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DEPARTMENT OF AUDIT AND CONTROL

INTER-OFFICE MEMORANDUM

To: Sidney Schwartz Date:  pApril 19, 1976
Frem: Kenneth Rider'é;Q Subject: pindings of Shinn Report on
Pensions

CC: COHEN, HALPERN, wnakLsH

The report of the Mayor's Management Advisory Board on
the New York City Pension Funds is technical, long, and full of
recommendations and observations. As such, it is impossible to
summarize this report in a few pages. I have attempted, however,
to highlight some of the more important assumptions and conclusions.

Assumptions

1. There will be an average real 3 percent general wage increase
per year (the report makes no provision for inflation).

2. The pension valuation interest rate used for the
calculations is 5 1/2 percent. (The report recommends that the
current valuation rate of 4 percent be increased).

3. The report uses New York State actuarial figures for mortality.
4. The report assumes a change in the pension funding method

from "aggregate cost" to "entry age normal cost" with a 40-year
amortization of the "unfunded supplemental liabilitvy".

5. The report uses increased rates of disability retirements.
:§ 6. The report is based on the June 30, 1974 book value of pension .
ﬁ:fund assets.

Observations on Assumptions

1 and 2. There is a problem with assuming no inflation and at the
same time increcasing the expected rate of return on pension fund
assets to 5 1/2 percent. Over the years, the real rate of return on
short term high quality investments has been about 3 - 4 percent after
adjusting for inflation. When rates of return greater than this

~have been sustained over a long period of time (i.e., not in response
to temporary tight money conditions} the reason has usually been
inflation. A return of 8 percent may be compensating an investor
3 percent for the use of his money and 5 percent for the loss of his
capital due to inflation. Returns greater than available
on higher quality securities compensate an investor for the risk of
possible loss of his capital.



The Shinn task force argues that the rate of return on pension
fund investments approaches 6 percent. In my opinion 2 - 3 percent
of this is compensation for inflation. Furthermore, if a higher
rate of return is obtained by investing in MAC securities, the
additional rate of return should be offset against possible default
or debt reorganization.

In view of the above, I do not believe that it is consistent
to raise the expected rate of return on pension fund investments to
include an inflation component and at the same time to neglect the
effeet of inflation on expected pension benefits. (The 3 percent
general wage increase incorporated in the task force's calculations
is a real increase in wages after adjusting for inflation.)

3. Given the lack of sufficient New York City data, I think
the use of New York State mortality data is appropriate.

4., 'The "Entry Age Normal Cost" method is a generally accepted way

-of calculating pension funding requirements. T lack the expertise

to ‘determine whether it is appropriate to use for New York's needs.

5. The increased disability rates reflect actual experience and
appear appropriate.

6. This is a critical assumption. The report contains the
disclaimer "...the analyses, findings and recommendations were
presented subject to the reservation that studies more reflective
of recent and prospective fund developments could lead to
substantially different conciusions" (p. 12).

Conclusions

1. At present there is no underfunding.

2. Under the new actuarial assumptions and funding methods, the
City contribution should be increased $208 million per year or
16 percent. This increase should be phased in over 5 years starting
fiscal vyear 1978. i s

3. The City contribution under the recommendations would be about
35 percent of the payroll not including social security but including
gpecial annuities, non-City actuarial benefits, etc. (See App. B-III)

4. Tor cmployees hired prior to July 1, 1973, Increased Take
Home Pay should be entirely eliminated and the presumption of
disability due to heart disease should be eliminated.



5. For employees hired July 1, 1973 and after, in addition to
recommendations in (4}, the following actions should be taken:

a. continue limitations on pension benefits(see App. B-1IV}

‘b. one-half of social security benefits should be taken
into account when calculating benefits

c. overtime should not be included in calculating benefits

d. +there should be no automatic cost of living adjustments
to benefits.

Observations on Conclusions

1. The qguestion of “under funding” v sus "unfunded liabilities”is
a technical one. If the City is considered to be a going operation
and there is no cash flow problem, the question may be academic.
The level of City funding compares favorably to the funding levels
of other plans shown in the task force report.

. 2. Under the present "aggregate cost" method, contributions
should be increased by $463.5 million per year. This would entail a
more rapid funding of the unfunded liability than would the "entry
age normal cost™ method that is proposed. If this rate of funding
is unnecessary, (beyond my ability to determine) the method should
be changed. Note that the phasing in of the additional contribution
does nokt mean the unfunded liability will be made up in
five years. Tt will be made up in 40 years.

3. The task force provided a number of complicated comparisons
with other Cities and with private plans. The data is insufficient for
me to evaluate. '

4 and 5. These recommendations appear reasonable.
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TO THE MEMBERS OF THE MAYOR'S MANAGEMENT ADVISORY BOARD

I am attaching a copy of the final pension report which will
be available for distribution tomoTrIOW morning.

I did hope to get this in your hands late last week but a
couple of technical editorial changes had to be made at the
l1ast minute because of some questions raised by lawyers for

the City Pension Fund.

A press conference has been scheduled for tomorrow morning
at City Hall at 10 a.m., and meetings will be held this after-
noon with editorial staffs of both the New York Times and the

Daily News.

T will keep you informed of any developments and, again, thanks
for your help.

Richard R. Shinn
Chairman

RRS/jp

April 12, 1976
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Last September you asked the Management Advisory Board to review
the pension systems of the City of New York,

In accordance with that request, & Pension Task Force was appointed
to make a thorough study, focusing on but not limited to, a realistic
evaluation of the required City contribution toward funding the five
basic retirement systems. We were impressed with the quality and
professionalism of the Pension Task Force's study.

We have carefully reviewed the report prepared by the Task Force and
we are pleased to forward it to you with our unanimous endorsement,

. We have given special attention to those recommendations with respect
to which there was not unanimous agreement among members of the Task
Force, but in each instance we accepted the recommendations of the
majority,

Much attention has been directed to the funding status of the City's
pension plans and it is hoped that the actuarial studies performed by
the Task Force will make a valuable contribution toward a better
understanding of this matter, The Task Force viewed as its primary
mission the development of a realistic cost estimate of the future
financing of the retirement systems based on the latest data avail-
able; i,e., June 30, 1974, This is the data base used by the City
Actuary to determine the City's contribution for the fiscal year
commencing July 1, 1976, As a part of that study a comparison was
made of the plan assets as of the date of the valuation, with the
liabilities accrued for total future benefits, without regard for
pension credits for years of service after the date of valuation,
The excess of this liability over the assets 1s referred to as the
unfunded accrued liability,
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The report emphasizes that the existence of unfunded accrued
1liability does not necessarily mean the plan “is underfunded, The
method of funding recommended 1s the entry age normal cost method’
with 40 year funding of the supplemental liability -~ this is a
generally accepted approach in the funding of pensions,

By its very nature, this means that during this 40 year period of
amortization the plan will show an unfunded accrued liability.
Accordingly, 1f contributions are made in accordance with cost
estimates based on realistic assumptions, there is in fact no under-
funding Tor a continuing plan. As shown in Table A-7 the ratio of
assets to the accrued 1liability shows that for continuing plans both
in government and private industry there is in fact a wide range of
unfunded accrued liability.

If the new actuarial assumptions and funding method are accepted, and
if the level of the City's contribution 1s increased by approximately
16% then in the view of the Board the City would be meeting its obli-~
gations on a realistic basis and would be appropriately funded,

However, in the light of the major changes in actuarial assumptions and
funding method being suggested, the Pension Task Force has recommended
that the yearly increase of $208 million be phased in over a five-year
period commencing July 1, 1977.

On the basis of agreement already reached, the City's extra contribution
under the Increased-Take-Home-Pay Program has been reduced 50% as of
January 1, 1976. While this cannot be reflected in the City's cost
immediately because of the current two year funding lag, it will result
in a reduction of $45 million for the fiscal year commencing July 1,
1977, which would sbout offset the increase in cogt otherwise incurred
for that fiscal year because of the phasing in of the $208 million.
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The Board wlishes to stress that the current valuation is based on data
as of June 30, 1974, It is extremely important that the Task Force
recommendations as to updating the pension records and making realistic
pension valuations, with the gradual elimination of the two year lag,
be implemented without delay. '

The Penslon Task Force was not requested to express its views with respect
to elther the overall cost or the level of benefits of the pension progranms,
However, the Board is deeply concerned with the level of contribution re-
quired by the benefits provided under the City's current pension plans,

For the fiscal year ending June 30, 1973, to the fiscal year ending

June 30, 1976, the City's contribution has increased from just under

$480 million to slightly over $1 billion -- & more than doubling of the
cost.

Moreover, the City's yearly contribution to support its pension system,
based on the Task Force recommendations, would approximate 35% of payroll,
including "pension costs" not associated with the City's actuarial retire-
ment systems, Over and above this expenditure the City's contribution of
5.85% of covered payroll of its share of Federal Social Security Benefits
results in a combined cost of over 40% of payroll.

The Board believes this level of cost is too great a financial burden to
the City and prompt steps should be taken to modify benefit provisions

so as to significantly decrease this cost insofar as it is legally possible
to do so.

Accordingly, the Board recommends that with respect to employees hired
prior to July 1, 1973:

(1) The Increased-Take-Home-Pay provision be eliminated
completely, Based on the figures used in this valuation,
this would reduce the City's countribution by $187 million
per year when fully effective,
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{2) The presumption of service-comnection regarding disabilities
due to heart disease should be eliminated. Benefits arising
from such cause should be on the same basis as other causes.
This would reduce the cost over a period of time by approxi-
mately 17 million dollars per year., '

Both of these recommendations can be accomplished by not renewing the
provisions of the present law, which is on a year-to-year basis,

While the Board has not been asked to make any detailed recommendations
with respect to the pension plan benefits for employees hired on or afier
July 1, 1973, it does recommend that the following general principles
should e Incorporated in the design of any pension plan affecting these

- employees,

(1) That the general limitations on retirement benefit pro-
visions ag outlined in Appendix B-4 of the Task Force
report be continued. Further analysis as to appropriate-
ness of the benefit structure of uniform services other
than fire and police should be undertaken,

(2) 1In the determination of benefits under the City pension
systems, one~half of the primary Social Security retire-
ment benefits should be taken into account for any period
the retiree would be entitled to receive retirement
benefits from both plans,

(3} Overtime pay should not be included in the pay base used
for retirement benefit determination.
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(4) There should be no automatic cost of living escalator

provision,

While we understand the problems of inflation

for retired employees, we believe that any adjustment of
benefits for retirees should take into account the City's
ability to pay as well as the need of retirees at that time,

In eddition, the Management Advisory Board makes the following recommenda-

tions:

(1) Consideration be given to the advisability of coordinating
the five systems 1nto one system for the purposes of
administration,

(2)

There be appointed by the Mayor an Advisory Actuarial

Committee which would regularly review and make public
recommendations as to financial operations of the
retirement systems,

The Board hopes that this Pension Study will make a major contribution
to the City and its employees,

Sincerely,

R i,

March 22, 1976
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Dear Mr, Shimn

Submitted herewith 1s the Report of the Pension Task Force, which was
commissioned by the Board to examine the City's Actuarial Pension
Systems, with particular respect to thelr funding.

The Task Force, the members of which are listed in the Acknowledgements
portion of the Report, met 18 times since its appointment in September
1975, This Report is the resvlt of the combined views of the members,
who approached their assignment with a high level of professionalism.
Jt is also the result of hard work on the part of many, many people
providing staff support, without whose efforts the study could not
have been completed within the time allotted.,

If the Report is acceptable to the Board, I vespectfully request that
the Pension Task Force be discharged,

Sincerely

Dy

Chairman
Pension Task Force

March 17, 1976
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FOREWORD |
The following Report is comprised of three principal parts:

Part A - Funding Analysis and
Recommendations

Part B =~ Background
Part ¢ - Coﬁparison with Other Plans

Part A contains the technical material related to the Task Force's
analysis of the fimding of the New York Clty retirement systems ard
also the Task Force's recommendations with respect to the funding
of these Systems.

Part B contains background material which provides the reader with
some assistance in understanding the complex nature of the retire-
ment systems,

Part C compares the beneflts of a sampling of City retirees with

the benefits they would have recelved had they been covered by the
pension plans of certain large private New York City employers, 10
other cities, the U, S, Civil Service commission, and New York State,

No report on a subject such as this could possibly be all-encompassing,
Consequently, the reader is cautioned to be aware of the interplay of
many forces - some apparent and others not so apparent but equally
real - which are present in the intricately woven fabric of which the
pension plans are constructed,
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The primary mission of the Task Force was the development of realistic
cost estimates of the future financing of the New York City retirement
systems. As an introduction to this study, it is desirable to review
the nature of a pension valuation. This may be summarized as follows:

CONCEPT, A pension valuation (a) estimates the benefits that the
pension plan will pay in the future, and (b) allocates their cost

on an annual basis to the active lives of plan participants,
according to a chosen procedure. In order to estimate the benefits
that will be payable, it 1s necessary to estimate the probabilities
of participant survival., This entails rot only mortality, bdbut
turnover, disability and age at retirement, It is also necessary
to estimate the future salary retes in order to determine the amount
of pensions. TFinally, in order to measure plan costs, it is necessary
to estimate the rate of return that will be earned by the funds on
hand. These various estimates of future experience are referred to
as actuarial assumptions. The allocation of plan costs on an aanual
basis to the active lives of participants is done in accordance
with a chosen procedure called the actuarial ceost method.

ACTUARTAL COST METHODS, There are a number of acceptable actuarial
cost methods. The discussion that follows will deal with twe of
these --(A) the aggregate cost method which is the present method used
by the City Actuary as required by law (B) the entry age normal cost
method which currently is the most widely used method in vension
valuations for plans whose benefits, like the City's, are based on
final or near final pay.

A, Aggregate Cost Method

At present, the City Actuary determines for each City plan the
excess of present value of future benefits over the value of
present plan assets. This excess is usually referred +to as the
net liavility. This liability is then expressed as a percentaze
of the present value of future payroll of present participants.
Finally the emoloyer contribution is determined by applying
this percentage to the year's payroll., This is known as the
Aggregate Cost Method, (The additionel liabili%y for benefit
liberalizations made since 1963 is amortized separately, over

a 35-year period, and realized net capital losses are amortized
over a 20-yeer period.)



B, Entry Aze Normal Cost Method

The entry age normal cost method allocates to each year the
cost that would arise for that year if each employee's
ultimate benefit were funded as a level percentage of the
career salary from the employee's date of entry into the plan
up to terminatlon. This cost is called the normal cost. The
accumulation to date of such normal cost payments for past
years is called the supplemental liability, and the excess of
af the supplemental liability over present plan assets is
called the unfunded supplemental liability. Plan contributions
“larger than the year's normal cost amortize the unfunded
supplemental liability including the required interest, This
actuarial cost method, distinguishing a2 normal cost and a
supplemental liability, is called the Zntry Age Normal Cost
:{e thod @ )

C. Commarison Between the Two Cost Methods

The Aggregate Cost Method and the Entry Age Yormal Cost Method
develop identical values for (a) the present value of future
venefits and (b) the present value of future payrolls. The
Agesregate Cost Method funds the excess of item (&) over present
plan assets by calling for the vayment of a percentage of the
future payroll of present participants, The Entry Age llormal
Cost Method splits item (a) into (1) the present value of future
normal costs and (ii) the supplemental liability, arnd calls for
the payment of (i) normal cost plus (ii) annual installments

to amoritize the unfunded supplemental liabllity. The difference
between the two methods is the incidence in the rate of funding
a pension plan, Under the aggregate cost method the slope of
contribution produces a higher cost in early years while entry
age normal results in a more level rate of funding.

USES OF A PENSION VATUATION, First and foremost, a pension valuation
indicates the long-term cost implications of the plan. Second, a
comparison of present plan assets with the accrued liabilities
indicates the progress bveing made towards funding the benefits,
Third, it develops a basis for the current year's contribution.

The current year's contribution may be a single figure, as with
the Aggregate Cost Method. Alternatively, it may be a range of
contrioutions, as under the Entry Age Normal Cost Method, equal to
the normal cost plus at least interest on the unfunded supple-
mental liability and at most the full unfunded supplemental
liability. When a range is first presented, the plan sponsor will
select a level that meets his fundinz objective; i.e., a specified
number of years of funding of the supplemental liability,
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The experience predicted by the actuarlal assumptions should be
compared regularly with the actual emerging experience. Actual
experience more favorable than that assumed will reduce the level
of future contributions, and less favorable experience will increase
it. As will be observed in the discussion of actuarial assumptions,
if the disparity between actual and predicted experience is large
and persistent, the actuarial assumptions should be revised.
Accordingly, the two basic decisions which must be made in a pension
valuation are: _ '

(1) the actuarial assumptions to be used; e.z., mortality
rates, interest rates; and

(2) the method of funding; e.%., the aggregate cost mefhod,
or the entry age normal cost method with & selected
number of yeers to fund the supplemental lisbility,

ACTUARTAL ASSUMPTIONS

The actuarial assumptions which have been used by the City Actuary
have not been changed in recent years - in fact, some are based on
experience as early as 1908, There have teen periodic reviews by
the City Actuary of the actual experience, and the need for certain
revisions of the assumptions has been reported from time to time,
but has usually not been acted upon. The last change was adopted
in 1949, One series of changes which was adopted in the 19k0's

we.s with respect to the mortality assumoctions for retirees, These
mortality rates are used for determining the amount of annual
benefit which 1s provided by the contributions made either by the
employees or on their behalf by the City under the Increased-Take~
Home-Pay program (referred to as ITHP), and also for determining the
liability of the retirement systems. A comparison of the estimated
liability for retirees based on the present and proposed assumptions
indicates that the variation between the two falls within a 10%
range. This is primarily due to the comrensating effect of a
conservative interest rate; i.e., 4%, and an unconservative
mortality table.- Despite this offsetting relationshiv, a revision
of the actuarial assumptions 1s being provosed to reflect “he
up~-to~date experience with respect to both interest rate earned and
mortelity assumptions.



A,

The following table shows a comparison of the effect of the
actuarial assumptions in current use(adopted in the 1940's) and
those used in the Task Force's valuation with respect to retirees:

TABLE A-1

COMPARISON OF AMOUNT OF BENEFITS PROVIDED
BY ACCUMULATED CONTRIBUTION OF $10,000

AMCUNT OF ANNUAI BENEFIT

M A L E F E M A L E

NEW YORK CITY EMPLOYEES' RETIREMENT SYSTEM (CLERICAL)

RATIO PRO- RATIO PRO- - [
POSED TO o POSED TO -
AGE CURRENT*  PROPOSED CURRENT CURRENT* PROPOSED  CURRENT
55  $ 776.32 % 870,24 1,12 “$72h,b8  $756.40 1.Ch -
60 887 . hk gh6 Lo 1.07 816.56 812.80 1.C0 -
65  1,041.68  1,052.88  1.0% ok3.0k 892,56 0.95 |
“Entry After 1-1-L6 f’
NEW YORK CITY TEACHERS -
RATIO PROw RATIO PRO-
POSED TO POSED TO =
AGE CURRENT**  PROPOSED CURRENT CURRENT** PROPOSED  CURRENT |
55  $ 776,32 $ 817.68  1.09 $709.12  $753.60 1.06 -
60 887 .1k 887.20  1.00 795.76 810,80 1,02 !
65 1,041.68 G88.72 0.9% 914,32 902.56 0.99 {?
+*Entry After 9-1-L43
r
-
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It is with resvect to the factors for the active employees that
substantial changes are proposed in the actuarial assumptions. These
factors include such items as:

(1)
(2)

(3)

()

The anticipated interest earnings

The probability of death both during active employment and
after retirement

Thne future salary rates of plan participants during the
remainder of their employment with the City, and

The roates of retirement and rate of disability in some systems.

The actuarial assumptions used in the Task Force valuation are outlined in
Appendix A-I.

Although practically all the assumptions were up-dated, it 1s pertinent
to observe the factors which were changed significantly. '

1)} Pay Scales

The Task force discussed this particular factor in some detail.
Since the retirement benefits are a function of the employee's
final pay, the pay scale used for estimating the increase in
salaries or wages over the working lifetime of the employee has
s substantial cost impact. For a pay scale to correctly predict
an individual's final rate of pay, it must reflect (1) expected
increases due to the individual's own merit, promotion, and
length of service, as well as (2) general pay increases related
to inflation, "productivity” or other factors affecting the
general level of wages.

To measure all these elements except the general wage increase,

a pay scale was coanstructed on the concent that average salaries
by attained age at a given point in time {or averazed over a most
recent period) are representative of future pay increases

(other than general pay increases). In other words, if, for
example, & "snapshot” of the pay of individuals who are today

age 55 bears a certain relationship to the average pay of
individuals in thet same group who are today age 25, it may be
presumed that this relationship rerlects - and will in the
future -~ the effects of merit, promotion and longevity increases
over an average 30-ysar career, The procedure involved cbtaining
actual earnings by five-year age groups for the three most recent
fiscal years for which informtion was available; these were 1972,



1973, and 1974. These were then averaged and the results
graduated to obtain values at each attained age, The results
averaged out to show an annual average increase of 1% to 12m
over an individual's career.

For future general wage incrpases, most of the Task Forca agreed
that a uniform addition of 3% to the above salary scale was a
modest representation of anticipeted long term trends of

general wage increases. The combined effect is an average annuasl
wage increase of 4% to hgm over an individual's career; i.e. 1% to
lam for merit and promotion nlus & uniform 3% for general wage
increases, However, two Task Force members proposed that a
general wage increase of lo resulting in an assumed rate of salary
increase of 2% to 2;0 over an individual's career, be used., The
reasoning of those memvers is as follows:

(1) A state- wide wage freeze has been Imposed through
June 30, 1978.

(2) The workforce has been sharply contracted, which limits the
probability that the number of promotions or promotional
salary increases will ever attain the level of pre-1974-75,

(3) The City Agencies, in some instances, are taking collective
bargaining positions which call for salary reductions.

(4) Furthermore, the Chief Actuary should have sufficient com-
puter technology to evaluate the correctness of the 25 to
ém salery assumption., If events change, the Chief Actuary
may propose appropriate modifications. :

It should be noted that although the recent wage increases
averaging 6% have been deferred for several years, for pension
vurposes these increases are to be included in the salary base.
Yost of the Task Force members felt that even if there were no
salary lncreases during the next few years, the impact on the long
term picture would be minimal since sooner or later Clty salaries
will again have to increase in order to keep the City. commetitlve
in the job market,

It should also be noted that the 3% assumptlon favored by most of
the Task rorce anticipates virtually no price inflation in the
economy, since studies show that over the long run, due %o
technological advances in national productivity, "real" wages -
that is, money wages deflated for cost~of-living changes - have
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2)

3)

increased at somewhere between 2% and 3% annually. Thus,

certain industries in the private sector grant "productivity”
increases of 3% per annum on %top of cost-of-living allowances
tased on movement in the CPI, Consequently, one could reason=-
aoly expect that the rate of annual pay increase developed in the
"snapshot” approach should be increased by at least 3 percentage
points, The Task Force believes, however, that for the purpose

of measuring anticipated long term trends in general wege levels,
any increase beyond a 3% factor in the proposed salary scale is
not warranted., If general price level inflation in the future
causes the level of wages to rise at more than 3%, the actuarial
losses which would then develop could reasonably ve dealt. with at
that time., A pay scale assumpiion in anticipation of such general
price-level inflation would, in effect, cause the present
generation of taxpayers to pay out of Curreqt dollars the cost
resulting from inflation which should be paid by future taxpayers out
of the cheapened dollars of the Tuture,

Interest Rafe

Tn view of the actual interest earnings of the various funds,
the Task Force recommended that the valuation interest rate ve
increased from the current 4% to 53%, There was some

discussion of assuming a €% valuation interest rate particularly
in view of the potential impact of the recent and pending in-
vestments in City related bonds, However, the Task Force felt
1t would be unwise to go beyond the rate being earned at the
present time, which is in the range of 5 3/U) to &%, based on
the mean invested assets (book values). :

Mortality Rates

The Task Force considered performing mortality studies to
develop current mortality rates based on actual experience for
each of the City systems. However, available records were found
to have limited value for such studies, In view of the need to

‘expedite completing the cost estimates, the Task Force adopted

an alternative apvroach, Tt was agreed that the mortality
exverience under comparszole New York State retirement systems
represented the best esvailable basis for the actuarial valuations.

~

Aates of Retirement and Rates of Disablement

Substantial changes in the rates of retirement and rates of dis-
ablement are vrovosed in the Police and Fire retlrement systems,
In particular, recent experience resulting from the "Heart'" bill,
under which any heart impalrment Is assumed to be service con-
nected, required substantial Increases in the rates of accidental



disability; i.e., 6 times current rates for the Police system and
25 times current rates for the Filre system., Also the rates of
service retirement as distinguished from disability retirement
were increased to 4/3 times current rates for the Police system-
and decreased 1/3 times current rates for the Fire system,
reflecting the experience of the past 5 years. Actual experience
indicated that only minor adjustments were called for with
respect to the other three systems., For further details see
Appendix A-I on actuarial assumptions, :

METHOD OF FUNDING

it was decided to make the valuation on the following bases:

(1) Using a salary scale including a 3% yearly increment
for genersl wage incresse, funded pursuant to:

(a) entry age normal cost method with (i) LO years
funding (ii) 30 years funding. .

{b) aggregate cost method with 35 years funding of liability
for recent benefit liberalizations (i.e., the present
method ). :

(2} Using a salary scale including a 1% yearly increment for
general wage increase, funded pursuant to:

(a) entry age normal cost method with (i) 40 years
funding {(ii) 30 years funding.

(b) aggregate cost method with 35 years funding of
liability for recent tenefit liberalizations (i.e., the
present method).

The Task Force was of the opinion that, in view of the provosed
up-dating of the actuarial assumptions, serious consideration should
be given to changing the funding method to the entry age normal cost
dethod with either 30 or 4O years funding. It also wanted to have
the calculations made on the aggregate cost method in order to have
a valid measure of the effect of the change in the assumptions.

The resulis of the valuations are shown in Tables A-2 and A-3,

,_.
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Based on the analysis of these valuations, the Task Force makes the
following recommendations with respect to the actuarial assumptions
and method of funding: ' .

(1)

(2)

(3)

NOTE:

(1)

(5)

The adoption of the actuarial assumptions used in its
actuarial valuation, which include the salary scale providing for
the 3% yearly general wage increase, This would apply to the
actuarial valuation made by the City Actuary for determination
of the City's contribution in fiscal yesrs commencing with

that of July 1, 1577, and would require a state legislative
change with regard to permitting the valuation interest rate to
increase from 4% to 5%%. It would require aporoval by the
Trustees of the Retirement Systems for the adoption of the

‘other assumptions. Two members of the Task Force preferred

the salary scale providing for a 1% yearly general wage increase,

The adoption of the entry age normal cost method with 4O-year
funding of the supplemental 1lability as the funding method.
This would be used in the determination of the City's contri-
bution in the fiscal year commencing July 1, 1577, and wonid
also require legislative change. This method of funding is
widely used in pension plans in private industry. It is one
of the acceptable funding standards permitted under ERISA for
liabilities accrued prior to January 1, 1974, under plans in
existence on that date., The change in the funding method
would partially offset the ilncrease in the City's cost arising
from adoption of the actuarial assumptions specified in
recommendation number (1), (me member of the Task Force
preferred the 30-year funding.

Legislation to authorize modification of the method of funding
the Fire Department Pension Fund in order that recommendations
number (1) and (2) can become effective., The artificial
restraint on the amount of contribution due to the existing
3:1 ratlo, {as described in footnote L in Table 4~2 ) must be
removed, '

Elimination of the current practice of reducing annital contribu~
tion requirements by interest earnings in excess of the assumed
rate (now 4%), :

Legislation to authorize the phasing in over a five year period
of the increase in the City's contribution arising from these
recommendations.

These filve recommendations ares so closely interwoven that the

Task Force wants to emphasize that the five constitute a
package and must be adopted as a single uni<,

~11-



Tt should also be emphasized that the first two recommendations
may require revision at some future date., In particular, it

is essential that the emerging experience of all retirement
systems be analyzed periodically. Aporopriate. adjustments in

the actuarial assumptions may be necessary if there is a persistent
divergence between the actual and expected experience, Also,

it is important to bear in mind that the actuarial valuations
undertaken, and the recommendations and projections proceeding
therefrom, have all been based on the book value of assets as

of June 30, 1974, the last date as of which definitive data were
made available to the Task Force. Thus, the effect of subsequent
changes in the quality and composition of assets of the Tunds,
as well as the possible recognition of market values, are not
reflected. Such effects could be significant since, among other
things, it 1s understood trat sales of fixed-interest securities
during 1975, and investment of the proceeds in obligations of the
City and the Municipal Assistance Corporation, took place to the
ex“ent that roughly 20 percent of the book value of .plan assets
at Decamber 31, 1975, were comprised of City-related securities.
Further, it is understood that commitmerts already made with
respect to the City's financial situation could result in an
incresse in this percentage to as much as 50% by June 30, 1978.
Accordingly, the analyses, findings and recomnendations of the
Task Force contained in this report were presented subject to

the reservation that studies more reflective of recent and
prospective fund developments could lead +o substantially
different conclusions,

-12=
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The comparison of the pension cests to the City for the Iiscal year
commencing July 1, 1976 are as follows:

TABLE A-l
Cost* as Determined by the City Revised Cost on

Actuary on Present Assumptlons Basis Recommended
and Present Funding Methods by Task Force '

AMOUNT % OF PAYROLL AMOUNT % OF PAYROLL

(I ¥ M I L L I ON §)

1. NYC Employees' Retirement
System $ 588.0 2h 0% $ 627.k 25 .6%

2. NYC Teachers' Retirement
System 380.9 2745 b73.4 3h,2

3. NYC Police Pension Fund,
Article 2 180.6 34,8 2224 42,8

4, NYC Fire Department Pension T
Fund, Article 1B 5049 23.2 8h,5 38.5

5, NYC Board of Education

Retirement System 20,0 26.0 20.9 27.1

$1,220,k 26.2%‘ $1,428.6 30.7%

*Aotual amount certified slightly different due to minor non-actuarial
adjustments.

This shows that, based on the June 3C, 1974 valuations, the
City's pension cost should be increased by approximately $208
million dollars; i.e., roughly 1/6 or 16 2/3%, This means that
the City's long range cost, expressed as a percent of payroll,
would be approximately 31% as compared with 26% under the present
method and assumptions. As a point of information, the City's
codt as a percent of payroll was in the range of 15% to 20% in
the period from 1962 to 1974. During this period the City's
vearly contribution increased from $182 willion to $721 million.

In addition to the cost of these retirement systems which are funded on

an actuarial basis, the City is also spendirg as outlined in

Appendix 3-TII, approximately $200 million dollars per year for

additional pension obligations and special annuity funds. This emounts *o
an additional 4.3% of payroll, or a total City pension cost of approximately

35%.
The cost of pension plans in private industry is usually in the range of

5% to 12 of payroll. For an employer who maintains a savings or profit
sharing plan in eddition to a pension plan, the combined contribution could

be in the 7% to 15% range.

~13=~



The difference between the cost of the NYC pension plans and ﬁhose of
private employers is partly the result of different patterns of employ-
‘ment; l.,e., length of service and entiy age.

Normal retirement benefits under some of the City systems (uniformed
personnel) are paysble after 20 years of service. Thus, some City
employees start to receive benefits in their early forties, Other
employees receive unreduced pensious at ages 50 to 55. Still others
enter employment in their thirties and still retire with pensims

based on 20 to 30 years of service. In contrast, the majority of private
plans provide for the payment of unreduced venefits only at age 65; and

. where unreduced benefilts are provided earlier in some industries, the
usual pattern is to require more substantial service; e.g., thirty

years, and a more advanced age; e.g., 60 or 62, :

In the case of uniformed personnel, the payment of unreduced benefits after
20 years of service has been associated with the requirement of physical
vigor for active service. Private industry offers no substantial
employment parallels. Teachers are also not commonly in private Iindustry,
although comparison could be made with private schools, which generally
have only modest retirement plans., A clear majority of other city
employees perform clerical functions closely analogous to positions in

the private sector,

The extent to which unreduced pensions for 20 years of service contribute
‘to present levels of City pension costs is suggested by the following
comparison of illustrative career employees, For this purpose, the

same pension benefit is provided for each employee so as to keep out
differences In pay scales and pension formulas, Costs are calculated

on the mortality and interest assumptions described in Appendix &-TI.

TABLE A-5

ANNUAL COST PER YEAR OF SERVICE
FOR TOTAL PENSTON CF $1,C0Q YEARLY

Case 1 Case 2 Case 3 Case b
Retirement Age bs 60 65 59
Entry Age | 25 Lo 25 25
Annual Contribution $372 $273 $57 $145

Case 1 is the typical employment pattern of the police, fire and
sanltation department employees.

Case 2 is the employment pattern of abous one-~half of the City
employees other than teachers and uniformed personnel,

-1l
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Case 3 is typical of conventionsal plans in private industry. .
Case 4 represents liberal plans in private industry.

A second factor contributing to the higher City cost is the use of the
compensation in the last year or the salary rate at the date of
retirement {(including overtime pay, if any) in determining the retire-
ment allowances. In private industry, plans with a final average
salary formula use a three to five-year average of base salary. For
example, if an employee were to receive general wage increases of

6% per yemr in the last five years of ewmployment, the pension would be
12% higher using one year versus five years' average, A promotion or
merit increase in the final five years would increase this differential
further, as would the inclusion of overtime pey which is almost
universally excluded in private industry plans,

Thirdly, the benefit rates per year of service are generally somewhat
higher under the City plans than those in the private sector,

DEGREE OF FUNDING

Table A-6 provides for each plan and in total a comparison of the liability

" for accrued benefits with the corresponding assets. The lisbility for

accrued benefits was taken as the liability for total future benefits
without regard to inserting pension credits for years of service after
june 30,197k, Assets were taken at their book value,

Line 6 of Table A-6 is one of several simple measures of the degree of
pension plan funding.
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Disegreement over Figures in Table A-6

After the preparation of Table A-6, and in the course of its discus-
sion at a meeting of the Task Force, there was dlsagreement over the
basis of the figures in line 4, Eight of the Task Force felt that the
baslis is correct, However, three of the Task Force members are con-
vinced that the basis is incorrect, It was therefore agreed by the
entire Tagk Force that the three members would submit a statement which
would be inciuded in the report at this point, Following is that state-
ment.

"he figures on line 4 of Table A-6 exclude the appropria~
tions for two years which are to be paid by the City into
the funds of the various retirement systems, This fact
results from the valuation process under which theTe is a
two year lag between the date of the actuarial valuation and
the date when the City's contributions into the various re-
tirement systems are to be paid. Except in the case of one
system, this process has been in effect since the establish-
ment of these retirement systems 55 years ago. In order to
compensate for the lag in vayment, interest at the valuation
rate is added to the amownt of the contributions which would
otherwise be payable,

"Thus, these contributions are an obligation of tke City of
New York and are an interest-bearing obligation, They have
always been paid In the vast on the date when they fell due
in accordance with the terms of the preocess, In fact, since
this statement 1s being written in March 1976, and the con-
tributions were due at the valuation date of June 30, 197k,
- practically all of these contributions have by this time been

paid into the various retirement systems,

TRurthermore, 1n computing the rate of contributions to be
paid by the City into the retirement systems, the actuary
has, during all past years in the history of the systems,
treated these past due contributions as an asset and has
determined the new rates of contribution on that basis.

In this respect this asset has been given the same weight
as any other asset held by the various systems in their
portfellos,

"For these reasons, the three members of the Task Force
consider that these due and unpaid contributions represent
an asset of the systems and should be given the same treat-
ment as all the other assets of the system, The figures



involved are quite substantial. At June 30, 1974, the
valustion date used in Table A-6, these due and unpaid
contrivutions amounted to $1,569,790,000. The sevarate
figures for each of the sysiems are available, The three
members have therefore redone the upper portion of Table A-6
. so as to include as a proper asset in line L the due and un-
paid contributions payable by the City into the retirement
systems, All of the figures affected by this change have
been correspondingly altered. An alternate Table A-6 showing
- the new figures appears on the following page,

"It will be observed that lire & in the alternate table,
which shows the ratio of assets on hand to total acerued
liability hes been chenged, in the Total column, from

42,5% to 53.1%, a significant difference, The figures for
cach of the Individuval systems have similarly been altered,
And likewise the first figure In Table A-7 would also change
from 43,0% to 53.0%.""

The following counter arguments were presented by the eight other Task
Force members:

1) As of any valuation date, there will alwvays be two
years of contributions due and unpaid under the present
two-year lag procedure,

2) TFor cost estimating purposes, the actuarial valuation
takes into consideration future contributions as well as
present assets, Hence, for estimating an annual con-
tribution which 1is actually vpaid two years later, it is
proper to treat the due and unpaid contributions as
accrued assets, However, in measuring the unfunded status
as of a given point in time we should consider only the
assets on hand,

3) Wnen the two-year lag is eliminated, as recommended by
the Task Force, the due and unpaid cantribution will in
fact be added to the unfunded Liability,
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The data in Table A-7 below shows how the City compares with the State
Systems, the Federal System and four private companies with respect to
the ratlo of assets to the accrued liabliity, '

TABLE A-7
Ratio of Assets to

Plan Svonsor Accrued Liability
New York City - all systems 43,0%%
New York State - all systems 61.0 *
United States Civil Service ' 21,0 ¥**
Private Employer Mo, 1 51,0 .
Private Employer No., 2 1C0.0
Private Employer No. 3 . 61,0
Private Employer No. 4 24,0

¥'his would be 53% for New York Cibty systems if the
assets included the two years' approoriations due and
‘unpaid as shown on alternate Table A-0, Simllarly,
this would be 81% for the New York State systems,

¥g of June 30, 1972, based on infermation contained in
the 52nd report of the Board of Actuarles of the Civil
Service Retirement System, This percentage is an ap-~
proximation derived from data in that report, whicn also
showed the assets on hand were less than the liability
for retired members. The data used were based on the

intermediate dynamic assumpticn.

A second measure of the degree of rension plan funding is the extent to
which the assets on hand cover the accrued llapility distributed info

four major categories according to nearness to retirement age. Table A-8
indicates that the assets fully cover the retired life category and more

T

than one-third of the "eligible to retire" category,

A third criterion of the degree of funding relates the market wvalue of

assets to the value of the benefits that would be consldered accrued

to date if the plan were terminated currently. Such a measure is not
increased by vrojection of future pay increases, and not decreased by
discounting for future turnover, The accrued terefit can be summed for
all participants, or just for vested participants, The actuarial as-
sumptions would under current conditions reflect the significantly
higher investment return now available on new invesiments, but the use
of market value instead of book velue for assets would roughly offset
this effect, No calculation was made on this basis because market
values were not available,

It should be emphasized that the existence of an unfunded accrued
1iability does not necessarily mean the vplan is underfunded, The entry
age normal cost method identifies a supplemental liability. Periodic
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liberalizations of the benefit structuxre create additional supplemental:
liability components, These liabilities are generally amortized over a
20 to 4O year period, A responsibly funded plan will show an unfunded
acerued liability until the supplemental 11ability has been fully
amortized, If contributions are made in accordance with cost estimate
based on realistic assumpiionsg, there is in fact no underfunding for a
continuing vlan,

CASH FLOW PROJECTIONS

Another phase of the financing of the plan was a projection of the cash
Plow of the retirement systems., Cash flow for these purposes refers to
relationship of the income from various sources to the disbursements.
Analysis and awareness of the cash flow are particularly Ilmportant when
the composition of the investment of the assets of the various plans is
being substantially changed. It is significant that the existing assets
will not have to be liquidated to cover pension payments, However, in
order for the retirement systems to fulifiil their commitments to purchase
city-related securities in the fiscal year commencing July 1, 1976, it
will be necessary to roll over a vortion of the assets, '

As of 12/31/75, 0n a book value basls, roughly 20% of the assets of the
City retirement systems were in City-related securities. It is estimated
that as of June 30, 1978, 50% of the assets will be invested in City-
related securities, )

Any projection which is made with respect to the cash flow of the retire-
ment systems depends on a number of factors which mey be subject to wide

fluctuations due to many influences, particularly the change in the work

force of the City in the last 18 months as well as in the future,

Thé_projections were based on the following assumptions which the Task
Force considers reasonable,

1. The City payrolls for active members will remain at
their present levels during the five year period,
July 1, 1976 to 1981,

2., The City's contributiorns for fiscal year 1976-77 will
be in accordance with the Actuary's request; i.e,,
$1,242 million, The annual contribution will increase
gradually over the five year period to $1,333 million
By fiscal year 1980-81; i.e., the Task Force's cost estimate
of $1,429 million for fiscal year 1976-1977, besed on the
revised actuarial assumptions and the entry age normal
cost method with 40 year funding, less one-hall of ITHP
(see Item 3 below).
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3. Imployee contributions are assumed to increase by one-half
ITHP beginning April 1, 1976. Because of the two year lag,
the City's contributions will be reduced by one-half ITHP
veginning January 1, 1978. The employee contributions in-
clude repayment of leans in the range of 80-90 million
dollars ver year. Similarly, disbursements include
estimated loans %o be made to members,

k. The number of retirements will stabilize approximately half
way between the relatively high number during the 1974-76
period and the experience of the early 7O's. The disburse-
ments include not only retirement and disability benefits
but also death benefit payments and lecans to employees.

5, The projection of investment income was on the basis of
linear extrapolation of the actual investment income in the
last few years,

6, The projections of income ignore any funds that become
available as a result of bond maturities; i,e,, it was
assumed such funds wWwould be reinvested,

These projections are sumarized in Tables A-9 and A-10,

PYASE-IN OF INCREASED CONTRIBULIONS

The primary function of a pension valuatlon is to develop the long range
cost of the pension plan, Consequently, if the valuation shows that the
long-term cost of a partieular plan is 30% of covered payroll, it is of
prime importance that the plan sponsor appreciate that the long-term cost
burden is 30% of covered payroll, and that present contributions at a lower
level irmply subsequent contributions at a higher lewvel, unless there are
offsetting experience gains, However, it is not essential that 30% of
covered payroll be contributed in sach year, as long as (1) the plan's
cash flow is adecuate and (2) provision 1s mede to fund all of the

plan's lizbilities within a reasonable peried of time, In fact, prior

to the enactment of ERISA and the propulgation of Opinion Number 8 of

the Accounting Principles Board, it was not uncommon for private sector
employers to phase in over a period of years an increase in cost due <o

a change in actuarial assumptions, rather than to absorb the entire in-
crease In a single year,

This practice may still be found in the public sector, For example, the
U.S, Civil Service Pension Plan had failed to meet its supplerental
1iability requirements for a number of years, As a result, a program
was adopted to phase in a higher level of funding over a ten year pericd,
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TABLE A~

New York City Retlrement Systems

Projected Cash Flow - July 1, 1976 - June 30, 1981

Income
Disgbursements

Net

Income
Disbursements

Net

Income

Dishbursements

Net

Income
Disbursements

Net

Income
Disbursements

Net

Fiscal Year 1976-77

NYCERS TRS POLICE FIRE BD.OF ED. TOTAL
In Million g*)
$1,000  $585 $315 $85 $40 $2,025
500 280 150 50 15 99
$ 500 $305 $165 $35 $25 ~ $1,030
1977-78
$1,020 $605 $315 395 $ho $2,075
555 310 165 60 20 1,110
$ Ubs $295 $150 $35 $20 $ 965
1978-79
$1,0k5 3625 $320 $1.00 $40 $2,130
615 335 185 65 20 1,220
$ 30 $290 $135 $35 $20 $ 910
1979:80
$1,09 $660 $335 $110 $L0 $2,235
675 365 200 70 25 1,335
$ b5 $295 $135 ko $15 $ 900
1980-81
$1,1%0 $700 $34s $120 $ho 52,345
735 395 215 i 30 1,450
$ bos $305 $130 $bs5 $10 $ 895

*Tounded ho nearest $5 million
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Projected Income - July 1, 1976 - June 30, 1981

TABLE A-10

New York City Retirement Systems

Fiscal Year 1976-77

City contributions
Fe, contributions
Investment Income

Total

City contributions
Ee, contributions

_ Investment Income

Total

City contributions
FEe, contributions
Investment Income

Total

City contributions
Ye. contributions
Tnvrestment Income

Total

City contributions
Ee, contributions
Investment Income

Total

NYCERS TRS POLICE FIRE - BD. OF ED, TOTAL
(im Millions)
$ 605 $366 $200 $51 $20 $1,242
128 89 L2 T 9 275
268 130 72 28 10 508
$1,001  $585 $31k $86 $39 $2,025
1977-78
$ 591 $376 $197 $56 - $19 $1,239
128 89 Lo 7 -9 275
302 140 78 30 11 561
$1,021  $605 $317 $93 $39 $2,075
1978-79
$ 577 $386 $195 $62 $19 $1,239
128 89 L2 7 9 275
340 150 al 32 12 618
31,045 $625 $321 $101 $ho $2,132
1979-80
$ 583  $413 $201 $70 $19 $1,286
128 89 L2 7 9 275
380 160 90 3k 13 677
$1,00L  $662 $333 $111 $h1 $2,238
1.980-.81
$ 589 439 $207 $79 $19 - $1,333
128 89 Lo 7 9 275
Lo2 170 % 36 1k 738
$1,139  $698 $345 $1202 $h2 $2,346




At the conclusion of this ten-year period, the contribution level will
have increased to a voint where only the interest on the supplemental ~
liability will be paid eech year, (The supplemental liability itself
will remain unamortized) '

Consilstent with this procedure, and based on a review of the calculations
dealing with (1) the level of the funding of the accrued liability and
(2) the cash flow projections, the Task Force recommends that the net
inerease in cost, resulting from its recommendations as to actuarial
assumptions and method of funding, which would amount to approximately
$208 million ver vear be phased in over a five year veriod, This could
be accomplished by the following:

For Fiscal year beginning 7-1-76 - present basis

For Fiscal year beginning 7-1-77 - 88% of revised basis
For Fiscal year beginning 7-1~-78 - $1% of revised basis
For Fiscal year beginning 7-1-79 - Q4% of revised basis
For Fiscal yeer beginning 7-1-80 - 97% of revised basis
For Fiscal years beginning on or arter 7-1-81 - 100% of
revised basis.

In no event would the City's contribution be less than
the amount required for the fiscal year veginning July 1, 1976,
nor more then 100% of the. revised basis as computed for thab

year,

The change in the distribution of the city employees by age, salary and
length of service in the past two years; i.e., since June 30, 197k, '
naturally raises some questions as te what effect such changes would have
on the cost estimates,

On the basis of the Jume 30, 1974, census data and the liability calcula-
tlons made, any estimate in pension cost savings resulting from a 159%
reduction in personnel depends to a large extent on the age and service
distribution of the terminated employees, If the vast majority of these
exits occur at the older ages with long service, there would be minimal
savings since this group would be eligible for immedlate retirement
berefits, On the other hand, if the exits were concentrated on the
younger ages with short service, the cos%s could be reduced by as ruch
as 10%. Hence, if we had a uniform distribution of the 15% group by age
and service categories, savings in the order of 5% or so should be
anticipated, or a reduction of $70 million per year,

The Task Force wishes to emphasize that the required contrioutions have
been based on the book value of the assets as of June 30, 1974, This
does not represent an apalysis of elther the quality of the existing
assets or the effect of recent investment decisions. As a reascnable
rule of estimate, a change of $1.00 in assets would imply a charge in
agnual ccsts 1a the opposite direction of $0,10.
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The Task Force is concerned with the fact that the current valuation is
bagsed on data as of June 30, 1974. These are the latest data available
and represent the bvasls used by the Cily Actuary in establishing the
city's contribution for the fiscal year commencing July 1, 1976, For
cost caleculations in the private pension sector, the basic data for
active and retired employees are usually as of some date in the year
preceding the valuation date. .

The Task Force recormends that the following necessary steps be taken
so that the next valuation; i.e., the one for establishing the City's
contribution in the fiscal year commencing July 1, 1977, be determined
on a more current basis,

(1) The vension records be up-dated so that by
November 1, 1976, the records would reflect the

June 30, 1976, status, This would include not only
the data on the active members and pensioners, but
also the assets as of that date,

(2) The salary to be used will be as of June 30, 1976,

(3) The assets used in the valuation would reflect only
one year's due and unpaid contribution. The other
year's due and umpaid contribution would be included
as a part of the unfunded liability, In addition,
there should be an analysis to determine the appropriate
basis for valuing assets for valuatlon purvoses; i.e.,
book, market or some adjusted bhasis,

(4) The percentage of salary thus corputed would be aprplied
to budgeted salaries for the year 1977-1978.

Consideration should be given to elliminating the remaining one year lag
commencing July 1, 1978.

In order %o expedite the up-dating of the pension records and keep them
current, as well as to carry out the other recommendations of this re-
port, the City should increase the staff of the office of the Actuary
of the retirement systems as well as those of other agenciss concerned
with pension records. This 1s especially important at this time of
rapidly changing composition of city employees., At present most
members' pension records are about 18 months out of date, ZIZvery effort
should be made to reduce the lag to not more than & months,












