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Executive Summary

What Other States are Doing to Address Funding Shortfalls

*QOur first piece of analysis was focused on the various types of actions taken by all 50 states in the last 2 % years to
address their retirement plan funding challenges. The purpose of the analysis was not to just document the types of
actions being taken but also to identify any connection between the condition of each state’s retirement plan as it
relates to the actions taken.

*We found such a correlation between actions and the degree of impact of the program on the state’s budget if the
annual required contribution (ARC) were contributed into the plan. Some states implemented temporary solutions. This
was particularly true with respect to the funding of the plans where the employee’s contribution was being raised or the
state chose not to pay the total ARC.

*Looking at the chart on the following page and using the other 49 states as a comparison, it is clear that Connecticut
has lagged in terms of number and magnitude of actions taken to address its unfunded liability problem.

eConnecticut’s unfunded Pension and Medical liability is $41.878 billion. This represents a $17,480 liability per voting
age citizen in Connecticut. Our total annual required contribution (ARC) to the pension and medical plans is $2.968
billion per year. If fully funded this represents 12% of CT’s annual state budget.
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Executive Summary

e  Ourreview identified 19 broadly defined actions that other states have taken to manage their plans. A brief
description and a number of actions analysis follows on the next slide. These examples should provide Connecticut
leaders with solid ideas that can be implemented in Connecticut.

Eligibility: A change to participation in the plan. For example, an increase in the minimum compensation or hours to be a participant.
Compensation: A change in the definition of compensation, such as a cap on compensation increases between plan years, or an increase in the
averaging period.

Benefits Cap: A change in the maximum benefit the plan will pay as a fixed dollar or fixed percent of pay.

Multiplier: A change in the percent per year of compensation that is used to calculate the final benefit.

Service: A change to the definition of service or the inclusion of a service gap.

Vesting: Any change to the minimum service required to be considered for benefits. For example, an increase from five years of service to ten
years in order to receive state funded benefits.

Early Retirement: A change in the definition, minimum requirements, or the benefit reduction factors.

Normal Retirement: A change in the definition of minimum requirements.

Cost of Living Adjustments: Any change to the annual benefit increase to which a retiree is entitled.

Pension Obligation Bond: The issuance of a bond to fund the retirement plan.

Employer Funding: Any legislative-driven change to the funding of the retirement plan.

Employee Contributions: Any change to the amount employees must contribute as a condition of participation.

Retirement Incentive Program: Any program to reduce the state employee workforce by encouraging retirement or early retirement.
Re-employment Rules: Any change to benefits or any plan prohibition relating to terminated or retired employees who return to work.
Disability: Any change to the definition of disability or amount paid.

Hybrid: The creation of, or change in, a plan that has defined benefit and defined contribution type components.

Subsidy: In the case of a retiree medical plan, a change in the percentage of the retiree premium paid by the state.

Other: Any other change to the plan affecting the amount or availability of benefits not previously categorized.
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Executive Summary

Pension Plans Actions | Retiree Medical Plans Actions
Eligibility 6 | Eligibility 5
Compensation 12 | Subsidy 4
Benefits Cap 3 | Service 1
Multiplier 10 | Vesting 1
Service 5 | Employer Funding 5
Vesting 5 | Employee Contributions 6
Early Retirement 12 | Other 1
Normal Retirement 12 | Retirement Incentive Program 4
Cost of Living Adjustments 13
Pension Obligation Bond 2
Employer Funding 17
Employee Contributions 16
Retirement Incentive Program 10
Re-employment Rules 16
Disability 3
Other 3
Hybrid 6
Total Actions — Pensions 151 | Total Actions — Retiree Medical 27

Source: Developed by Hooker & Holcombe from the reports below on the NCSL Website
1.National Conference of State Legislatures: State Pensions and Retirement Legislation 2008
2.National Conference of State Legislatures: State Pensions and Retirement Legislation 2009

R X e 3.National Conference of State Legislatures: State Pensions and Retirement Legislation, September 2010
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Executive Summary

Connecticut’s Pension Tiers

*We then looked at the retirement benefits available to the different employee tiers described in the Connecticut State
Employees Plan and asks the question, “Does the transition from Tier | benefits to the current Tier lla benefits solve the
future funding issues Connecticut will need to address in future taxes and budgets?”

*When benefit programs are trimmed in some manner, many states will create a new “tier” of eligible employees. Usually
the new tier will be made up of future employees and employees that are not yet eligible for benefits at the time the
plan was amended.

*The rationale for this approach generally rests with the state law. Some states have constitutional protections that
prohibit the state from diminishing a state employee’s benefits that would be payable under the plan’s terms in effect as
of the date the employee first became eligible to participate in the plan.

Status of Benefits Provided to State Employees?

*For Connecticut there is no explicit constitutional protection for public pension benefits. Statutory protection exists for
vested employees who satisfy eligibility requirements by becoming eligible to receive benefits. Courts have also
recognized that the state's statutory pension scheme establishes a property interest entitled to protection from arbitrary
legislative action under the due process provisions of the state constitution. See Pineman v. Oechslin, 488 A.2d 803
(1985).

*Municipal pensions are protected by CT Stat. § 7-148 which provides that the “rights or benefits granted to any
individual under any municipal retirement or pension system shall not be diminished or eliminated.”

1Source: NCPERS - State Constitutional Protections for Public Sector Retirement Benefits — 3/15/2007
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Executive Summary

Our Recommendation Relative to Pension Tiers is That:

|t would appear that Connecticut does not have constitutional prohibitions to modify the benefit
program. Connecticut has followed a practice of grandfathering future benefits for current
employees and thus the tiered benefit structures in the plan.

States like Michigan and Hawaii follow ERISA type rules that only protect benefits that have
accrued as of the date of the plan change — benefits for all employees can be changed
prospectively.

*Whether there is a legal requirement to grandfather protection for both past and future
benefits is unclear. Michigan, Hawaii, and some other states protect benefits that have been
earned to-date (i.e., past benefits) and leave open the possibility that future benefits will be
different. This approach has been used by the private sector and was codified in ERISA.

*Protecting only benefits earned to date affords the state the opportunity to provide both
protection for employees and across the board solutions in managing its workforce and costs.
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Executive Summary

Considerations for a Defined Contribution (DC) Plan

*We also conducted a review of how future employees would fare if
Connecticut were to implement a defined contribution arrangement for future
participants. Currently the State only has a Defined Benefit (DB) plan.
*Currently there are 13 states with employee retirement programs that have
included a defined contribution type arrangement as a part of the retirement
benefits.

*These programs are either patterned after DC offerings in private industry
(e.g., Alaska and Michigan) or in a private industry type hybrid form such as
Nebraska or with an employee choice between the a DB plan or DC plan.
*There is a growing debate in the public sector about the benefits of offering
defined contribution plans in lieu of the defined benefit plans that are currently
in place.

*We believe that a defined contribution plan should become a part of
Connecticut’s pension strategy. There are many examples of states that have
implemented these programs. The implementation of these programs will
reduce the risk borne by Connecticut taxpayers for defined benefit plans.
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States with DC or Hybrid Plans

Alaska
Colorado
Georgia
Florida
Indiana
Michigan
Montana
Nebraska
North Dakota
Ohio

Oregon
South Carolina

Washington

DC
DB/DC Choice
Hybrid
DB/DC Choice
Hybrid
DC
DB/DC Choice
Hybrid
DB/DC Choice
DB/DC Choice
Hybrid
DB/DC Choice
Hybrid




Executive Summary

Retiree Medical

*The last component looks at what states have been doing in their retiree medical programs to reduce or
control costs.

eConnecticut has one of the highest retiree medical unfunded liabilities in the nation when looked on a
per capita basis. It also has one of the highest ARCs on a per capita basis at $717 per voting age CT citizen.

*The amount of the ARC directly relates to the number of state employees and beneficiaries covered, the
amount of time they are covered, the richness of the benefits, and the amount the state subsidizes the
program verses what the retirees and employees pay.

*Given these liabilities and to manage future exposure, Connecticut must put in place measures to
manage medical benefits. Eligibility, employee contribution, and managed care provisions must be
evaluated and implemented.
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