. Interviewees
acknowledged that the majority of employees lack the
OIC’s investing expertise and, therefore, could not be as
successful in achieving similar returns.

One concern was raised about how the OIC’s invest-
ment strategies may affect employees nearing retire-
ment. Since the OIC invests using a long-term horizon,
its choices are more risky than would be typical for an
individual close to retirement. OPERS staff, the labor
representative, and one focus group member retiring
this year all suggested adding an investment choice for
employees nearing retirement, such as allowing them
to transfer their IAP money to a very secure mutual
fund.®® Even with this option, the OIC would continue
to manage the investments.

The former OPERS board member interviewed also
stated that OPERS’s complexity is a challenge.®* The
system has very different methods for calculating ben-
efits (money match vs. formula), a defined contribution
component, differing retirement ages, and different
calculations for FAS. Assuming the legislature leaves
the system relatively unchanged, the complexity will
lessen with retirements. Under its present leadership,

OPERS has been able to meet this challenge, which is
an encouraging sign for other governments considering
major reform.

Lessons Learned

The following lessons emerged from the OPERS reform
experience.

For Policymakers, Employers, and Employee
Organizations

1. Recognize that prior agreements may not continue when
new policy makers come to power. Pension stakeholders
should continually scan the environment and stay pre-
pared for change. By winning a court case and having
new faces in top political offices, local employers felt
empowered to push for major OPERS reform.

2. Thoroughly understand the objectives for reform and craft
legislation to solve problems, not score political points.
Changes should focus on long-term plan sustainability
and provide adequate and sustainable benefits. The
reform should encourage generational equity, includ-
ing employers fully funding their required contribu-
tions. Reform that results in not meeting recruitment
and retention needs is counter-productive, and defined
benefit plans can be very effective for retaining quality
employees.

3. Integrate administrative changes with policy reforms.
Think about how a new policy will affect pension
administration. The 2003 reforms overwhelmed OPERS
administratively. Make sure that policy changes have
realistic time frames for implementation and think about
possible unintended consequences, such as a surge in
retirements, and how that might affect employers.

4., If substantially changing pension board membership,
think about how the board could affect organizational
culture and the desired board policy direction. Key com-
ponents that make the OPERS board successful are the
members’ expertise and the balance between public
and private sector interests that leads to a diversity of
perspectives.

5. Focus on communication and public perception in the
pension reform process. In Oregon, local employers
used the media to their advantage. Having a commu-
nications plan ready to educate stakeholders on key
positions will ensure that the organization is not left
behind. The PERS Coalition did not have communica-
tion plans ready to counter employer proposals or to
rally its members. Better information sharing among
all stakeholders, including labor, might have led to
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more opportunities for compromise rather than both
sides “digging in” on their positions. A coalition of
stakeholders can be effective for fostering communi-
cation. Though the PERS Coalition (group of public
employee unions) was unprepared for the scope of
reform in 2003, it became effective for ongoing infor-
mation sharing and advocacy.

For Administrators and Pension Board Members

1. Keep credibility with policymakers and other stakehold-
ers by providing accurate and credible information. OPERS
lost credibility and its voice during the legislative stage
of reform. That lost credibility contributed to a very
difficult initial implementation phase and other unin-
tended consequences such as mass retirements. OPERS
now has a voice in the policy making process and is
prepared to avoid similar implementation problems in
future reforms.

21

2. Have a realistic view of reform plans. Administrators
should understand the financial dynamics of all aspects
of their plan and work to ensure it is financially sus-
tainable, rather than waiting for other stakeholders to
introduce legislation and force the issue.

3. Ensure that pension board members are transparent and
openly communicate with all stakeholders. Share the same
information with all stakeholders and make the informa-
tion thorough so they understand the reasons for board
decisions and are therefore more likely to accept them.

4. Provide good technical advice to the board to sup-

port effective decision making. The new OSPERS Board
wanted the financials to have a “fresh look,” so they
hired a new actuary who presented multiple cost
scenarios using a variety of assumptions and time
horizons. This information was extremely helpful to the
board in deciding upon employer rates.
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Vermont State Teachers’

Retirement System
Snapshot

Vermont’s population is 625,000 with a median house-
hold income of $52,000, based on 2010 census data.
The state has three public employee pension plans—the
Vermont State Teachers’ Retirement System (VSTRS),
the Vermont State Employees’ Retirement System
(VSERS), and the Vermont Municipal Employees’
Retirement System (VMERS). This case study focuses
on the Vermont State Teachers’ Retirement System,
which had 10,509 active members, 2,853 inactive mem-
bers, and 6,146 retirees receiving benefits as of June 30,
2010. VSTRS is a contributory defined benefit plan.

Studies of the state’s retirement system in 2006 and
2007 led to a series of reforms designed to improve
VSTRS’s funding, including increasing contribution
rates, changing the actuarial methodology, and commit-
ting to fully funding the annual required contribution
(ARC). In 2009, a legislatively created study commis-
sion examined the state’s retirement systems in depth,
which led to changes in benefits and contributions and
a stronger financial foundation.

About the Vermont State Teachers’
Retirement System

The Vermont State Teachers’ Retirement System was
founded in 1947 with the unusual provisions of full
funding of employer contributions from the state
general fund and no school district involvement.

The system is administered by the Office of the State
Treasurer’s Department of Retirement Operations and
managed by a board of trustees. The Vermont Pen-
sion Investment Committee (VPIC) manages VSTRS’s
investments as well as those for the two other state-
wide plans—the Vermont State Employees’ Retirement
System (VSERS) and the Vermont Municipal Employ-
ees’ Retirement System (VMERS). Public employees in
Vermont also participate in Social Security.

Before the most recent plan changes, employees
contributed 3.54 percent of salary to the retirement
system. The employee contribution increased to five
percent in 2009. Until the 2008 recession, 63.7 percent
of VSTRS’ pension fund revenues came from invest-
ment earnings and 24.3 percent from employer contri-
butions.®® The steep decline in investment earnings led
to an increase in unfunded liabilities, which prompted
establishment of the study commission.

Pension History

In 2005, as a result of more than a decade of underfund-
ing, then-State Treasurer Jeb Spaulding commissioned a
study of VSTRS with the goal of improving its funding
level. Underfunding was attributed to two factors—the
actuarial methodology used and the lack of consistent
discipline by the state appropriators to fully fund the
annual required contribution (ARC).% VSTRS had been
legislatively mandated to use the frozen initial liability
(FIL) actuarial method, which does not reflect actuarial
gains or losses in the unfunded liability, but instead
reflects actuarial losses and the effects of underfunding
through increases in normal cost. The entry age normal
(EAN) method for funding and reporting is used by more
than 70 percent of public sector pension plans.®”

Drawing on the results of the study, the legislature
approved two changes in 2006 to improve the plan’s
funding level:

¢ use of the entry age normal (EAN) actuarial method

¢ a commitment to fully fund the ARC beginning in
FY 2007.%8

In 2007, with an aging employee population and rising
pension and retiree health care costs, the state treasurer
commissioned another review of statewide pension
systems that led to changes in contributions, wages,
and benefits for both VSERS and VSTRS. In Vermont,
pension plan changes are negotiated individually with
employee groups.

Fiscal Conditions

With the steep decline in investment earnings in 2008,
the plan faced a $348.3 million increase in unfunded
liabilities and a 15.5 percent decline in the funding
ratio.® The ARC was projected to rise from $41.5 mil-
lion in FY 2010 to $63.5 million in FY 2011—a 7.41 per-
cent increase—to 10.82 percent of total covered payroll
and an increase from seven to nine percent of the state
general fund. The total general fund is estimated at
$1.1 billion for FY 2011. This huge increase in one year
was not feasible in an already-stretched state budget.
Historic VSTRS funding requirements and funding
levels that were used to assess future plan changes are
provided in Table 2 and Figure 5 (p. 24).7°

Pension Reform

To address both the $22 million VSTRS shortfall and a
$9.6 million shortfall in the VSERS, the legislature created
the Commission on the Design and Funding of Retire-
ment and Health Benefit Plans for State Employees and
Teachers in 2009. Its mission was to review and make
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Figure 5. VSTRS Funding Percentage of Actuarially Required Contribution Appropriated By Fiscal Year
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(July 14, 2009) (p. 23)

recommendations for improving the long-term financial
viability of both state retirement systems.” Members of
the commission were the state treasurer, a state repre-
sentative, a state senator, the secretary of administration,
the commissioner of education, and one appointee each
by the governor, house speaker, and senate president pro
tem. The commission held nine meetings in the summer
and fall of 2009 and one public hearing using Vermont
Interactive Television in which 280 people participated.

The following principles guided the commission’s
work:

¢ Recruitment—The plan should act as an incentive
for recruiting high-quality employees and be competi-
tive with those in other states and within Vermont.

¢ Retention—The plan should act as an incentive for
retaining high-quality employees and maintaining a
stable workforce, and be compatible with changing
workforce and demographic trends.

e Reward—The plan should provide a solid founda-
tion for retirement security following a career in
public service.

¢ Sustainability—The cost of the plan should be sus-
tainable and predictable over the long term.

¢ Affordability—The plan should be affordable for

current and future public employees and other
taxpayers.

e Fairness—The plan should be fair to workers and
other taxpayers.

e Equity—The plan should be equitable for all parties.

Another source of guidance for the commission’s work
was the state legislative Joint Fiscal Committee, which
established a 3.5 percent target for annual expenditure
growth to help maintain the state’s ability to pay for its
long-term pension commitments.

The commission was thorough in its analyses,
which included a review of the financial impact of pen-
sion benefits on the state economy. These benefits were
calculated to include income taxes paid on retirement
benefits as well as expenditures stemming from state
and local pension benefits, which support nearly 1,400
jobs in Vermont,” further contributing to economic
activity in the state.

The following plan changes pertaining to teachers
were recommended by the commission:

1. Make no changes to:

e pension or retiree health benefits for those already
retired

¢ pension or retiree health benefits for anyone within
five years of eligibility for a particular benefit

e basic provisions such as maximum benefit, mul-
tiplier, and cost-of-living adjustment (COLA) that
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would make the plans less competitive than the
other state public systems.

2. Do not replace the current defined benefit plan with
a defined contribution plan.

3. Continue to fully fund the ARC for the state
employees’ and teachers’ retirement systems, as
calculated after any or all recommendations are
enacted.

4. Develop and implement a structural plan to
fund other post employment benefit (OPEB)
obligations and set money aside through a separate,
independent funding mechanism. The commission
voted not to take a position on shifting the state’s
payment for the teachers’ retirement plan from the
general fund to the education fund or local districts.

5. Raise the normal retirement calculation from age 62
or 30 years of service at any age to age 65 or rule
of 90 (the combination of age and years of service
must equal 90) for those more than five years from
normal retirement eligibility.

6. Raise the early retirement age from 55 to 58 for
those more than five years from early retirement
eligibility. Change the early retirement penalty to
full actuarial reduction.

7. Lengthen the salary averaging period to five years
instead of three years to calculate benefits for those
more than five years from retirement eligibility.

8. Increase the maximum benefit from 50 percent to 60
percent of final compensation. This would provide
an opportunity for increased benefits to employees
who choose to work more than 30 years. Right now
most teachers and state employees are capped at
their maximum retirement benefit of 50 percent of
average final compensation after 30 years of service.
With this change, employees would receive 60
percent of their average final compensation after 36
years of service.

9. Revise the contribution rate ratio and rates for
employer and employees. While contribution levels
for state employees and teachers have remained
constant in recent years at 5.1 percent” and 3.54
percent, respectively, the state employer share as
a percentage of payroll is expected to continue
escalating. Instead of having a fixed employee
contribution rate set in statute with the employer
contribution rate floating on an annual basis,
the commission recommended a proportional
contribution system between the state and
employees/teachers. The commission recommended

capping growth in the state share at 3.5 percent
to accommodate the growth target set by the Joint
Fiscal Committee.

NEA Response

Once the final votes were tallied and the recommen-
dations were delivered to the legislature in December
2009, the Vermont National Education Association
(NEA) held a press conference highlighting what it
called a “retirement crisis” that would occur if the legis-
lature adopted the commission’s recommendations. On
December 29, 2009, the then-senate president (who is
now governor’*) directed the state treasurer to work out
a compromise solution with NEA.

According to Joel Cook, Vermont NEA executive
director, NEA’s position was based on two primary
principles:

e Teachers should be assured of financial security
after a career of public service; and

¢ Benefits should not be reduced for any future
retirees.

However, the NEA felt it needed to see how it could
help the state deal with its difficult financial position.
Therefore, NEA explored options that:

e modified the calculation of average final
compensation

e addressed the inadequate retiree health care cover-
age to bring it closer to the benefit offered by the
state that included spousal benefits

¢ considered changes to the age at which teachers
could retire with full benefits.

According to the NEA executive director, the VSTRS had
been anything but generous in the past. The highest
allowable retirement benefit was 50 percent of average
salary, the lowest maximum benefit in New England.”
Further, while the health benefit covered 80 percent of
retired teacher premiums, no family or spousal retiree
health coverage was offered.

NEA kept its members informed of commission
discussions and helped members reach out to legislators
to voice their concerns. It produced reports, updates, and
letters to the editor, and disseminated information within
its member networks and more broadly to the public and
elected officials. According to NEA Director of Benefits
Programs Mark Hage, the retirement crisis was treated as
a campaign and permeated all parts of the organization.
NEA organized frequent meetings with local affiliates,
sent regular email messages to all members, and routinely
called its members to action to preserve teachers’ benefits.
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Beginning as soon as an agreement was made
between the state treasurer and the NEA in January 2010,
NEA held 19 meetings with its members from February
to May to inform them of the impending plan changes.
Approximately 500 members attended those meetings.

According to Cynthia Webster, director of retirement
policy and outreach in the treasurer’s office, the union
was instrumental in preparing its members for the plan
changes during a very narrow implementation window.

Other Stakeholder Response

The Office of the State Treasurer’s Department of Retire-
ment Operations actively supported the commission’s
work. Its role included preparing background information
about plan finances and evaluating the impacts of various
scenarios on plan funding; working with the actuarial
consultants to assess long-term impacts of potential
changes; and processing retirements and purchases of
service credit for employees wishing to retire prior to the
enactment of plan changes, for which the window of
opportunity was slightly more than two months.

While the commission included State Representa-
tive Terry Macaig, who is both a retired member of
the Vermont State Employees Association (VSEA) and
a former contract employee of VSEA, there were no
official employee or retiree representatives appointed
to the commission. However, all commission meetings
were open to the public, and union and retired mem-
bers actively participated as observers and provided
comments and feedback.

While retirees were not personally at risk for benefit
reductions, they never separated their interests from
those of the active teachers. Linda Deliduka of the
Vermont Retired Teachers Association (VRTA) said
many retirees had been engaged in the early days of the
union and fought for equal gender pay, so they recog-
nized the significance of the commission’s proposals
for all teachers—retired, active, and future.

Both the VRTA as well as NEA relied heavily on
economic messages. They pointed to the financial
impact of teacher pensions on the state economy and
highlighted the fact that if the funds do not go to pay
retirees’ promised benefits, then the state will pay the
same or more money for social services that retirees
will need if they cannot be self-sufficient.

In addition to employee groups, the Vermont Business
Roundtable played a vocal role in the debate over pension
benefits. It held public meetings and published a regular
blog about the need for a defined contribution plan to
save long-term costs and require individuals to assume
personal responsibility for their own retirement savings.

External Experts

The legislation creating the commission allocated funds
for professional services to support its efforts. The trea-
surer retained both legal counsel and an actuarial con-
sulting firm for analysis and support.”® A law firm was
brought in to explore the legal possibilities for modify-
ing the pension plan structure and benefits, which were
established by legislation and considered a contract.
There are no constitutional protections for pensions in
Vermont. The actuaries had a long-standing relation-
ship with the treasurer’s office to conduct annual valu-
ations, experience studies, GASB-required reporting,
and other pension plan analyses and reporting.

There were sensitivities among some commission
members and the unions that the law firm selected had
a reputation of being historically opposed to organized
labor. Some felt that its recommendations went too
far in removing promised benefits to employees and
retirees.””> 78 As a result, the VSEA commissioned its
own legal support and issued a report that detailed the
constitutional protections for state employees it felt
were ignored in the report prepared by the commis-
sion’s legal counsel.”

In addition to contractual expert support, the com-
mission relied on pension officials from other states
that had tried various approaches to improving the
fiscal conditions of their plans. For example, the com-
mission heard from the Kentucky Office of Financial
Management regarding that state’s use of pension
obligation bonds, an idea that the Vermont commission
rejected.

Final Plan Changes and Implementation

The following changes were agreed upon by NEA and
the state treasurer in January 2010 and passed by the
state legislature in April 2010:%

1. For employees more than five years from normal
retirement eligibility (less than 25 years of service or
less than 57 years old), normal retirement will be 65
or rule of 90 instead of 62 years old or with 30 years
of service at any age. Early retirement will stay at
55, but the benefit reduction will be an actuarial
calculation.

2. Employees more than five years from normal
retirement eligibility will be eligible for a
maximum benefit of 60 percent of their annual
final calculation (AFC) instead of the original 50
percent of AFC, with a two percent multiplier upon
completion of 20 years of service on or after July 1,
2010, instead of 1.67 percent.
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3. Employees within five years of normal retirement
eligibility will be eligible for a maximum benefit up
to 53.34 percent of AFC instead of the current 50
percent maximum, using the 1.67 percent multiplier,
in recognition of years earned after July 1, 2010.

4. Retiree health care changes, based on years of
service at June 30, 2010, include:

For new hires and those with less than 10 years of
service:

® 1 to 14 years: No subsidized coverage

e 15 years: 60 percent single coverage

e 20 years: 70 percent single coverage

e 25 years: 80 percent single or spousal coverage

For active teachers with more than 10 years of service:
® 80 percent single coverage - no change

e 25 years: 80 percent single or spousal coverage

Exceptions:

e Those with more than 30 years of service will have
to work five additional years to be eligible for spou-
sal coverage

¢ Those with 25 to 30 years of service will have to
work a total of 35 years.

¢ Those with 15 to 24 years of service will have to
work 10 more years.

¢ Those with 10 to 15 year of service will be eligible
upon 25 years of service.

5. Contribution Levels:

¢ The employee contribution rate will increase from
3.54 percent to five percent for all employees.

¢ The state commits to funding the full annual
required contribution (ARC) after taking into
account the savings from reforms. The pre-change
ARC increase was approximately $22 million. The
changes reduce the ARC by approximately $15.3
million. The new FY 2011 ARC will increase approxi-
mately $6.8 million.

e Prohibition of extraordinary increases in average
final compensation above 10 percent per year to
determine retirement benefit levels.

The projected financial savings from the approved
reforms was $15.3 million for FY 2011, increasing to an
estimated $22.9 million by FY 2020. While the nego-
tiations between the NEA and state treasurer did not
capture the desired $22 million in savings needed to
meet the full FY 2011 ARC increase, it did achieve 69.5
percent of that objective.

The outcome was considered a success by all par-
ties because it achieved close to the financial goal set
by the commission and raised benefits for employees
by increasing the multiplier from 50 to 60 percent, add-
ing greater benefits for teachers working longer than
20 years, and offering a spousal retiree health option.

Lessons Learned

The following lessons emerged from the VSTRS reform
experience.

1. Focus on fiscal prudence and collaborative problem solv-
ing. The Vermont legislative and executive branches
have a history of fiscal prudence. During the 1990s,
when budgets were strong, the retirement boards

did not consider any pension enhancements because
there was a recognition that the financial cycle would
ultimately level off or even decline in the future. Tra-
ditionally, the legislative and executive branches have
attempted to address issues before they become major
problems and have dealt with budget crises by bringing
together a range of stakeholders to work together and
resolve the challenge. So, solving the VSTRS pension
challenge in a collaborative fashion was not a new
approach for state leaders and stakeholders.

2. Ensure a well-versed and supportive legislature. Begin-
ning with the pension reform efforts in 2005, the state
treasurer regularly informed legislators about pension
issues. This meant that there were no surprises when
budget discussions took place. It also helped legislators
understand and keep track of where the state pension
system stood financially. With this knowledge base,
the legislature was committed to the reform process in
2010 and fully stood behind the commission’s efforts.
This support made it easier for the commission to make
progress despite the outcry from some stakeholders.

3. Rely on strong research and analysis. The commis-

sion used the expertise of the state treasurer’s office
and engaged outside support to analyze every poten-
tial option for pension reform. Commission meetings
included presentations of the financial impacts of vari-
ous plan changes, demographic data, and comparisons
with other state and national plans. These data helped
the commission understand the implications of all of its
options and its decisions.

4. Look to well-organized employee and retiree representa-
tives as potential resources. The NEA, VRTA, and the
SEA were organized, active, and vocal when it came
to the commission’s work. By raising awareness and
facilitating engagement of their members, these orga-
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nizations helped bring attention to the work and called
the commission to task when it issued its recommenda-
tions. According to the NEA president, these efforts led
to the senate president’s directive that the state treasurer
should work out a final agreement with the NEA. NEA’s
education and outreach helped its members understand
the impending plan changes and make necessary adjust-
ments to their retirement plans. This was especially
important given the short time frame between the legis-
lative enactment of the reforms and implementation.

5. Ensure transparency in reform processes. Every com-
mission meeting was open to the public, and comments
were allowed from external stakeholders at the public
hearing and at all meetings. Employee representa-

tives, the media, and the public had a clear sense of
what was under consideration and where commission
members stood on each of the issues. This transparency
reduced the potential conflict and feeling of injustice
that public employees could have had if the commis-
sion’s work had been closed to the public.
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Gwinnett County, Georgia
Snapshot

Gwinnett County, Georgia, a growing suburb of the
Atlanta metropolitan area with a population of more
than 800,000, had provided a defined benefit plan to
all full-time employees since 1971. The county added a
defined contribution plan for exempt employees in 2000
as a recruitment tool, believing that a portable retire-
ment plan would be attractive to many senior-level
employees. Between 2006 and 2010, the funded status
of the defined benefit plan decreased from 80 percent
to 70.2 percent.

In 2007, the county undertook a major reform of its
pension system, which included taking over manage-
ment of the defined benefit pension fund and closing it
to new employees, offering them a defined contribution
plan instead. As of 2010, nearly half the county’s 4,500
employees were in the defined contribution plan, to
which the county contributes seven percent of employ-
ees’ salaries.

About Gwinnett County and its Pension
Plans

Gwinnett County has experienced significant popula-
tion growth since the 1990s, which led to an increase in
the size and complexity of the county government. The
government provides both traditional county services,
such as courts and elections, plus all city services such
as fire, police, recreation, and water. Since 1990, the
county’s population has more than doubled, increasing
from 352,910 to 808,167 in 2009.%

The county’s FY 2011 general fund operating budget
was more than $488 million with total government oper-
ational spending® at close to $1 billion ($977,570,780).
Revenue comes from property taxes (55 percent), sales
taxes (17 percent), and service charges (13 percent).
Sales tax revenue is dedicated to capital projects.

Georgia is a “right to work” state, which means that
Gwinnett County is not required to recognize employee
groups for collective bargaining purposes.

In 2000, the county created a 401(a) defined con-
tribution plan for its exempt employees and hired a
plan administrator selected through a formal bidding
process. In addition to its recruitment benefits, the
county believed that exempt employees would have the
education and skills to effectively manage their own
investments.®* Because of the high investment returns
during the 1990s, participating employees saw the new
plan as a positive benefit of county employment.

29

The existing defined benefit plan was managed
by the Association County Commissioners of Geor-
gia (ACCG) as a pooled asset fund.®** Employees who
were promoted into exempt positions had the option
to transfer from the defined benefit plan to the defined
contribution plan. If an employee chose to transfer, an
actuarial-determined value of the employee’s defined
benefit pension was transferred into the new defined
contribution account. In addition, the county con-
tributed 11.5 percent of the employee’s salary to the
account annually.

The defined benefit plan had three options with dif-
ferent multipliers for calculating benefits and different
employee contribution levels:

e Plan A, which closed in 1994, had a 2.25 percent
multiplier and no employee contribution

e Plan B had a 2.25 percent multiplier and a 5.75
percent employee contribution

e Plan C had a 2.5 percent multiplier and a nine
percent employee contribution.

Pension History

The addition of the defined contribution plan for
exempt employees was the first major change to Gwin-
nett County’s employee pension program. A second
major change occurred in 2004 when the benefit levels
in the defined benefit plan were increased for all
employees. The formula percentage rose from a stan-
dard two percent multiplier to 2.25 percent or 2.5 per-
cent depending on which plan the employee elected.®®

Employees hired before 1995, who were in Plan
A, were not required to make contributions to their
pensions, but received the new 2.25 percent formula.
Vesting increased from three to five years for new
employees. To establish the retirement age, the county
created a “Rule of 75” with a minimum retirement age
of 50. Previously, the retirement age was 60 with at
least 10 years of service. By making the increases apply
to both new and existing employees and even those
within months of retirement, the new benefits put sub-
stantial fiscal stress on the pension fund.

The plan change was driven by two of the five
county commissioners, who strongly supported public
safety employees, particularly fire, and one of whom
was running for commission chair. The public safety
employees lobbied the commissioners and vowed to be
a voice in the upcoming election if the pension ben-
efit was not improved. However, the then-commission
chairman, who was running for reelection, insisted the
benefit increase apply to all employees, not just public
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safety, in order to avoid creating a dual pension system.
County staff provided extensive research about the pro-
posal’s short- and long-term cost impacts and recom-
mended that the commission not approve the changes.
Nevertheless, all changes were approved.

Several of the employees who had elected to con-
vert to the defined contribution plan realized that they
preferred the security of the defined benefit pension. The
county offered a one-time opportunity for those employ-
ees to buy back into the defined benefit plan at the full
actuarial-equivalent cost. Unfortunately, some exempt
employees had lost significant sums of money in their
defined contribution funds and could not afford to buy
back into the defined benefit plan, even though they had
worked many years for the government. This situation
served as a lesson in terms of ensuring that employees
had access to investing education when the administra-
tion decided to make additional changes to the pension
system in the future.?

Pension Reform

In 2005, the county administrator retired and the assis-
tant administrator was promoted. The new finance
director had been promoted from within that depart-
ment as well. The new leadership team believed that
the county should take over management of its defined
benefit pension fund from ACCG to provide more control
over asset management, policies, and procedures. Senior
management also believed the county held a dispropor-
tionate amount of risk under ACCG’s pooled fund since
Gwinnett County represented 50 percent of all assets in
the fund, yet was one of approximately 80 participating
counties. In September 2005, the commissioners agreed
to withdraw from the ACCG fund effective January 1,
2007.

At the same time, administrators realized that the
defined benefit fund would become very expensive
in the future, particularly as county’s growth slowed.
Furthermore, though generous, the defined benefit pen-
sion was not an attraction for younger professionals.
Market studies showed that these potential employees
were not anticipating a career with a single government
and preferred the flexibility and portability of a defined
contribution plan. The need to control costs for finan-
cial sustainability and the desire to be a competitive
employer led senior management to close the defined
benefit plan to new employees and offer a defined con-
tribution pension instead.

Staff took time mapping out a strategy to accom-
plish the dual goals of internally managing the defined
benefit fund and expanding the defined contribution

pension plan. Taking over the defined benefit fund
meant creating a pension board, trust agreements, poli-
cies, benchmarks, and plan documents.

Creating a Pension Board

To create the new board and establish the right balance of
membership, staff looked at other governments for exam-
ples. The administration wanted the proper balance of
expertise and checks and balances in power. The county
finally decided on a seven-member board® consisting of
the county administrator (ex officio), human resources
director (ex officio), finance director (ex officio), and four
appointees, including one public safety employee (from
police or fire) and one general employee. The other two
appointees consist of a citizen who is not in the pension
system and a county administrator appointee.

The county administrator felt having a public safety
appointment was very important. To satisfy the second
largest group of employees, which includes the law
departments, corrections, and the sheriff, the general
employee appointment was given to a person from the
district attorney’s office. The administrator believed
that having these representatives would help build trust
and confidence in the board as it managed the employ-
ees’ pension assets. The other two appointees came
from the private sector, bringing strong expertise in
investing and financial management.

To assist with investment decisions, the county also
has an advisory investment committee composed of
employees that provides investment information and
recommendations to the board.

The new board and transfer of the defined benefit
assets from ACCG became effective as planned in Janu-
ary 2007.

Establishing Pension Policy

In changing the pension policy, senior staff were
thorough in their planning and execution. Administra-
tive personnel carried out staffing studies to see how a
defined contribution plan would affect recruitment and
retention, and actuarial studies to understand when the
defined benefit plan would transition to a retiree-only
fund and the cost of concurrently funding the defined
benefit and defined contribution plans. The county
administrator worked with his assistant administrator,
human resources director, and finance staff to learn
their views and concerns. Because the defined ben-

efit funded ratio was near 80 percent in 2007, and the
county had a plan to reach 90 percent in five years,
staff were not concerned about the financial impacts of
losing contributions from new employees.
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The county was also projecting continued strong
growth for the next few years so staff felt the govern-
ment could handle the additional financial burden. From
1998 to 2008, the county had paid annual contributions
above the actuarially determined amount. In addition,
the county administrator spoke with the directors of
the police and fire departments to see how the change
might affect their recruitment and retention. Both direc-
tors believed the move would not negatively affect them
because young officers and firefighters coming into the
system are generally less worried about retirement and
current employees would not be affected.

Under the state’s “right to work” laws, the county
is not required to consult with employees over com-
pensation changes, and administrators have historically
chosen not to do so.

Staff decisions on expanding the defined contribution
plan were, in many respects, based on lessons learned
from previous pension plan changes. Staff performed
benefit comparison studies and looked to its own com-
pensation policy, which limits total employee compensa-
tion—salaries, pension, and health benefit costs—to no
more than 70 percent of operating costs. The county chose
a more private-sector approach to compensation, focusing
on increasing salaries with less money going toward pen-
sions. With all these factors in mind, the county lowered
the new contribution rate to seven percent, but will add
an additional one percent for employees who contribute
at least 2.5 percent to their 457 accounts.®

Engaging the County Commission

Since these pension changes were staff developed,
senior management focused on educating the com-
missioners about the proposals. Staff followed their
usual process when proposing significant and possibly
controversial legislation. Senior management spoke
individually with commissioners, allowing them to
raise concerns and ask questions in private. The com-
missioners were very open to the pension changes, par-
ticularly when they realized how the move to a defined
contribution plan would save the county substantial
money over the long term and that the changes did not
penalize existing employees. In addition, staff had built
a strong level of trust with the commissioners by ensur-
ing that their ideas were taken seriously. In September
2006, the county commission passed the proposal to
close the defined benefit fund to new employees.

Reform Implementation

Implementation of the defined contribution plan and
new defined benefit trust went smoothly. The media

did not give the reforms any attention nor did the pub-
lic at large. Neither the county administrator nor the
human resources director received many complaints
from employees about the new defined contribution
plan, although rumors swirled somewhat about the
reforms. Concerns that were raised centered on the
county’s commitment to keeping the defined benefit
fund and whether it had the capacity to manage the
fund.

Management held a series of meetings explaining
the changes and sent out written notices to all employ-
ees. The rumors faded as retirees received their pension
checks on time and employees realized their benefits
remained intact and their money was safe.

The administrative aspects associated with expanding
the defined contribution plan were straightforward. The
new pension board established policies for the defined
contribution plan, including the number of mutual funds
available for investing and performance benchmarks for
the plan administrator and the funds. The county held a
competitive bid for a plan administrator, which included
provisions for an on-site counselor as well.*

Ensuring High Quality Investment Education

The county made educating employees about invest-
ment options and strategies a high priority. Gwinnett’s
pension plan members have shown a significant inter-
est in this area, participating in educational outreach
efforts and using web-based tools.

Gwinnett’s education counselor is an employee of the
plan administrator” for the county’s defined contribution,
defined benefit, and 457 plans. Though he is employed by
the plan administrator, he works full-time assisting Gwin-
nett employees and has an office in the county’s admin-
istrative building. His responsibilities include providing
pension plan orientations to new employees and ongoing
educational services about the county’s various plans
through department meetings, lunch and learn sessions,
and individual counseling. He works with the county
human resources department in distributing retirement
forms and explaining policies as well.

Having a person dedicated to working with Gwin-
nett employees was particularly important in ensuring
regular access to a high quality investment specialist
who could explain how to effectively manage invest-
ments and reach retirement goals. The pension board
established performance goals for the plan administra-
tor that focus on diversifying asset allocation, improv-
ing education and learning, and increasing outreach to
retired and severed members. The education counselor
does not provide direct investment advice on choosing
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funds because that would create a liability for both the
county and the plan administrator.

Beyond being dedicated to the government, employ-
ees must also feel they can trust their education
counselor. To maximize trust, the education counselor
is salaried rather than paid on a commission basis.
“When employees learn I don’t earn a commission,
their defenses drop,” he says. They know he is not
steering them toward any particular fund, but rather
helping them reach their retirement goals.

The plan administrator also provides several other
investment tools to assist employees, including the abil-
ity to research funds and track and adjust their invest-
ment portfolios online, and having managed accounts.”
Pension board members stressed the benefits of man-
aged accounts® as a way to ensure employees have
sufficient assets to retire.

Establishing Policies to Protect Investments

In establishing policies for the defined contribution plan,
the county tried to minimize the chance that employees
could have insufficient funds for retirement. For exam-
ple, employees cannot take loans from their accounts nor
opt out of joining the plan. Employees must contribute
to their 401 (a) plan, though they can choose from three
percentages (2.5 percent, 5 percent, or 7.5 percent).
However, unlike a 401 (k), once an employee chooses a
contribution rate, it cannot change as they progress in
their careers.” This is one limitation of the 401 (a) that
the human resources director would like changed.

Under the defined contribution plan, employees vest
in three years, and the standard retirement age is 65.

Reform Impacts

Gwinnett’s pension reform has been in place for four
years, and the overall impacts have been generally
positive. The county has not seen any decrease in

recruitment or retention, although the human resources
director acknowledges that the recession may be having
some impact here. However, the director has not heard
that employees hired under the new defined contribu-
tion plan are dissatisfied or would like to leave Gwin-
nett County for a government with a defined benefit
plan. The county undertakes annual benefit reviews
against its three comparison governments in the Atlanta
metropolitan area and believes its total compensa-

tion package continues to compare well against them.
By the end of 2010, nearly half the county’s 4,500
employees® were in the defined contribution plan. This
relatively large shift in the proportion of employees

to the defined contribution plan is due, in part, to the
retirement of 200 employees who took advantage of an
incentive program in 2009.

The 2008 recession has been the most significant
challenge to the county’s reform planning. The county
will not reach its goal of 90 percent funding for the
defined benefit plan by 2012 because of the decrease in
pension assets from stock market losses and the stalled
growth in county revenues. Compounding the fiscal
pressures caused by investment losses and lower tax
revenues that other governments are facing, the county
is funding the defined benefit plan without contribu-
tions from new members. In 2009 and 2010, the county’s
contribution rates for the pension fund were 17.5
percent’® and 20.56 percent, respectively. However, the
2009 defined benefit fund required contribution at $26.4
million was only $756,000 more than the 2006 required
contribution, though the county chose to over-contribute
that year by $11.3 million in order to reach its fund-
ing goal. In 2009, the county again over-contributed to
the defined benefit fund, resulting in a total combined
defined benefit and defined contribution pension contri-
bution of approximately $46 million. Gwinnett County’s
history of pension funding is shown in Table 3.

Table 3. Gwinnett County Pension Contributions (in thousands of dollars)

Defined Benefit—

Defined Benefit—

Defined Contribution Total Pension

Fiscal Year required contribution actual contribution (401a) contribution Contribution
2009 $26,360 $37,535 $8,468 $46,003
2008 $31,715 $28,828 n/a n/a
2007 $33,037 $32,939 $5,759 $38,698
2006 $25,604 $36,920 $3,979 $40,899
2005 $23,940 $30,025 $2,329 $32,354

Source: Gwinnett County Comprehensive Annual Financial Reports 2005-2007 and 2009.
Note: Excludes employee contributions and county match to the 457 plan.
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Challenges and Benefits

Interviewees identified two primary challenges to man-
aging a government-wide defined contribution plan—
educating employees about investments and managing
the fiduciary responsibility associated with a defined
contribution plan. Though the county has tried to offer
as many investment tools as possible to employees,
education continues to be a challenge because many
employees are not particularly interested in actively
managing their retirement accounts. To overcome

this attitude, the county has encouraged employees

to invest in managed accounts, which has had some
success. Though employees are increasingly monitor-
ing their accounts’ performance, they are still heavily
invested in fixed asset funds, which are lower risk and
produce lower returns.

The county also maintains a strong fiduciary
responsibility with its defined contribution plan.
Through the pension board, the county is responsible
for selecting the number and type of funds available
to employees. Too many funds can be confusing for
employees while too few may limit their investment
opportunities. The pension board has also established
benchmarks for individual fund performance that
remove poor performers as investment options.

Finally, the county, through the bid process for a
plan administrator, is responsible for ensuring that
defined contribution account administration costs are
well managed and controlled since employees pay these
fees against their earnings.

The primary benefits of the defined contribution
plan are cost savings and improved recruiting. Under
the defined contribution plan, the most the county
contributes to an employee’s pension (apart from
Social Security) is 11.5 percent of employee salaries.
Even this cost will eventually decrease as exempt
employees who enrolled in the early defined contribu-
tion plan retire, and the county pays seven percent
for all employees plus the optional one percent 457
plan match, unless commissioners choose to raise the
contribution rate. The differences between the plan
costs are striking. In 2009, 49 percent of the employ-
ees participated in the defined contribution plan, and
the county’s pension contribution for them was $8.5
million. In contrast, the government’s annual pension
cost for the defined benefit plan in 2009 was $26.4
million. While the cost differential is significant, it
is important to note that the county focused on both
anticipated cost savings and how the defined contri-
bution plan would affect employee recruitment and
retention. County officials concluded that a defined

contribution pension would assist in the recruitment
of young professionals.

One additional consideration in adopting a defined
contribution pension plan, according to the county
administrator who oversaw the reform,* is how a defined
contribution pension may affect employees whose jobs
have significant physical demands. Unlike a defined ben-
efit pension that is structured to encourage retirement at
particular age by guaranteeing a pension income, defined
contribution plans have no guarantees. An employee
who loses substantial assets near retirement may have
to continue working beyond an age that he or she or
the government anticipated. This issue is particularly
important for fire, police, and public works personnel.
These employees need to have sufficient pension assets
so that they are not working in jobs beyond their physical
capabilities. This issue is linked, of course, to investment
education. As an employer, governments will likely need
to provide continuous outreach to these populations in
order to prevent situations in which employees struggle
to continue working in a physically demanding job
because they have insufficient retirement assets.

Lessons Learned

The following lessons learned emerged from the Gwin-
nett County reform experience.

1. Ensure that staff thoroughly discuss and plan for pension
reforms within the context of human resource management.
By researching the issues and looking at them from
multiple viewpoints, Gwinnett’s senior management
team was aware of the risks and implications of their
decisions and avoided many unintended consequences
and potential controversies. The one unintended event,
the 2008 recession, was beyond their control. Gwinnett
staff said they would support the pension reforms again
even knowing about the recession because they believe
the policies are right for the government over the long
term. Furthermore, they analyzed the proposed changes
as part of their overall human resource management
plan. While saving money was an important reason

for moving to a government-wide defined contribution
plan, the change took into account the importance of
recruiting quality employees, including public safety
personnel.

2. Allow sufficient time to implement the pension reforms
and make sure all documents are in order. Gwinnett gave
itself two years to take over management of the defined
benefit fund, which was critical to ensure that 1) all
their documents were in proper order; 2) they were
able to appoint high-quality pension board members;



34 STRENGTHENING STATE AND LOCAL GOVERNMENT FINANCES: LESSONS FOR NEGOTIATING PUBLIC PENSION PLAN REFORMS

and 3) they developed thorough policies and adminis-
trative rules.

3. Draw on existing experience to support change when
possible. Having experience with a defined contribution
plan on a smaller scale was helpful, but not critical to
offering a government-wide defined contribution plan.
With its “exempt employee” 401(a) plan, the county
had learned key lessons about managing a defined con-
tribution plan and developing rules to promote a better
retirement for its employees. Examples include estab-
lishing a moderate default option and healthy employee
contribution rate, not permitting employees to opt out
of the plan, and not allowing employees to take loans
on their account balances.

4. Hire the right experts, including strong legal and
accounting firms and a fund administrator, and make sure
they work together. Perform due diligence and craft
thorough requests for proposals when seeking bids for
expert resources. A good plan administrator is particu-
larly important. Weigh the benefits and costs of having
a sole fund administrator rather than several in terms of
product offerings and cost savings to employees. When
Gwinnett County decided to manage its defined benefit
fund, several local businesses offered their services and
approached commissioners, so following government
procurement policies became particularly important.

5. Fully appreciate the government’s fiduciary responsi-
bilities. Even with a defined contribution plan, gov-
ernments retain a fiduciary responsibility to their
employees. Examples of responsibilities include set-
ting performance benchmarks for investment funds,
selecting funds and ensuring the proper balance
among types of funds, hiring a qualified plan adminis-
trator, and reviewing account administration fees. This
fiduciary responsibility also means the government
needs to understand its employees, including their
educational backgrounds, investment experience, aver-
age employment tenure, future trends, and the median
retirement age.

6. Develop a communication plan before implementing the
pension changes. Rumors are bound to arise, but being
transparent and clear about the government’s actions
can defuse them. Transparency also helps build trust,
which leads to a smoother transition to a new pension
plan or pension management system. Tailor the infor-
mation to reach all employees. For example, make sure
information is sent both electronically and on paper
since some employees may not have access to or do not
feel comfortable using a computer. If necessary, visit
employees at their work locations, such as at fire sta-
tions and precincts, so they can ask questions and feel
heard.
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Houston Municipal Employees

Pension System
Snapshot

Houston is the fourth-largest city in the United States
and the largest city in Texas, with a population of 2.3
million.”® The city is governed by an elected mayor and
city council who are elected on a nonpartisan basis and
are limited to three consecutive two-year terms.”
Retirement benefits for municipal employees are admin-
istered by the Houston Municipal Employees Pension
System (HMEPS).! As of 2010, HMEPS had 12,913
active members and 8,526 retirees receiving benefits.!®
HMEPS is a defined benefit plan.

Beginning in 2004, the city and HMEPS made a
series of negotiated reforms to the municipal pension
plan to manage higher-than-expected contribution
levels and reduce a growing unfunded liability result-
ing from benefit increases in 2001, followed by signifi-
cant investment losses due to market downturn. The
reforms adopted by the city and the municipal pension
system helped shore up liabilities while preserving
good benefits for municipal employees.

About Houston and the Houston Municipal
Employees Pension System

The Houston Municipal Employment Pension System
(HMEPS) is an independent governmental entity that
was established by the Texas legislature in 1943. It has
been administered by an eleven-member board of trust-
ees, including four elected trustees who are members of
HMEPS; two elected trustees who are HMEPS retirees;
a trustee appointed by the elected trustees; a mayoral
appointee; an appointee of the city’s elected controller;
and two city council appointees.

HMEPS offers one defined benefit plan with three
groups:'®

e Group A is a contributory group for employees who
were hired before January 1, 2008

e Group B is a noncontributory group also for
employees hired before January 1, 2008

e Group D is a noncontributory group for employees
who were hired on or after January 1, 2008.

In addition to the regular pension benefit, munici-
pal employees in Groups A and B have had the ability
to participate in a Deferred Retirement Option Plan
(DROP). A DROP is an arrangement under which an
employee who would otherwise be entitled to retire

and receive benefits under an employer’s defined
benefit plan instead continues working. Rather than
having the continued salary and additional years of
service factored into the benefit formula, the employee
has a sum of money credited during each year of con-
tinued employment to a national account under the
employer’s retirement plan. This account earns inter-
est and is available to be paid to the employee upon
retirement.!%

In addition to pension benefits administered by
HMEPS, Houston city employees also have the oppor-
tunity to participate in a supplemental 457(b) deferred
compensation plan.'® Houston employees may volun-
tarily set aside pre-tax money for their 457(b) plans
through a salary reduction agreement per pay period.

Pension History

For most of its history, HMEPS members participated in
Group A, which offered a contributory defined benefit
pension. In 1981, the city established Group B, which
offered a noncontributory pension option with lower
benefit levels. A pre-2001 snapshot of the plan provi-
sions for HMEPS Group A and B are as follows!®:

e Group A provided a multiplier of 3.25 percent for
over 20 years of service with a 3.5 percent COLA.
Employees contributed four percent of salary.

e Group B provided retirement multiplier of 2.5 per-
cent for over 20 years of service with a 3.5 percent
COLA. No employee contribution was required.

Following a decade of high investment returns,
the plan was amended in 2001. Actuaries produced a
study concluding that the city could afford to provide
enhanced benefits for its employees. A 2001 amend-
ment to the HMEPS statute provided the following
benefit enhancements at an employer contribution rate
of 15 percent of payroll:

e an increase in the plan multiplier to 4.25 percent for
Group A participants for 20 years of service

¢ an increase in the COLA from 3.5 percent not com-
pounded to four percent not compounded

® 3 provision allowing Group B participants to trans-
fer to Group A by paying Group A contribution rates
plus interest.

Until 2000, HMEPS was sufficiently funded on an
actuarially determined basis with annual city contribu-
tions of approximately 10 percent of payroll. The ben-
efit increases in 2001 were determined by an actuary
hired by HMEPS to bring the future city contributions
to 15 percent of payroll.
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A 2003 study produced different numbers once the
benefit enhancements took effect, which determined that
a contribution of approximately 50 percent of payroll was
needed to fund the plan. This period of healthy funding
and sharp increase in liability and the precipitous drop in
funding ratio are shown in the following chart:

Figure 6. HMEPS UAAL and Funding Ratio: FY92-FY03
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Source: 2010 HMEPS Comprehensive Annual Financial Report

Several unforeseen events helped trigger a sharp
increase in city contributions. It was determined that
the 15 percent of payroll that the HMEPS actuaries pro-
vided to cover the city contributions with the benefit
modifications assumed that only a small number of
employees would transfer from Group B to Group A. In
reality, a much larger number of employees migrated
to the contributory plan, and their contributions were
insufficient to offset the corresponding benefit liabil-
ity.1% Several other features of the plan increased liabili-
ties much more than had been assumed including:

e participation in DROP
e errors in workforce assumptions

e failure of investments to grow as assumed due to
market downturn.

Early Reform Legislation

In 2003, the governor signed a bill with support from
both HMEPS and city administration making the fol-
lowing changes to HMEPS law:

¢ Reduced the pension board composition from eleven
to nine members, replacing the three city council-
appointed trustees with a single trustee appointed
by a majority of the elected members of the board;

e Established a meet and confer process that allowed the
city and the HMEPS Board to modify statutory pension
benefits only if both the city and board agreed.

This was viewed as a compromise between HMEPS
and city officials. The new law gave the city the right

to negotiate changes to municipal benefits through a
“meet and confer” process. In exchange for this allow-
ance, the city council gave up two seats on the HMEPS
Board. Because the council must vote on any agree-
ment reached by HMEPS and the city administration,
three council appointees on the HMEPS Board were
seen as having a conflict of interest because they would
effectively have representatives on both sides.

A second reform bill authorized Texas municipalities
to issue obligations (bonds, certificates, or notes) to pay
for all or part of an unfunded liability in the municipal
pension fund. This authorization would come into play
during the Houston reform process.

Pension Reform

Reforms to HMEPS benefit levels were put on the
table shortly after the 2004 mayoral election. Prior to
2004, pension reform had not risen to the forefront in
Houston, but newly-elected Mayor Bill White worked
with HMEPS to make reform a priority as early as one
month into his administration.

One initial hurdle to pension reform in Houston was
a constitutional amendment that prohibited changes
to municipal benefits for Texas employees who were
vested in the system. On September 13, 2003, Texas
voters approved an amendment to the Texas consti-
tution that dealt specifically with public retirement
systems and was designed to protect the accrued
retirement benefits of vested members and retirees.
The constitutional amendment provided a one-time
opt-out opportunity for political subdivisions that
wanted to hold an election to exclude themselves from
its provisions. Mayor White set up an election on May
15, 2004, for the city to exercise the opt-out provision.
The election, which was contested by employee unions
and some members of the HMEPS Board, allowed vot-
ers to vote either “for” or “against” opting out of the
proposed amendment. Section 66 of the Texas State
Constitution specifies that:'

(h) A retirement system described by Subsection (a) and
the political subdivision or subdivisions that finance
benefits under the retirement system are exempt from
the application of this section if:

1) The political subdivision or subdivisions hold an
election on the date in May 2004 that political
subdivisions may use for the election of their officers;

2) The majority of the voters of a political subdivisions
voting at the election favor exempting the political
subdivision and the retirement system from the
application of this section and;
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3) The exemption is the only issue relating to the
funding and benefits of the retirement systemn that is
presented to the voters at the election.

The election favored opting out of the proposed amend-
ment, which allowed the city and HMEPS to initiate a
series of reforms to the municipal pension system that
could affect vested and retired employees.

Following the May 2004 referendum, Houston city
administration and the HMEPS Board began negotia-
tions to modify the 2001 contract. The original meet
and confer agreement made the following changes:

e increased the employee contribution rate for Group
A from four percent to five percent of salary

¢ disallowed the conversion of Group B service time
to Group A other than for an additional year at the
actuarially determined cost

¢ reduced the COLA from four percent to three per-
cent for retirees hired before January 1, 2005, and
from four percent to two percent for retirees hired
on or after January 1, 2005

¢ reduced the plan multiplier in Group A to 2.5 per-
cent for the first 20 years

e increased retirement eligibility age from the “Rule of
70” to “Rule of 75”

e eliminated the DROP for new employees

e transferred a $300 million note from the city to
HMEPS.

The agreement also specified the following city contri-
bution ceiling levels for the next three years:

Table 4. City of Houston Contribution Ceiling Levels,
FYO5-FYO7

Pension
Fiscal Year City Contributions | Obligation Bonds
FY 2005 $33 million $33 million
FY 2006 $36 million $33 million
FY 2007 $39 million $33 million

The $300 million note was secured by a deed of
trust on a city-owned hotel. The plan was to pay off the
note through hotel revenues. The real estate market at
the time of the proposed sale was poor, so the city
instead refinanced its debt into a pension obligation
bond for the same amount at a lower interest rate. The
only material change was that instead of owing HMEPS
directly, the city owed the bondholders.

The 2004 changes reduced the city contribution
rate to 24 percent of payroll. However, since that was
still higher than the anticipated 15 percent, a series
of amendments were added to the meet and confer
agreement.'® Two adopted amendments had significant
impacts:

e The second amendment, which was adopted in
April 2005, altered the composition of the HMEPS
Board again to provide for more diverse financial
expertise. As a result, the elected city controller was
given an appointed seat on the board.

e The fourth amendment, which was adopted in June
2007, created a new HMEPS tier, Group D, covering
all employees hired on or after July 1, 2008. Group
D features a retirement age of 62 (with early retire-
ment available at age 55 with reduced benefits) and
a multiplier of 1.8 percent for the first 25 years of
service, and one percent for each succeeding year.
Group D participants do not contribute to the sys-
tem, nor do they receive a COLA upon retirement.
Additionally, they are ineligible to participate in
DROP. The amendment also established new four-
year city contribution ceiling amounts as shown in
Table 5:

Table 5. City of Houston Contribution Ceiling Levels,
FYO8-FY011

Fiscal Year | City Contributions
FY 2008 $75.0 million
FY 2009 $78.5 million
FY 2010 $83.5 million
FY 2011 $88.5 million

In June 2011, the city and HMEPS reached an
agreement on a funding extension to provide structured
contributions from the city. Under this new agreement,
the city will contribute $98.5 million to HMEPS in FY
2012. For each of the years following FY 2012, the city
will contribute either the previous year’s rate plus two
percent of payroll or the previous year’s contribution
amount plus $10 million, whichever is greater'®. This
provision will remain in effect until the actuarially
determined contribution rate is met, at which time that
rate becomes the effective contribution rate.

Houston’s chief pension officer believes the city will
be paying the actuarially determined rate within the
next five years."°
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Reform Results

As a result of the adopted changes, the plan’s funding
status improved greatly. By the time fourth amendment
reforms were adopted in June 2007, HMEPS’ funding
status was 70.1 percent, up from a low 46.1 percent

in FY 2003. At the time the fourth amendment passed
in 2007, city contributions had dropped to 17 percent
of payroll. The 2008-2010 market downturns led to a
slight increase in city contributions to 22 percent of
payroll but, on the whole, contributions are down con-
siderably from pre-2004 levels.

The pension reforms also added diversity to the
administration of benefits for municipal employees. The
reforms in 2004 and 2007 removed the “one size fits all”
designation that previously defined retirement benefits
in Houston. With the creation of Group D, Houston
offered a defined benefit plan that can be coupled with a
voluntary supplemental employee contribution account
administered through the existing 457 plan. City officials
believe that the combination of a defined benefit plan, a
deferred compensation plan, and Social Security can cre-
ate a stable retirement for its municipal workforce.

Figure 7 gives a graphic summary of the recovery in
HMEPS funding as a result of the reform package:

Figure 7. HMEPS Funding Ratio: FYO3-FY09
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Source: 2010 HMEPS Comprehensive Annual Financial Report

Challenges and Benefits

Houston experienced firsthand the consequences of not
having a good communication mechanism in place to
share information with all sides. Recognizing that this
needed to change, in 2005 the city created the position
of chief pension officer, who is responsible for moni-
toring the health of the city’s three pension funds and
communicating any issues to all stakeholders, including
city administration, pension boards and staff, the leg-
islature, and the public. The chief pension officer also
serves as a trustee on the HMEPS Board.

Houston’s term limits for all elected officials provided
both benefits and challenges in the reform process. On
the one hand, term limits can create an environment
in which elected stakeholders make decisions that only
carry them to the end of their terms in office. In addi-
tion, an elected body that changes frequently may face
frequent learning curves on retirement and benefits
issues. On the other hand, the presence of a defined end-
of-term for elected leadership means that officials can
approach sensitive issues with less electability concerns.

Another challenge prompted by pension reform in
Houston was increased retirements among municipal
workers. According to actuarial valuations, the number
of retirements jumped from 428 to 633 between 2003~
2004, which coincided with the initial reform efforts.™

Lessons Learned

The following lessons emerged from the Houston pen-
sion reform experience.

1. Ensure that there is significant institutional economic,
actuarial, and investment expertise. Professional actuaries
are resources used by benefit providers to forecast the
financial impacts of benefit decisions. Actuaries should
be employed to calculate the likelihood of events based
on workforce demographic assumptions provided by
pension plan administrators. Analyses conducted by
professional actuaries should provide stakeholders with
different scenarios and potential contribution rates for
long-term planning. In particular, the pension board
should include individuals with significant economic,
actuarial, and investment expertise.

2. Provide consistent, accurate, and carefully timed commu-
nication of issues to all stakeholders, including the general
public. Pension issues are long-term in nature, and
public perception of a crisis sometimes does not match
reality. Providing the long-term context is particularly
important when reporting to the public to avoid over-
reactions. The chief pension officer is responsible for
monitoring the health of the city’s three pension funds
and regularly communicating any issues to all stake-
holders including city administration, pension boards
and staff, the legislature, and the public.

3. Consider offering a range of retirement options that support
cost management while continuing to provide stable benefits
for public employees. Houston recognized that it could
reduce its dependency on pension benefits while still pro-
viding a good package of retirement benefits to munici-
pal employees. With this comes the need for continued
employee financial education, which HMEPS offers.!*
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4. Encourage collaboration among all parties involved in the
provision of pension benefits to minimize large increases

in government costs. Unanticipated increases in govern-
ment contribution levels to fund public pensions are
disruptive to municipal finances and can interfere with
service provision. Providing accurate demographic
information to professional actuaries keeps all parties
informed and reduces the chance that an unexpected
increase will occur. Benefit increases should not be
given unless an independent actuary has determined
that they are affordable in the long-term.
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90 Governments can have a plan administrator who is separate from
the education specialist, although these services are typically
bundled. The county also held a competitive bid for plan
administrator for the defined benefit fund.

91 The education counselor for Gwinnett County is Fred Minot.

92 For an extra administrative fee, the plan administrator will adjust
the employee’s portfolio to match his or her age and retirement
goals. For example, younger employees will have a more
aggressive investment strategy than a person nearing retirement.

93 With a managed account, the plan administrator invests the
member’s money for an additional fee, taking into account the
member’s age and retirement goals. Interviewees making these
statements included Jock Connell, retired county administrator,
on February 4, 2011; Kenneth Poe, human resources director, on
November 18, 2010; and Fred Minot, senior education counselor,
Great West Retirement Services, on December 21, 2010.

94 This limitation is due to federal law established as part of the
1986 Tax Reform Act.
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95 2,212 of the county’s 4,524 employees are in the define contribu-

tion pension plan as of December 31, 2010.
96 The 2009 ARC was 17.02 percent.

97 Interview with Jock Connell, retired county administrator,
February 4, 2011.

98 US Census
99 City of Houston, Demographic Statistics (2000)

100 Houston police officers and firefighters participate in their own
separate plans and are not covered by HMEPS.

101 Actuarial valuation report as of July 1, 2010.

102 HMEPS Benefit Handbook.

103 http://www.hmeps.org/benefits/drop_overview.pdf
104 The city’s 457(b) plan is not administered by HMEPS.

105 HMEPS Historical Overview: Retirement Eligibility and Benefit
Accrual Rates (Effective Dates 9/1/99-5/11/01)

106 Interview with Craig Mason, chief pension officer, April 6, 2011.

107 Article XVI, Section 66, Texas State Constitution

108 The first amendment (December 2004) eliminated Group C. The
third amendment (November 2005) provided eligibility defini-
tions for participants of Phase Down Option A before April 14,
2005. The fifth amendment (December 2010) addressed credited
service for furloughed employees, allowing for the receipt of one
day of credited service for each day that employees were
voluntarily or involuntarily furloughed.

109 Amended and Restated Meet and Confer Agreement Between the
Houston Municipal Employees Pension System and the City of
Houston (July 1, 2011)

110 Communication with Craig Mason, chief pension officer, July 5,
2011

111 HMEPS Retirement Rates, provided by HMEPS staff (May 12,
2011)

112 Communication with HMEPS staff (April 27, 2011)
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