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Executive Summary
Pension and OPEB Plans Administered by Rhode Island Municipalities — September 2011

The fiscal health of pension plans administered by Rhode Island municipalities has declined further
and the ultimate threatened consequence of a poorly funded pension plan has been realized - the two
locally administered Central Falls’ plans have insufficient assets to fund benefits. Consequently, benefits
are being substantially reduced by a State receiver.

Due to economic conditions and reductions in State aid, municipalities are even further stressed to
make annual required contributions and funded ratios have continued to decline; thereby leaving some of
these plans in perilous condition. The collective unfunded liability for locally administered pension plans
has increased $200 million from amounts reported in our March 2010 report to $2.1 billion.

At $3.5 billion, the unfunded liability for other postemployment benefits provided by municipalities
(“OPEB"- generally retiree healthcare) overshadows the collective unfunded liability for all locally
administered pension plans. The locally-administered OPEB plans are less than 1% funded — only $27.5
million has been set aside to pay future retiree health benefits. The funded status of the OPEB plans is
more dire since the requirement to measure and disclose these liabilities is recent, many plans continue on
a pay-as-you-go basis, and efforts to fund these future costs are in their infancy. Generally, there is a
disconnect between the retiree health benefits typically negotiated through collective bargaining
agreements and the associated long-term costs. For example, it is not uncommon for local public safety
retirees to receive family health coverage for life — a period that could span more than 40 years.

The number of pension plans considered at risk increased to 24 out of 36 plans. The collective
funded ratio of the locally-administered pension plans decreased from 43%, as reported in March 2010, to
40% currently (45% funded as reported in July 2007). Of the 24 locally-administered pension plans
considered at risk:

o two Central Falls plans are nearly insolvent and cannot meet future benefits and the municipality is
in bankruptcy;

o twelve are significantly underfunded and annual contributions are significantly less than actuarially
determined amounts;

o six other plans are still significantly underfunded although annual contributions are more than 80%
of annual required amounts; and

o four additional plans, despite a funded ratio greater than 60%, were considered at risk because
annual contributions were generally declining over a multi-year period.

The principal concern is ensuring that pension plans administered by Rhode Island municipalities
can provide the benefits promised to retirees. Of equal importance is the negative impact these self-
administered plans are having on the overall financial health of communities when not properly funded.
When pension and OPEB plans are chronically underfunded, the eventual costs to fund the plans become
significantly larger and divert resources from other programs and initiatives. Further, bond rating agencies
have intensified their focus on how a government is managing its pension and OPEB liabilities — those that
have not demonstrated responsible management of these costs and liabilities are being downgraded and
consequently experiencing higher borrowing costs.

Most municipalities are challenged to contribute at required levels, which is key to eventually
reducing unfunded liabilities. Improving the funded status of these plans presents a significant hurdle to
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Pension and OPEB Plans Administered by Rhode Island Municipalities — September 2011

communities that are already challenged to meet their obligations within state mandated property tax limits
and reductions in state aid to municipalities. Recent investment losses have further eroded the funded
ratios and the impact of those market losses is still being recognized in actuarial valuations of the plans.
Oversight measures designed to increase the percentage of annual required contributions actually made
have not resulted in a significant increase in contributions. No locally-administered plans have merged into
the state-administered Municipal Employees’ Retirement System (MERS) since our prior reports.

The collective annual required contributions (ARC) (for pensions) for all municipalities was
approximately $300 million for fiscal 2010 of which $170 million related to locally-administered plans. The
annual required contribution for OPEB plans was $245 million. The total annual cost to municipalities (if
100% of the required contributions were made) was $544 million or 26.7% of the total local property tax
levy as shown in the chart below. The amount actually funded was approximately $388 million or
approximately 71% on a collective basis.

FY2010 ARC for all Pension and OPEB Plans as a % of Property
Tax Levy (in millions)
Total Levy = $2,036.8MM

$26.4MM

MERS
$103.2MM 13% $170.3MM

ERS - Teachers Local Pension Plans
5.1% 8.4%

$244.5MM
Local OPEB Plans
12.0%

$1,492.5MM
Available for Other
expenditures
73.3%

For nine communities, the annual required contribution for pensions and OPEB (if 100% were
made) represents 25% or more of the community’s fiscal 2010 property tax levy — a significant and likely
unsustainable burden. In Woonsocket, Central Falls, Providence, and Johnston the annual required
contributions (for pensions and OPEB) were 61%, 58%, 51%, and 47%, respectively, of their annual
property tax levy. Expected increases in fiscal 2013 employer contribution rates for teachers will further
increase these percentages.

Various structural issues contribute to or facilitate the poorly funded status of many locally-
administered plans. Clearly, local administration of the plans allows flexibility in defining the benefit
structure of the plan and also the timing and actual amounts contributed. In many instances, that flexibility
has resulted in generous benefits and failure to make annual required contributions. Additionally, local
governments typically have a short-term annual budget process perspective which is often inconsistent with
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the long-term perspective required of pension plan stewards. These factors directly impact the poorly
funded status of the plans.

In contrast, all Rhode Island municipalities are making 100% of their annual required contribution
for teachers to the state administered Employees’ Retirement System. Similarly, all Rhode Island
municipalities that participate in the Municipal Employees’ Retirement System (MERS) are making 100% of
their annual required contribution and are adhering to the established benefit structure outlined in the
State’s General Laws. The MERS plan has a funded ratio of 73.6% (near 90% prior to the impact of
changing the investment return assumption from 8.25% to 7.5%). In these instances, the municipality must
fund required amounts — the General Laws allow for offset of state aid to local governments if the
municipality is delinquent in making required pension contributions to the State administered pension plans.
The same fiscal discipline is not forced upon a municipality with regard to its locally administered pension
plan.

Due to their size, locally administered plans are at a disadvantage when investing plan assets with
the goal of maximizing returns while reducing investment risk exposure through diversification. The smaller
size of the investment portfolios associated with the self-administered plans also makes it more difficult to
fully participate in all types of investment options.

The following recommendations are offered for both municipalities and the State to ultimately
decrease the risk that these plans (1) will be unable to meet their benefit obligations to retirees, or (2)
continue to negatively impact a community’s overall fiscal health.

Municipal Level:

+ Commit to making incremental progress towards funding 100% of the annual required contribution
for pensions and then fund the plans consistently at required levels.

+ Reexamine benefit provisions within the locally-administered pension plans and embark on
reforming those benefits where warranted; mirror pension reform measures contemplated or
enacted by the State for its employees and local teachers; and consider other retirement plan
options for new hires (e.g., “hybrid” or defined contribution plans).

+ Complete a comprehensive analysis of retiree health benefits offered to retirees to (1) review the
affordability of the benefits offered, and (2) ensure the assumptions underlying the valuation of
future liabilities are appropriate and reasonable. Contemplate mirroring retiree healthcare reform
measures adopted by the State for its retirees, and commit to funding OPEB benefits in an
actuarially sound manner.

+ Seek to remove pension and retiree healthcare benefit plan provisions from collective bargaining
agreements and address through local ordinances or charter provisions.

+ Merge plans into the Municipal Employees’ Retirement System (MERS).

+ Create trusts for OPEB benefit plans and begin, or continue, funding future benefits at actuarially
determined levels.
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State level:

+ Consider legislation that would provide flexibility and eliminate the obstacles that currently make
merging locally administered plans into MERS unlikely and problematic. These include providing a
time frame (e.g., no more than 5 years) to achieve 100% funding of the ARC and allowing flexibility
for nonconforming benefit structures for plans merging into the state-administered Municipal
Employees’ Retirement System.

+ Consider legislation that would require locally-administered plans with funded ratios below a
specified threshold to be merged into the state-administered Municipal Employees’ Retirement
System.

+ Explore state legislation that would remove pension and retiree health benefits from municipal
collective bargaining agreements.

+ Explore options for pooled investments (for locally-administered pension and OPEB plans) to
enhance investment performance, reduce costs, and reduce investment risk.

+ Revise the benefit structure within the Municipal Employees’ Retirement System to mirror changes
contemplated or enacted for state employees and teachers within the Employees’ Retirement
System.

+ Implement a state-administered agent multiple-employer OPEB plan for all municipalities with a
common benefit structure and a common health insurance provider/administrator — mirror OPEB
benefit restructuring adopted for State employees.
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Pension and OPEB Plans Administered by Rhode Island Municipalities — September 2011

OBJECTIVES

The objective of our review was to assess the fiscal health of the various locally-administered pension
and other postemployment benefit plans (OPEB) covering Rhode Island municipal employees. Fiscal health is
primarily measured by whether the municipality is consistently making 100% of annual required contributions
to the plans and the overall funded status of the plan. We also assessed a community’s capacity to meet its
annual required contributions (for all pension and OPEB plans) by measuring the total annual required
contribution as a percentage of the community’s annual property tax levy.

In addition, we assessed the effectiveness of efforts outlined in the general laws to require local
governments to make 100% of their annual required contributions. Further, we explored some of the factors
that generally contribute to locally administered pension plans being at higher risk than plans administered by
the State. For this update report, we have also presented information to conclude whether the status of these
locally administered pension plans has improved or worsened since our prior reports (July 2007 and March
2010).

Disclosures about a municipality’s current and future costs for post-employment benefits other than
pensions (generally health-care for retirees) are relatively new but equally important in evaluating the overall
fiscal health of a community and the funded status of its obligations for pensions and retiree healthcare to its
employees.

We outlined recommendations that may be considered to enhance the funded status of locally
administered pension and OPEB plans thereby improving the overall fiscal health of the municipality.

Our review was based on various data which is publicly available including the audited annual financial
statements of each municipality in Rhode Island and periodic actuarial valuations performed for locally
administered pension and OPEB plans. Generally, our review used audited financial data included in the
municipality’s fiscal 2010 audited financial statements. For communities with a June 30 fiscal year end, those
reports were due to our office by December 31, 2010. If any community obtained an actuarial valuation of its
pension plan subsequently to that disclosed in its fiscal 2010 financial statements, we have included that
information to the extent possible.

The current status of any locally administered pension plan may vary from the information presented
herein based on investment performance and other factors subsequent to the date of the municipality’s most
recent audited financial statements or the most recent actuarial valuation that was available at the time of our
review.

We have not performed independent tests of the data included in these financial reports or actuarial
valuations. We have also not compared benefit provisions among the various plans administered by Rhode
Island’s municipalities; however, the Division of Municipal Finance, Department of Revenue has prepared a
summary of the various pension plans offered by municipalities to its employees and retirees.
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BACKGROUND

Public employee pension plans, both within Rhode Island and nationally, have been the subject of
intense scrutiny and debate. The reasons are varied but include:

o significant and growing unfunded liabilities;

o questions about the sustainability of the plans;

o actual pension plan defaults in Alabama and imminent defaults on benefits more locally in
Central Falls;

o the budgetary impact of escalating required contributions;

o the impact of recent market events on investment performance;

o  future expectations on the performance of equity and fixed income investments and the related
impact on choosing an appropriate investment return assumption to discount future benefits;

o the perennial debate over defined benefit vs. defined contribution plans and the comparability of
benefits afforded participants in government sponsored vs. private sector plans;

o  managing the legal challenges prompted by pension reform efforts; and

O  maintaining retiree income security and its positive impact on the economy.

In general, most plan sponsors are struggling to contain escalating pension costs which result from
past underfunding of the plans, employees generally retiring earlier and living longer, and the impact of recent
investment losses which continue to affect nearly all plans.

In Rhode Island, the debate has been escalated by the high profile bankruptcy filing of the City of
Central Falls, which was, in part, prompted by the near insolvency of its locally-administered pension plans.
With little or no assets remaining in the plans, significant reductions in retiree benefits are proposed by the
Receiver. Further, the funded status of the State-administered pension plans for state employees and
teachers has declined despite pension reform measures enacted in recent years. This has resulted from
investment losses in recent years, a recent downward revision to the assumed rate of return on investments
(from 8.25% to 7.5%), as well as the more generic and global impact of increased longevity, earlier retirement
ages, and guaranteed cost of living increases for retirees.

Investment performance in recent years has had a severe impact on the funded status of pension
plans and required contributions. The effect is somewhat muted by “smoothed-market” provisions employed
by most plans which spread the highs and lows of annual investment performance over a longer period (e.g.,
five-year smoothing). While recent investment performance has improved, the impact of the prior investment
losses is still being recognized in actuarial valuations due to these smoothed-market provisions.

Despite escalating pension costs, some entities have reduced contributions for budgetary reasons;
thereby, deferring their obligation to fund the liabilities into the future and creating a much more serious and
long-term financial problem. Many plans are severely underfunded which presents the risk that sufficient funds
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will not be available to meet promised benefits to retirees. It also undermines the overall fiscal health of the
plan’s sponsor.

In the government environment, the annual cost of providing pension benefits can consume a
significant portion of the annual operating budget. Failure to make annual required contributions to pension
plans or invest pension assets prudently can ultimately increase the overall cost to the municipality.
Additionally, granting generous benefits without consideration of the long-term costs can have a far-reaching
impact on the overall fiscal health of the pension or OPEB plan and its government sponsor.

The Government Finance Officers Association (GFOA) included the following recommendation in its
Advisory (October 2010) entitled Responsible Management and Design Practices for Defined Benefit Pension
Plans:

“The GFOA recommends that under no circumstance should state and local
government plan sponsors engage in pension contribution holidays or make
insufficient contributions.  When employers skip an actuarially required
contribution or make a smaller payment than required, they defer that cost to the
future and jeopardize the long-term funding of the plan. When governing bodies
arbitrarily reduce contributions to a plan, the resulting systemic underfunding
ensures future financial shortfalls and places the burden for that shortfall on
future taxpayers. These types of funding decisions compound future funding
problems and are, in many instances, a leading cause of funding shortfalls.”

Bond rating agencies have increased their focus and given additional weighting to the responsible
management of unfunded pension and OPEB liabilities of governmental entities. The frequency of ratings
downgrades precipitated by unfunded pension and OPEB obligations has increased. Consequently, access to
the capital markets and the corresponding costs of borrowing for a community are increasingly tied to the
responsible management of pension and OPEB obligations.

Recent accounting pronouncements generate further focus and concern as governments are required
to measure and disclose the future cost of OPEB (e.g., retiree health care) on an actuarial basis. In actuality,
most OPEB plans operate on a pay-as-you-go basis without any accumulation of funds to provide for future
benefits. Due to the escalating nature of healthcare costs and the time frame for which benefits are provided,
the actuarial costs of such benefit programs are very significant. These unfunded liabilities warrant the same
attention and funding commitment as those accruing from pension benefits.
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Pension and OPEB Plans Administered by Rhode Island Municipalities — September 2011

OVERVIEW OF PENSION and OPEB PLANS COVERING RHODE ISLAND MUNICIPAL EMPLOYEES

Rhode Island municipal employees are covered by a variety of pension plans, some administered by
the State, others administered by the municipality, and a few administered by employee unions. While the
focus of this report is primarily defined benefit pension plans administered directly by Rhode Island
municipalities, it is useful to understand the types of pension plans (defined benefit vs. defined contribution)

and the variety of plans covering local public employees.

Defined benefit pension plan — A pension plan having terms that specify the amount of
pension benefits to be provided at a future date or after a certain period of time; the amount
specified is a function of one or more factors such as age, years of service, and compensation.

Defined contribution plan — A pension plan having terms that specify how contributions to a
plan member’s account are to be determined, rather than the amount of retirement income the
member is to receive. The amounts received by a member will depend only on the amount
contributed to the member's account, earnings on investments of those contributions, and
forfeitures of contributions made for other members that may be allocated to the member’s
account.

Source: Governmental Accounting and Financial Reporting Standards published by the Governmental

Accounting Standards Board

Employees’ Retirement System of
Rhode Island (ERS) - Teachers

= Administered by State of Rhode Island
= Covers local public school teachers

= Total plan assets - $3.4 billion (teachers share
— fair value at June 30, 2010)

= Unfunded Actuarial Accrued Liability - $4.1
billion at June 30, 2010 (valuation date)

= Funded ratio — 48.4% at June 30, 2010
(valuation date)

All local school teachers are members of the Employees’
Retirement System (ERS) of the State of Rhode Island
(pursuant to General Law section 16-16-2). That plan also
covers state employees and is administered by the State.
The employer contribution to the plan for teachers is shared
between the local school district and the State (fiscal 2011 —
7.76% State and 11.25% local for a total employer
contribution rate of 19.01% in fiscal 2011). Teachers
contribute 9.5% of their salaries. The municipality has no
responsibility for administering the plan and its primary
obligation is to make annual required contributions.
Separate actuarial valuations are not performed for each
school district — all districts contribute at the same employer
contribution rate which is shared with the State.

Office of the Auditor General
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Municipal Employees’ Retirement System
of Rhode Island (MERS)

= Administered by State of Rhode Island

= Covers various categories of municipal
employees - general, police and fire

= Total plan assets — $1 billion - fair value at
June 30, 2010

= Unfunded Actuarial Accrued Liability - $430
million at June 30, 2010 (valuation date)

= Composite Funded ratio — 73.6% at June 30,
2010 (valuation date)

Locally-Administered Pension Plans
= Administered by local governments

= Covers various categories of municipal
employees - general, police and fire

= Total plan assets — $1.4 hillion (as of most
recent data available in FY 2010 audit reports or
more current actuarial valuations)

= Unfunded Actuarial Accrued Liability - $2.1
billion (as of most recent audit reports or current
actuarial valuations)

= Collective funded ratio — 40.3% (as of the most
recent information included in fiscal 2010 audit
reports or current actuarial valuations)

Some municipal employees participate in the
Municipal Employees’ Retirement System (MERS) of the State
of Rhode Island which is administered by the State. That
system is a voluntary multiple-employer agent plan. The State
acts as administrative agent but assumes no funding
responsibility. A municipality may have multiple units covering
specific groups of employees (e.g., police, fire, general
employees) -- separate actuarial valuations are performed for
each participating entity. The municipality has no responsibility
for administering the plan but is required to make annual
required contributions as determined by the actuary specifically
for that unit.

Some municipal employees are covered by pension
plans administered by their employee union. In these
instances the municipality’s obligation is solely to make annual
required employer contributions.

Many municipalities have established pension plans
for their employees where the city or town is solely
responsible for all aspects of the administration and funding of
plan benefits.  In these instances, the municipality is
responsible for determining plan provisions, obtaining
actuarial valuations, making required contributions, investing
assets and paying benefits to retirees.

Twenty four Rhode Island communities have created
one or more pension plans, which they administer for their
employees. The actuarial value of assets collectively held by
these plans was nearly $1.4 bilion and the collective
unfunded actuarial accrued liability for future benefits (for only
these locally-administered pension plans) was nearly $2.1
billion (as of the most recent actuarial valuation referenced in
their June 30, 2010 financial statements or more current
actuarial valuations).

Office of the Auditor General
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Locally-Administered OPEB Plans
= Administered by local governments

= Covers various categories of teachers,
municipal employees - general, police and fire

= Total plan assets — $27.5 million (as of most
recent data available in FY 2010 audit reports)

= Unfunded Actuarial Accrued Liability - $3.5
billion (as of most recent audit reports)

= Collective funded ratio — less than 1% (as of the
most recent information included in fiscal 2010
audit reports)

Many municipalities have established other post-
employment benefit programs (OPEB) for their employees
which generally consist of retiree healthcare benefits. For
these OPEB plans, the city or town is solely responsible for
all aspects of the administration and funding of plan
benefits. ~ Additionally, the municipality is responsible for
determining plan provisions, obtaining actuarial valuations,
making required contributions, investing assets, and paying
benefits to retirees. Although pension benefits for teachers
are provided through the State-administered Employees’
Retirement System, retiree healthcare benefits are provided
through the municipality. Teachers may opt to purchase
retiree healthcare coverage through the State’s OPEB plan
but the State assumes no funding obligation for benefits.

Most Rhode Island communities have created one

or more OPEB plans, which they administer for their employees. The actuarial value of assets collectively held
by these plans was only $27.5 million and the collective unfunded actuarial accrued liability for future benefits
(for only these locally-administered OPEB plans) was nearly $3.5 billion (as of the most recent actuarial
valuation referenced in their June 30, 2010 financial statements).

A schedule on page 11 lists the various plans that each Rhode Island municipality administers or

participates in.

Office of the Auditor General
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Rhode Island Municipalities' Defined Benefit Pension and OPEB Plans

OTHER
ERS MERS PLANS LOCAL PENSION PLANS OPEB
Not
Municipal Administered by| | Administered
Municipality Teachers Employees  Police  Fire Municipality | | by Municipality Covered employees PLANS
Barrington 0 ° ° ° o
Bristol (a) ° ° ° ° Police (prior to 3/22/98) °
Burrillville ° ° ° °
Police & Fire 1% (prior to 7/1/72) and
Central Falls ¢ . ¢ Police & Fire (after 7/1/72) C
Charlestown (a) ° [ °
Municipal Employees, Police, School
Coventry b C Employees (except teachers) C
Police & Fire EE's Pension Plan (prior to
Cranston ¢ * ¢ ¢ ¢ ¢ 7I1/95) .
Cumberland ° ° ° ° Police and other former employees °
East Greenwich ° ° ° °
East Providence ° ° ° Fire & Police °
Exeter (a) (a) (a)
Foster ° ° ° o
Glocester . ° ° °
Hopkinton @) [} ° @
Jamestown ° ° ° Police °
Johnston . ° ° ° Police, Fire (prior to 7/1//99) °
Lincoln ° ° ° ° ° Police & Fire & Town and School °
Town employees other than certified
Little Compton ¢ ¢ teachers ¢
Middletown ° ° ° ° ° Generally, employees hired prior to 7/1/01 °
Narragansett ° ° Police (prior to 7/1/78) and Town Plan °
New Shoreham 0 ° 0 [
Newport ° ° ° Fire and Police °
North Kingstown ° ° ° ° L)
North Providence . ° ° . Police Pension Plan °
North Smithfield ° ° ° °
R R o Pre Fiscal 1974 Police & Fire (pay as you o
Pawtucket o), and Post Fiscal 1974 Police and Fire
Portsmouth ° ° Full-time Town employees except teachers| °
Providence ° ° ° All city employees except teachers °
Richmond @) o ° @
Scituate ° ° ° Police °
Smithfield ° ° ° ° Police (prior to 7/1/99), Fire °
South Kingstown ° ° ° ° °
Tiverton ° ° ° ° Police °
Warren (@) [ o ° [
City Employees, Police Pension | and Fire
[ (] Pension, Palice Pension I, Fire Pension Il (]
Warwick Public School Employees
West Greenwich (a) ° ° 0
Full time town ee's (except teachers) &
West Warwick ¢ O Police and Fire C
Westerly ° ° 0 ° Police °
Police (hired prior to 7/1/80) & Fire (hired
Woonsocket . i . . . prior to 7/1/85) ¢

(a) - The Town is a member of a regional school district which offers this plan.
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Accounting Principles Applicable To Governmental Pension and OPEB Plans

The Governmental Accounting Standards Board (GASB) issues accounting principles for
governmental entities. In general, these accounting principles (1) require that periodic actuarial valuations be
performed of governmental pension and OPEB plans, (2) define the acceptable actuarial methods that can be
used in valuing pension benefit and OPEB liabilities, (3) define the annual amount that must be recognized as
an expense (whether actually contributed or not) on a government’s financial statements and (4) specify the
pension and OPEB related disclosures that must be included in the annual financial reports of a governmental
entity.

These accounting principles do not mandate how a government actually funds its pension and other
postemployment benefit costs. A municipality that fails to contribute 100% of the annual required contribution
to its pension or OPEB plan must disclose the actual amount contributed and report the full annual required
contribution amount (funded and unfunded portion) as an expense in its government-wide financial statements.
The amount reported in the fund level financial statements is only the actual amount funded. A municipality’s
government-wide financial statements should reflect, as a long-term liability, the cumulative difference between
the annual required contribution amount and the amount actually contributed to its pension plan.

Governments are required to include basic information about their pension and OPEB plans that
allows a reader of the financial statements to determine the unfunded actuarial accrued liability, the overall
funded status of the plan and whether actual contributions are equal to 100% of annual required amounts.

Proposed changes to Accounting Principles Applicable to Pension Plan Costs

GASB is currently contemplating wide-ranging and controversial changes to the financial reporting
standards for governments that participate in or sponsor defined benefit pension plans for their employees.
An exposure draft of proposed changes was released in June 2011.

One of the more significant changes proposed includes recognition of the entire unfunded pension
liability on the government’s financial statements rather than the cumulative amount of annual required
contributions not made as is the current requirement. Additionally, when existing assets are insufficient to
fund all future liabilities, a discount rate different from the assumed investment rate of return (e.g., high
grade municipal bond index rate) must be used for that portion of the unfunded liability. Other proposed
changes include limiting the permitted actuarial cost methods allowed and “delinking” funding
methodologies from financial reporting requirements.

While these changes are not yet effective and may change due to comments made to the exposure
draft and GASB's due process response to those comments, the proposed accounting changes will have a
significant impact on the financial results reported by all governmental entities. Accordingly, a discussion of
the future status of pension plans should also reflect the newly proposed accounting standards impacting
the measurement and financial reporting of pension liabilities. Similar proposed changes are expected for
employer recognition of OPEB costs.
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MEASURING THE FISCAL HEALTH OF PENSION PLANS ADMINISTERED
BY RHODE ISLAND MUNICIPALITIES

The primary objective of a defined benefit pension plan is to pay current and future benefits to its
members. These benefit obligations cannot be met without the appropriate level of available assets. Many
factors such as investment market volatility, changes in benefits, and changes in membership can affect the
assets and liabilities or funding status of a plan. Proper planning and management is required to ensure that
plan assets will be sufficient to support future liabilities. Periodic actuarial valuations are a tool used by
management to assess the development of the liability components of the plan and how they relate to plan
assets.

Various measures can be used in assessing the fiscal health of a pension plan. We have selected the
following measures because they are both appropriate and, generally, readily available from either periodic
actuarial valuations or the annual audited financial statements of a governmental entity.

The amount required to be contributed to the plan as determined by an actuary in
accordance with the plan's actuarial funding methodology and assumptions. Any
contribution amount less than 100% of the ARC warrants attention.

Annual required
contribution (ARC)

When a government contributes 100% of the ARC, no liability is required to be
Net pension presented on the fa_ce of the goyernment’s financial statements. When less than' IOQ%

R of the ARC is contributed, the difference between the ARC and the actual contribution
obligation is reflected as a liability on the government’s government-wide financial statements and
(NPO) is referred to as the net pension obligation. When an NPO exists on a government’s
financial statements, this amount represents the cumulative effect of contributions that
should have been, but were not, made to a pension plan.

The Actuarial Accrued Liability (AAL) is the present value of fully projected benefits
attributable to service credit that has been earned. The Unfunded Actuarial Accrued
Liability (UAAL) is the difference between the AAL and the actuarial value of assets

Unfunded actuarial
accrued liability

(UAAL)

available to pay benefits.

Funded ratio -
overall funding
status of the plan

The funded ratio of a pension plan is the relative value of the plan’s assets and
liabilites. The Plan’s funded ratio is determined by dividing the actuarial value of
assets by the actuarial value of liabilities.

Investment
Performance

In addition to contributions, investment income is another source of funds to provide
current and future pension benefits. Investment performance can be measured against
the actuarial assumed rate of return and investment returns obtained by other similar
investors.

Ultimately, the pertinent considerations regarding funding a public pension plan is the ability of the
plan sponsor to continue to pay promised benefits and to make required contributions without causing fiscal
stress; and whether the plan’s unfunded liability is being amortized over an appropriate time frame.
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We identified 24 plans administered by 18 municipalities that we considered to be at risk.

Locally-administered Pension Plans Considered at Risk
% of ARC
Date of Unfunded Funded made in
Municipality Pension Plan Valuation Liability Ratio Fiscal 2010
Category 1 - Plan is nearly insolvent and sponsoring municipality is in bankruptcy.
Central Falls Police & Fire (after 7/1/72) John Hancock 7/1/2010 |$ 33,592,234 16.2% 0%
Central Falls Police & Fire (prior to 7/1/72) 1% 7/1/2010 12,966,446 8.8% 100%

Category 2 - Plan is significantly underfunded (<60%) and annual contributions are less than annual

required amounts.

Coventry School EE's Pension Plan 9/1/2008 18,340,664 36.9% 34%
Coventry Police Pension Plan 7/1/2009 39,846,988 16.5% 74%
Coventry Town's Municipal EE Retirement Plan 7/1/2009 9,537,773 29.3% 68%
Cranston Police & Fire EE's Pension Plan (prior to 7/1/95) 7/1/2010 244,833,000 15.8% 87%
Cumberland Town of Cumberland's Pension Plan 7/1/2010 15,431,400 38.9% 16%
East Providence Firemen's & Policemen's Pension Plan 10/31/2010 64,990,000 47.8% 20%
Johnston Police 7/1/2009 37,209,735 27.6% 87%
Scituate Police Pension Plan 4/1/2009 7,481,437 23.4% 67%
Tiverton Policemen's Pension Plan 7/1/2010 8,896,000 38.8% 0%
Warwick Police Pension | & Fire Pension Plan 7/1/2009 210,371,727 26.6% 67%
West Warwick Town Plan 7/1/2010 98,006,445 26.3% 43%
Westerly Police Pension Plan 7/1/2010 13,111,553 55.2% 87%

Category 3 - Plan is significantly underfunded (<60%) but current contributions are near or equal to 100%

of annual required amounts.
Johnston Fire (prior to 7/1/99) 7/1/2009 47,625,201 26.8% 94%
Newport Firemen's Pension Plan 7/1/2010 51,210,293 37.6% 105%
Newport Policemen's Pension Plan 7/1/2010 32,625,856 56.4% 108%
Pawtucket Post 1974 Policemen & Firemen 7/1/2009 130,392,959 29.6% 97%
Providence ERS of the City of Providence 6/30/2010 828,484,000 34.1% 96%
Smithfield Police (prior to 7/1/99) 7/1/2010 19,200,349 11.4% nla
Category 4 - Plan is more than 60% funded but annual contributions are significantly less than required
amounts (<80%) and/or generally declining over a multi-year period.
Narragansett Town Plan 7/1/2010 23,144,132 69.9% 63%
North Providence Police Pension Plan 7/1/2007 9,370,009 68.5% 49%
Smithfield Fire Pension Plan 7/1/2010 3,796,223 74.1% 39%
Woonsocket Police (pre 7/1/80) and Fire ( pre 7/1/85) Pension Plan 7/1/2010 30,205,140 69.1% 1%

See Note 1 - page 47
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The plans in the preceding table are listed alphabetically by municipality within each risk category.
Our assessment of plans includes information included in the municipality's fiscal 2010 audited financial
statements and in certain instances more current actuarial valuations provided by the municipalities.

The 12 locally-administered plans not considered at risk (those excluded from the preceding tables)
still require continual commitment to fund the plan responsibly by contributing 100% of annual required
amounts and move toward fully funding the plan. Options to merge the plan into the Municipal Employees’
Retirement System to reduce administrative costs and enhance investment performance and diversification
should still be pursued.

Annual Required Contribution

Annual Required Contribution Consistently funding 100% of the annual required contribution
(ARC) to a pension plan is one of the best indicators of an entity’s
The amount required to be contributed commitment to making incremental progress in meeting its obligation to

toghe plan as d‘ﬁermi”eihb%’ha”l , employees and retirees for pension benefits. If annual required
acluary in accoraance Wit e pian's contributions are consistently made, funding ratios will increase and the
actuarial funding methodology and

assumptions. Any contribution plan should eventually become fully funded. The taple on page 16
amount less than 100% of the ARC demonstrates the actual percentage of the annual required contribution
warrants attention. made by each locally administered pension plan over the five-year

period 2006 - 2010.

The aforementioned table highlights that twelve municipalities substantially underfund their respective
annual required contribution for certain plans - Central Falls (1 of 2 plans), Coventry, Cumberland, East
Providence, Narragansett, North Providence, Scituate, Smithfield, Tiverton, Warwick (1of 5 plans), West
Warwick, and Woonsocket. Additionally, the amount contributed by Cranston to its Police and Fire Plan is
declining compared to the prior year.
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Rhode Island Municipal Pension Plans - Percentage of Annual Required Contributions Made - Fiscal Years 2006-2010

=actual contribution is <80% of ARC 2006 2007 2008 2009 2010
Municipality Pension Plan ARC % ARC % ARC % ARC % ARC Contributions % Comments
Bristol Police Pension Plan (prior to 3/22/98) $ 438015 53%| | $ 540519  117%| | $ 620,203  127%| ] $ 640,220 100%| | $ 770,003 $ 865433  112%| consistently funding at least 100% since 2007
Central Falls Police & Fire John Hancock (after 7/1/72) 1,949,325 8% 2108373~ 28%) 2108373 58% 2,573,298 0% 2,573,298 - 0% substantial underfunding of ARC
Police & Fire 1% (prior to 7/1/72) 974873 127% 1216317 99% 1,216,317 100% 1,265,866 100% 1,265,866 1,260,318 100%)| consistently funding approximately 100% of ARC
Coventry Town's Municipal EE Retirement Plan 1443927 - 13% 1,567,266 = 60% 1,361,081 = 58%) 806,558 89%] 806,558 550,000 = 68%)| substantial underfunding of ARC
Police Pension Plan 5479790 28% 4921572 88% 4071928 - 68% 3,084,953 83% 3,084,953 2214733 T4%)| substantial underfunding of ARC
School EE's Pension Plan - nla 1,077,105 63% 1,077,105 = 64% 1,974,659 35% 1,974,659 672,228~ 34%| substantial underfunding of ARC - see Note 2
Cranston Police & Fire EE's Pension Plan (prior to 7/1/95) 21,723,021 98% 21,723,021 100% 20,785,343 96% 20,062,219 95% 22,209,224 19,396,892 87%| declining funding of ARC
Cumberland Town of Cumberland's Pension Plan 806,797  101% 737,697 100% 923,078 100%) 1,135,722 100% 1,315,293 211,425 16%| substantial underfunding of ARC in 2010 but previously funding ARC
East Providence  Firemen's & Policemen’s Pension Plan 4192401 24% 4595332 33% 4830497 = 32% 6,256,502 25%] 6,878,284 1,400,002 ~ 20%)| substantial underfunding of ARC
Jamestown Police Pension Plan 98313 222%) 122028 142% 130,774 160% 139,929 123% 233,257 257510 110%| consistently funding at least 100% of ARC
Johnston Police 2,659,000  100% 2,743,000  99% 2,839,000  102% 3,338,000 84% 3,464,000 3,024,000  87%)| consistently funding at least 84% or more of ARC
Fire (prior to 7/1/99) 3,330,000  93% 3,100,000  114% 3,209,000  101% 3,704,000 76%] 3,834,000 3589000  94%] consistently funding at least 76% or more of ARC
Lincoln Town Retirement Plan 309,674 106% 348818 100% 358,880 100%, 386,977 100% 618,012 576,259 93%) consistently funding at least 93% or more of ARC
Little Compton ~ Town Employees Other than Certified Teachers 303154 93% 358331 85%) 338,040 106% 424375 80% 507,896 424375 84%| consistently funding at least 80% or more of ARC
Middletown Town Plan 2617280  98% 2383896  115% 2475038 100% 2,715,725 95% 2,780,271 2,826,050  102%| mostly consistent funding of ARC
Narragansett Police Plan (prior to 7/1/78) 71561 98%) 80,656 0% 80,656  267%) 77,093 0% 77,093 120,000  156%| increased funding in 2010
Town Plan 2,184,453 41% 2653919 40% 2,630,851 | 44% 2,462,870 55% 2,462,870 1,557,772~ 63%)| substantial underfunding of ARC
Newport Firemen's Pension Plan 3543234 100% 3,352,662 106% 3291226 100% 3,310,657 105% 3,781,258 3,981,258  105%| consistently funding at least 100% of ARC
Policemen's Pension Plan 2,440,649  100% 2,3859%  102% 2,212,177 100%) 2,406,091 103%j 2,470,822 2670822  108%| consistently funding at least 100% of ARC
North Providence  Police Pension Plan 1,255,035  92% 1,255,035 7% 1525120 - 55% 1,529,633 54%| 1,529,633 746,432~ 49%| substantial underfunding of ARC
Pawtucket Pre 1974 Policemen & Firemen (pay-as-you-go) 925,047 81% 930,140~ T1% 859,343 80%) 790,725 82%%| 766,692 629,460 82%| funded on a pay-as-you-go basis
Post 1974 Policemen & Firemen 6,699,593 52% 7,362,251 52% 7433922 1 51% 8,117,103 60% 9,387,665 9,106,000  97%| increased funding in 2010
Portsmouth Employees of the Town of Portsmouth 1,552,169 100% 1,671,713 100% 2,088,317 100% 2,346,316 100%j 2,590,523 2590523 100%| consistently funding at least 100% of ARC
Providence ERS of the City of Providence 51454000  96% 50,584,000  100% 54,120,000  100% 48,509,000 100% 51,299,000 49,123,000 96%| mostly consistent funding of ARC
Scituate Police Pension Plan 410834 101% 410,834 101% 472897 94% 472,897 95%] 683,831 457,344~ 67%)| substantial underfunding of ARC in 2010 but previously funding ARC
Smithfield Police (prior to 7/1/99) 1252918 126% - nla - nfa - nfa nla 1,048,000 nfa | seeNote3
Fire Pension Plan 707,557 | 68% 912,526 = 53% 693229 T2% 1,044,019 54% 1,452,418 570,270 = 39%| substantial underfunding of ARC
Tiverton Policemen's Pension Plan 648,059  100% 647,343 92% 597226 100%) 711,225 100% 1,023,362 0% no funding of ARC in 2010, but previously funding 100% of ARC
Warwick City Employees Pension Plan 3043476  100%) 3165215  100%) 3211753 100% 3,340,223 100% 3973247 3973247  100%| consistently funding at least 100% of ARC
Police Pension Il Plan 1,917,484 100% 2,359,189 100% 2285974 100% 2,369,750 100% 2,062,481 2,062,481 100%| consistently funding at least 100% of ARC
Police Pension | & Fire Pension Plan 10517450 100% 19719971 62% 19816479 | 64%) 19,551,645 65% 19,638,790 13,125,568 | 67%| substantial underfunding of ARC
Fire Pension Plan Il 1,081,926 100%) 1334416 100% 1,432,908  100% 1,535,840 100% 1,594,677 1,594,677 100%| consistently funding at least 100% of ARC
Warwick Public Schools Employee Pension Plan 1503550  84% 1,700598 | 71% 1,439,385 106% 1,569,248 100%j 2,195,400 2195000  100%| consistently funding at least 100% of ARC since 2008
West Warwick  Town Plan 3100394 = 47% 3,553,780 © 56% 4,082,436~ 56% 4,676,096 21% 5,799,056 2,500,000 ~ 43%| substantial underfunding of ARC
Westerly Police Pension Plan 1,355,800  96% 1502900  86% 1,651,100 | 79% 1,249,700 88% 1,458,500 1,275,000  87%| consistently funding at least 79% or more of ARC
Woonsocket Police (pre 7/1/80) & Firemen's (pre 7/1/85) Plan nla| nla 32,100 100% 1,518,900 2% 2,705,190 15,612 1%| substantial underfunding of ARC - See Note 4

Totals:

§ 141,990,759

87%

$ 153186419

87%

$ 156,421,756

87%

$ 156,098,034 82%

$ 169,268,082 $

136,670,691

81%
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Continual underfunding pension obligations is viewed negatively by bond rating agencies and
others assessing the fiscal health of a community. For example, a downgrade in the credit rating assigned
to the Town of West Warwick in August 2009 cited the following:

“The downgrade is based on the town’s reduced financial position following consecutive operating deficits,
continued pressures related to the fiscal challenges of the school department and a growing net pension
obligation due to the long-term practice of not fully funding the town’s annually required contribution (ARC)
for pensions. The town’s unfunded pension liability increased by $37 million or over 200% between 2001
and 2006, bringing the system’s funded ratio down to a low 45% from 77% with additional declines expected
given recent market losses. West Warwick’s contribution as a percent of the ARC has ranged from 0% to
56% over the last six years, with only partial funding budgeted again in fiscal 2010." (Moody's Investors
Service — Town of West Warwick — August 5, 2009)

A more recent rating report in August 2011 included the following:

“The recent positive operating results are also the result of consistent underfunding of the town’s pension
fund, which will continue to exert significant negative financial pressure on the town’s financial operations. In
fiscal 2010, the town contributed $2.5 million of its $5.8 million ARC (43.11%). Combined with
underperformance of fund investments, the pension plan’s overall funded ratio fell to 29.74% ($35.6 million
funded out of a $119.7 million liability). The town decreased its annual contributions to $1 million in both
fiscal 2011 and fiscal 2012 (14.4% and 12.7% of the ARC, respectively). This has increased the unfunded
liability to $98.0 out of a total accrued liability of $133.0 million (26.3% funded). The Town’s independent
actuary reports that if the town continues its low level of funding, the pension plan will be depleted in 8 to 10
years. If the plan’s investments underperform their 8% long-term rate of return assumption, this period could
be even shorter. Once the pension plan assets are depleted, the town will need to fund pension costs
directly from general revenues at a cost of more than $10 million or more per year, creating a significant
strain on the town’s budget.” (Moody’s Investors Service — Town of West Warwick — August 5, 2011)

Similarly, Moody’'s March 2011 rating for the Town of Coventry included the following:

“The town has a long history of underfunding the actuarially determined annual required contributions (ARC)
for its Town and Police Pension Plans which has resulted in very weak pension funded ratios for the two
plans. As of July 1, 2009, the funded ratios for the Town and Police Plans were 29% and 17%, respectively,
among the lowest for locally administered plans in the state. These levels, which while up from lows of 18%
in 2006 for the Town Plan and 6% in 2004 for the Police Plan, remain minimal, and inconsistent with the
current rating category. The funded status of the plan is likely to remain pressured as the town continues its
practice of underfunding the ARCs for both plans. ARC funding has ranged from 14% to 89% since 2005.
For fiscal 2011, the Town and Police ARCs were funded at 62% and 69% respectively, just enough to cover
the pay-as-you-go pension costs for each. Moody's believes that the choice not to fully fund the ARC is
tantamount to deficit financing and demonstrates an unwillingness to make meaningful progress toward
addressing the pension liability in a sustainable fashion. The continuation of this practice will likely bring
negative pressure to the rating in the future.” (Moody’s Investors Service — Town of Coventry — March 30,
2011)

As reflected above in the rationale for ratings modifications, rating agencies are increasing their
focus on the existence of unfunded pension and OPEB liabilities and whether governments are responsibly
managing those obligations by funding 100% of annual required contributions. Consequently, the overall
fiscal health of a government and its ability to borrow at a reasonable cost is much more directly linked to
the responsible management of its pension and OPEB obligations.
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The table below demonstrates the strong correlation between locally-administered pension plans
that we had deemed to be at risk and recent ratings downgrades.

Municipalities Downgraded Pension Plan
by Moody’s Investors Discussed as a
Service Rating Factor
Central Falls
Coventry v
East Providence v
Pawtucket
Providence v
Warwick
West Warwick v

The very significant annual required contribution to pension and OPEB plans are largely a by-
product of past underfunding of the plans. For example, the annual required contribution to the City of
Providence’s pension plan for its employees (excluding teachers) was $51.3 million for 2010 and $56.4
million for fiscal 2011 of which the City made approximately 100% of the required contribution. The
composite employer contribution rate (different rates are applied to different groups of employees - e.g.,
police, fire, general) was 42.90% of payroll. Within the rate, only 6.11% related to normal or current service
costs and 36.79% related to amortization of the unfunded liability and interest thereon. This underscores
the very dramatic impact of past underfunding on current required contributions.

The higher cost of not making consistent and timely contributions is also evident in the example of
the City of Cranston’s Police and Fire Employees Retirement System. The annual required contribution for
fiscal 2009 and 2010 was $20.1 million and $22.2 million, respectively. This plan covers 61 active
members and 428 retirees for a total of 489 individuals. In contrast, the aggregate annual required
contribution for all participating entities in the Municipal Employees Retirement System (MERS) was $31.3
million for fiscal 2010 covering a total of 14,780 individuals (active and retirees). This significant disparity in
the relative annual required contribution between the plans results in part from the impact of Cranston not
contributing required amounts each year in the past.

One of the key advantages of participating in the State administered MERS plan is that 100% of
the annual required contribution must be made. The general laws provide for deducting required
contribution amounts due the State Employees’ Retirement System from state aid payments to the
municipality. This seeming lack of flexibility and forced discipline is actually a benefit due to the
dramatically increased costs associated with deferring contributions to a pension plan. While a significant
benefit from a responsible funding perspective, it is a key reason why some communities are not pursuing
merging their locally administered plan in the state administered Municipal Employees’ Retirement System
(MERS). The budgetary impact of making 100% of the annual required contribution is too significant to
manage within property tax limitations and other declining revenues ( e.g., State aid).
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Net Pension Obligation

Net Pension Obligation

When a government contributes 100% of the
ARC, no liability is required to be presented on the
face of the government's financial statements.
When less than 100% of the ARC is contributed,
the difference between the ARC and the actual
contribution is reflected as a liability on the
government’s government-wide financial
statements and is referred to as the net pension
obligaton. ~ When an NPO exists on a
government's financial statements, this amount
represents the cumulative effect of contributions
that should have been, but were not, made to a
pension plan.

The net pension obligation (NPO) is an amount
defined by generally accepted accounting principles
(GAAP) for governments. This liability is included in an
entity's government-wide (accrual accounting basis)
financial statements along with other long-term liabilities
such as bonds payable. It represents the cumulative
difference between amounts actually contributed to a
pension plan and the annual required contribution as
determined by an actuary in accordance with guidelines
permitted by GAAP.

The NPO is a measure of the effect of not
contributing the annual required contribution amount. The
NPO amount, together with cumulative investment income,

would have been available within the plan to fund future liabilities if the annual required contribution had
been made. Nearly one-half of the City of Cranston’s general long-term debt stems from the chronic failure
to contribute actuarially determined amounts to fund the City's Police and Fire Employees Retirement

System.

Municipalities with the largest net pension obligations as included in their fiscal 2010 financial

statements are summarized below.

Net Pension
Municipality Obligation
Providence $ 132,767,000
Cranston 90,436,567
Pawtucket 78,058,564
East Providence 40,721,381
Coventry 32,108,831
West Warwick 29,247,260
Warwick 28,197,917
Central Falls 27,318,891
Narragansett 11,718,611
Johnston 5,772,000
North Providence 4,934,857
Woonsocket 4,150,545
Westerly 2,924,196
Smithfield 2,694,331
Scituate 2,454,952
Tiverton 1,219,411
Cumberland 1,103,868

Office of the Auditor General

page 19



Pension and OPEB Plans Administered by Rhode Island Municipalities — September 2011

Unfunded Actuarial Accrued Liability

Unfunded Actuarial Accrued Liability The Unfunded Actuarial Accrued Liability (UAAL) is
determined as a result of periodic actuarial valuations usually
The Actuarial Accrued Liability (AAL) is the performed annually. The UAAL is the by-product of measuring
el vl G L [T G BB both the assets and projected benefits (liabilities) of the plan
:g:'r?:fbﬁéojﬁfmﬁzgr/ig'thrr?;r}f‘(fc?jgg using actuarial assumptions and methodologies. ~ These
Liability (UAAL) is the difference between the | Measures become the basis for developing the annual required

AAL and the actuarial value of assets contribution amount and the funded ratio.
available to pay benefits.

Basically, the UAAL demonstrates how well assets
have been accumulated to meet future benefit obligations to retirees. The UAAL is expressed in dollars
whereas the funded ratio uses the same data to express what percentage of the liability for future benefits
(AAL) has been funded by the actuarial value of assets.

Some governments have issued pension obligation bonds to finance the unfunded actuarial
accrued liability in their pension funds. In essence the pension obligation bonds provide a source of cash
to pay off the unfunded pension liability. In selling these bonds, governments are counting on plan
investment earnings being greater than the interest paid on the pension obligation bonds. Obviously, there
is the risk that the market may not generate investment returns to exceed the rate paid on the bonds.
Furthermore, once the bonds are issued, a government is committed to the debt service schedule whereas
a government typically has more flexibility in deciding on the amount and the specific timing of future
pension contributions. Through issuance of pension obligation bonds, a “soft” liability is exchanged for a
“hard” liability.

The consideration of pension obligation bonds is often controversial since the amount of bonds
contemplated is usually significant to the entity’s overall debt burden and the market returns required to
ensure the viability of the proposal are anything but certain. The worst-case scenario occurs when
investment returns fail to meet required amounts and further contributions are required to the pension plan
in addition to the debt service on the bonds. Locally, the City of Woonsocket issued $90 million of pension
obligation bonds in fiscal 2003. In fiscal 2010, due in part to investment losses, the City recognized an
annual required contribution of $2.7 million in addition to the debt service on its pension obligation bonds
(approximately $1.7 million for fiscal 2010).

The table on the next page highlights the unfunded actuarial accrued liability and funded ratio (as
of the most recent valuation included in the municipality’s fiscal 2010 financial statements) for each of the
36 pension plans administered by Rhode Island municipalities including the funded ratio trend for the period
2006-2010.
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Rhode Island Municipal Pension Plans - Unfunded Actuarial Accrued Liability (UAAL)

Unfunded
Dateof | Actuarial Value Actuarial Actuarial Accrued| Funded
Municipality Pension Plan Valuation of Assets | Accrued Liability Liability Ratio Funded Ratio Trend
Bristol Police Pension Plan (prior to 3/22/98) 71200 |$ 12148307 $ 20,937,357 | $ 8,789,050 58.0%)|decreasing
Central Ealls Police & Fire (after 7/1/72) John Hancock 7112010 6,516,889 40,109,123 33,592,234 16.2%|decreasing
Police & Fire (prior to 7/1/72) 1% 71112010 1,251,926 14,218,372 12,966,446 8.8%fincreasing
Town's Municipal EE Retirement Plan 7/1/2009 3,943,263 13,481,036 9,537,773 29.3%}inconsistent, but slight decrease from 2008 to 2009
Coventry Police Pension Plan (1112009 1,901,431 4,148,419 39,846,988 16.5%]inconsistent, but slight decrease from 2008 to 2009
School EE's Pension Plan * 9/1/2008 10,721,962 29,062,626 18,340,664 36.9%|decreasing
Cranston  |Police & Fire EE's Pension Plan (prior to 7/1/95) 7/1/2010 45,900,000 290,733,000 244,833,000 15.8%|decreasing in 2008 & 2009 then increasing in 2010
Cumberland ~ [Town of Cumberland's Pension Plan 7/1/2010 9,807,821 25,239,221 15,431,400 38.9%|decreasing
East Providence |Firemen's & Policemen's Pension Plan 10/31/2010 59,600,000 124,590,000 64,990,000 47 8%|decreasing
Jamestown  |Police Pension Plan 7/1/2010 7,917,927 7,975,138 57,211 99.3%]consistently funded > 100% then slight decrease in 2010
Johnston Police 7/1/2009 14,201,866 51,411,601 37,209,735 27.6%Jinconsistent, but decreased from 2007 to 2009
Fire (prior to 7/1/99) 71112009 17,472,877 65,098,078 47,625,201 26.8%]inconsistent, but decreased from 2007 to 2009
Lincoln Town Retirement Plan 1/1/2010 14,662,776 21,127,359 6,464,583 69.4%|decreasing
Little Compton | Town Employees Other than Certified Teachers 7/1/2010 5,847 475 7,853,226 2,005,751 74.5%]inconsistent, but increasing 2010
Middletown  |Town Plan 71112010 42,526,359 54,547,798 12,021,439 78.0%Jinconsistent, but increased from 2009 to 2010
Narragansett Police Plan (prior to 7/1/78) 7/1/2010 (76,563) 840,010 916,573 0.0%|consistent
g Town Plan 7/1/2010 53,870,256 77,014,388 23,144,132 69.9%|decreasing
Newoort Firemen's Pension Plan 7/1/2010 30,820,663 82,030,956 51,210,293 37.6%|inconsistent, but increased from 2009 to 2010
P Policemen's Pension Plan 71112010 42,240,992 74,866,848 32,625,856 56.4%|inconsistent, but increased from 2009 to 2010
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Rhode Island Municipal Pension Plans - Unfunded Actuarial Accrued Liability (UAAL)

Unfunded
Actuarial Actuarial Actuarial
Date of Value of Accrued Accrued Funded
Municipality Pension Plan Valuation Assets Liability Liability Ratio Funded Ratio Trend
North Providence |Police Pension Plan 711/2007 20,331,967 29,701,976 9,370,009 68.5% |decreasing then increasing in 2007
Pawtucket Pre 1974 Policemen & Firemen (pay as you go) 71112009 4,000,000 4,000,000 0.0% | pay as you go plan - 60 retirees
Post 1974 Policemen & Firemen 7/1/2009 54,729,846 185,122,805 130,392,959 29.6% |decreasing
Portsmouth ~ |Employees of the Town of Portsmouth 711/2010 32,779,646 54,054,944 21,275,298 60.6% |decreasing
Providence  |ERS of the City of Providence 6/30/2010 427,891,000 1,256,375,000 828,484,000 34.1%|decreasing then slight increase in 2010
Scituate Police Pension Plan 4/1/2009 2,286,905 9,768,342 7,481,437 23.4% [increasing then significant decrease in 2009
Smithfield Police (prior to 7/1/99) @ 7/1/2010 2,476,804 21,677,153 19,200,349 11.4%[no trend due to substantial changes made to the plan
Fire Pension Plan 71112010 10,862,060 14,658,283 3,796,223 74.1% |decreasing
Tiverton Policemen's Pension Plan 711/2010 5,633,000 14,529,000 8,896,000 38.8% [decreasing
City Employees Pension Plan 7/1/2010(draf) 87,060,569 122,721,770 35,661,201 70.9% [decreasing
Police Pension 1 Plan 7/1/2009 137,152,325 139,554,358 2,402,033 98.3%|decreasing
Warwick Police Pension | & Fire Pension Plan 7/1/2009 76,142,283 286,514,010 210,371,727 26.6% |consistent
Fire Pension Plan 11 7/1/2009 18,265,170 20,678,480 2,413,310 88.3% |decreasing
Warwick Public Schools Employee Pension Plan 711/2010 32,317,581 42,039,713 9,722,132 76.9% | consistent
West Warwick |Town Plan 711/2010 35,007,723 133,014,168 98,006,445 26.3%[decreasing
Westerly Police Pension Plan 7/1/2010 16,145,954 29,257,507 13,111,553 55.2% | decreasing then consistent
Woonsocket  |Police (pre 7/1/80) and Fire (pre 7/1/85) Pension Plan 7112010 67,655,825 97,860,965 30,205,140 69.1%| decreasing
Totals $ 14140148851 $ 3510,413,030| $  2,096,398,145 40.3%)
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The cost of providing pension payments to plan members can vary widely among plans and is affected by
numerous factors. Calculating the UAAL per plan member allows comparison of plans of different sizes as
illustrated in the table below.

UAAL Plan UAAL per
Pension Plan members plan

(@) member
Locally administered pension plans (aggregate) (b) $ 2,096,398,145 14594 | $ 143,648
MERS (state administered - aggregate) (b) 430,236,223 14,780 29,109
Providence — ERS of the City of Providence 828,484,000 6,359 130,285
Cranston — Police and Fire (pre 7/1/95) 244,833,000 489 500,681
Warwick — Police Pension | and Fire Pension Plan 210,371,727 455 462,355
Employees’ Retirement System of Rl — State employees 2,700,450,527 25,061 107,755

Employees’ Retirement System of Rl — Teachers (state

administered) 4,133,195,600 26,264 157,371

General - plan benefits and member characteristics (e.g., average salary) can vary significantly between plans which
affects the comparability of the UAAL per plan member. UAAL is as of the most recent valuation included in the
entity’s fiscal 2010 audited financial statements or more recent to the extent available. For the locally administered
plans the actuarial valuations are not all as of the same date.

(@) plan members include active employees, terminated employees not collecting benefits, retirees, and
beneficiaries.

(b) separate actuarial valuations are performed for each unit; the UAAL presented is the aggregate UAAL for all units
-- no adjustment has been made for the inclusion of individual plans which are overfunded in the aggregate
UAAL for all plans — inclusion of overfunded plans in the aggregate UAAL understates the UAAL per member.
The MERS actuarial valuation is the most recent available — June 30, 2010.

Since plan benefits and plan member characteristics can vary significantly among plans, one must
exercise caution in drawing specific conclusions from the UAAL per plan member. It is clear, however, that
the UAAL is significantly impacted by failure to contribute required amounts, investment performance and
specific benefit provisions. It is noteworthy that MERS has the highest funded ratio (73.6%) of the plans
used in the foregoing comparison and it also has the smallest UAAL per plan member. This demonstrates
that timely and consistent funding of annual required amounts will generally result in significantly reduced
pension Ccosts.

Funded Ratio Funded Ratio
U2 IBIEE D @ E PETELan @ The funded ratio quantifies the overall funding status of the
OPEB plan is the relative value of the | di K f the fiscal health of : | It
plan’s assets and liabilities, The plan and is a key measure of the fisca ,ea of a pension plan.
Plan’s funded ratio is determined by represents the relative value of the plan’s assets compared to plan
dividing the actuarial value of assets liabilities. The Plan’s funded ratio is determined by dividing the
by the actuarial value of liabilities. actuarial value of assets by the actuarial value of liabilities.
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Conceptually, a pension fund should be at or near 100% funded meaning that sufficient assets
have been accumulated to meet estimated future pension liabilities. The further a plan is from 100%
funded, the greater the risk that, without increased contributions and investment income or gains, assets
will be insufficient to meet expected pension benefits. Larger contributions are required to make-up for the
funding deficiency when plans are significantly less than the 100% funded ratio.

At the other end of the spectrum from plans that are 100% funded, plans that are pay-as-you-go
use current receipts to pay current benefits with no assets set aside for future costs. In most cases, pay as
you go plans eventually become too expensive to support with only tax receipts and contributions. This
typically occurs in an established plan where the number of retirees continually increases yet the number of
active employees decreases or remains relatively constant. Investment earnings count for most of the
revenue generated by a prefunded plan, lessening the impact on employer contributions.

We identified local plans considered to be at risk based on the criteria described on page 14.
Recent initiatives in other states to identify pension plans at risk have generally targeted any plan with a
funded ratio less than 80%. Using this parameter, there are a number of municipalities in Rhode Island
with locally-administered pension plans that are at risk (based on the most recent funded ratio reported in
each municipality’s fiscal 2010 audited financial statements or more current available actuarial valuations).

Thirty-one self-administered pension plans have funded ratios of less than 80%. The table on the
next page lists the current funded status of the locally-administered pension plans with comparisons to
funded ratios reported in our July 2007 and March 2010 reports.

o Eighteen of the locally administered pension plans have funded ratios of less than 50%; five are
less than 20% funded.

o Fourteen of the plans experienced a significant reduction in the reported funded ratio compared to
data reported in our first report on the status of locally administered pension plans issued in July
2007.
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Locally Admininistered Pension Plans - Funded Ratio Comparison

Funded Ratio reported in:

September| March July
Municipality Pension Plan 2011 2010 2007
Central Falls Police & Fire (prior to 7/1/72) 1% 8.8% 8.1% 7.3%
Smithfield Police (prior to 7/1/99) 11.4% 17.9% 36.0%
Cranston Police & Fire EE's Pension Plan (prior to 7/1/95) 15.8% 15.1% 15.5%
Central Falls Police & Fire (after 7/1/72) John Hancock 16.2% 30.2% 34.6%
Coventry Police Pension Plan 16.5% 17.4% 8.0%
Scituate Police Pension Plan 23.4% 23.4% 37.0%
West Warwick Town Plan 26.3% 39.5% 48.0%
Warwick Police Pension | & Fire Pension Plan 26.6% 27.2% 27.0%
Johnston Fire (prior to 7/1/99) 26.8% 26.8% 30.7%
Johnston Police 27.6% 27.6% 30.8%
Coventry Town's Municipal EE Retrement Plan 29.3% 29.6% 18.0%
Pawtucket Post 1974 Policemen & Firemen 29.6% 38.8% 42.5%
Providence ERS ofthe City of Providence 34.1% 33.5% 37.4%
Coventry School EE's Pension Plan 36.9% 36.9% 46.6%
Newport Firemen's Pension Plan 37.6% 39.5% 39.9%
Tiverton Policemen's Pension Plan 38.8% 40.3% 49.9%
Cumberland Town of Cumberland's Pension Plan 38.9% 44.6% 59.5%
East Providence Firemen's & Policemen's Pension Plan 47.8% 57.1% 70.0%
Westerly Police Pension Plan 55.2% 54.3% 43.4%
Newport Policemen's Pension Plan 56.4% 61.5% 62.5%
Bristol Police Pension Plan (prior to 3/22/98) 58.0% 64.2% 67.0%
Portsmouth Employees of the Town of Portsmouth 60.6% 61.6% 65.3%
North Providence  Police Pension Plan 68.5% 68.5% 67.5%
Woonsocket Police (pre 7/1/80) and Fire (pre 7/1/85) Pension Plan 69.1% 90.4% 100.9%
Lincoln Town Retrement Plan 69.4% 89.6% 90.9%
Narragansett Town Plan 69.9% 79.8% 79.0%
Warwick City Employees Pension Plan 70.9% 79.2% 78.5%
Smithfield Fire Pension Plan 74.1% 77.8% 86.0%
Little Compton Town Employees Other than Certified Teachers 74.5% 78.5% 80.5%
Warwick Warwick Public Schools Employee Pension Plan 76.9% 84.6% 81.0%
Middletown Town Plan 78.0% 84.3% 72.2%
Warwick Fire Pension Plan Il 88.3% 97.0% 86.3%
Warwick Police Pension Il Plan 98.3% | 104.9% 102.3%
Jamestown Police Pension Plan 99.3% 100.4% 123.9%
collective funded ratio 403%|  42.8%  45.0%|

Funded ratios as reported in the most recent audited financial statements of the municipality or where applicable a
more current actuarial valuation compared to amounts report in our previous reports in March 2010 and July 2007.
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Assumed Rate of Return on Plan Investments

Investment Performance After making annual required contributions, the next most
important factor impacting the financial health of a pension plan is
overall investment performance. Achieving average investment

In addition to contributions, investment
income is another source of funds to

provide current and future pension returns equal to the assumed rate of return is necessary to meet
benefits. Investment performance can | planned funding targets. Failure to meet the assumed rate of return
be measured against the actuarial adds to the growth in plan liabilities.

assumed rate of return and investment
returns obtained by other similar

investors. The assumed rates of return for pension plans administered

by Rhode Island municipalities ranged from 7.0% to 8.5%. The
assumed rate of return used by the State of Rhode Island Employees Retirement System was recently
changed to 7.5% downward from 8.25%.

According to Public Fund Survey Summary of Findings for FY 2008 issued by the National
Association of State Retirement Administrators in October 2009, over time, investment earnings account for
the majority of public pension fund revenues. The prominence of investment earnings in the financing
arrangement magnifies the role of a pension fund’s investment return on its funding condition.

With the trend to question investment return assumptions and ensure they are aligned with
reasonable market expectations, those communities using higher investment return assumptions (e.g.,
8.5%) may need to examine that rate in light of actual and expected investment performance. Obviously,
any downward adjustment in the investment return assumption (discount rate) will have a corresponding
increase in the unfunded liability and, ultimately, annual required contributions. In essence, making any
downward adjustment in the investment return assumption will significantly worsen the funded status of the
plan.

Smaller plans typically have difficulty achieving the overall investment performance of larger plans
because they have fewer opportunities to spread risk, cannot invest as efficiently (higher costs), may not
have access to all types of potentially higher yielding investments and may not have developed appropriate
asset allocation strategies to diversify risk.

Locally administered pension plans struggle to achieve the same rates of return earned by larger,
well diversified and professionally managed plans. Further, larger plans are better able to manage
investment risk through diversification.

Considering that investment performance can have a significant impact on the plan’s funded status
and contribution rates, efforts to improve investment performance by (1) merging the locally administered
plans into the State administered Municipal Employees’ Retirement System or (2) creating a state
administered pooled investment trust for locally administered pension plans deserve serious consideration.
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Rhode Island Municipal Pension Plans - Assumed Rates of Return

Change in
AD?te ‘?fl A;'S;Jmefd Assumption since
VCI uatr|a Rate 0 Prior Actuarial
Municipality Pension Plan aluation eturn Valuation
Bristol Police Pension Plan (prior to 3/22/98) 7/1/2010 8.00%
Central Falls Police & Fire John Hancock (after 7/1/72) 7/1/2010 7.75%
Police & Fire 1% (prior to 7/1/72) 7/1/2010 7.50%
Town's Municipal EE Retirement Plan 7/1/2009 8.00%
Coventry Police Pension Plan 7/1/2009 8.00%
School EE's Pension Plan 9/1/2008 7.00%
Cranston Police & Fire EE's Pension Plan (prior to 7/1/95) 7/1/2010 8.00%
Cumberland Town of Cumberland's Pension Plan 7/1/2010 8.00%
East Providence Firemen's & Policemen's Pension Plan 10/31/2010 8.50%
Jamestown Police Pension Plan 7/1/2010 7.00%
Johnston Police 7/1/2009 7.75%
Fire (prior to 7/1/99) 7/1/2009 7.75%
Lincoln Town Retirement Plan 1/1/2010 8.00%
Little Compton Town Employees Other than Certified Teachers 7/1/2010 7.50%
Middletown Town Plan 7/1/2010 7.50%
Police Plan (prior to 7/1/78) (pay as you go) 7/1/2010 7.50%
Narragansett Town Plan 7/1/2010 7.50%
Newnort Firemen's Pension Plan 7/1/2010 7.50% decrease from 8.25%
P Policemen's Pension Plan 7/1/2010 7.50% decrease from 8.25%
North Providence Police Pension Plan 71112007 7.25%
pawtucket Pre 1974 Policemen & Firemen (pay as you go)
Post 1974 Policemen & Firemen 7/1/2009 7.875% decrease from 8%
Portsmouth Employees of the Town of Portsmouth 7/1/2010 8.00%
Providence ERS of the City of Providence 6/30/2010 8.50%
Scituate Police Pension Plan 4/1/2009 8.25%
. Police (prior to 7/1/99) 7/1/2010 8.50%
Smithfield Fire Pension Plan 7/1/2010 8.50%
Tiverton Policemen's Pension Plan 7/1/2010 7.50%
City Employees Pension Plan 7/1/2010 draft 7.50% decrease from 8%
Police Pension Il Plan 7/1/2009 8.00%
Warwick Police Pension | & Fire Pension Plan 7/1/2009 8.00%
Fire Pension Plan Il 7/1/2009 8.00%
Warwick Public Schools Employee Pension Plan 7/1/2010 7.00%
West Warwick Town Plan 7/1/2010 8.00% decrease from 8.25%
Westerly Police Pension Plan 7/1/2010 8.00%
Woonsocket Police (pre 7/1/80) and Fire (pre 7/1/85) Plan 7/1/2010 8.25%
Average 7.81%
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The United States Government Accountability Office (GAO) included a survey of assumed rates of
returns for state and local pension plans in an August 2010 report — State and Local Government Pension
Plans — Governance Practices and Long-Term Investment Strategies have Evolved Gradually as Plans
Take on Increased Investment Risk. The assumed rates of return used within the locally-administered
pension plans as listed on the previous page are generally consistent with the results of the GAQ’s national
survey. The following bar graph was included in the GAO’s August 2010 report.

Figure 6: Distribution of Plans’ Assumed Rates of Return

Estimated percentage of large and medium-sized plans, combined
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Source: GAOD survey of state and local plans.

Mote: The 95 percent confidence intervals for these estimates are less than plus or minus
9 percentage points.
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STATUS OF OTHER POSTEMPLOYMENT BENEFIT (OPEB) PROGRAMS

At the time of our initial report (July 2007), new accounting guidelines ! relating to other post-
employment benefits were on the horizon but were not yet effective for Rhode Island’s municipalities. By
fiscal 2010, all the municipalities that offer OPEB were required to implement the accounting and disclosure
requirements.

These guidelines require governmental employers to measure the cost of the postemployment
benefits provided to retirees (generally healthcare) on an actuarial basis and recognize these costs (i.e.,
annual required contribution) in the entity’'s government-wide financial statements. The accounting
measurement criteria for other postemployment benefit costs is similar to pensions and uses consistent
terminology as well.

As a result of the implementation of this governmental accounting standard, municipalities must
disclose the future costs associated with providing post-employment benefits to its employees in their
annual financial statements. For most communities, the future costs are very significant and largely
unfunded. In most cases, governmental employers fund these costs on a pay-as-you-go basis and there
has been little or no accumulation of assets to pay future benefits. Further, health care costs continue to
increase at a dramatic pace; therefore, any projection of the future cost of benefits to retirees must reflect
an aggressive cost escalation trend rate. These costs will further challenge Rhode Island municipalities as
many are already struggling to properly fund their obligation for pension benefits.

The collective unfunded liability for OPEB plans (UAAL) as shown in the table beginning on page
32 is $3.5 billion. Assets totaling less than 1% of the actuarial accrued liability have been set aside for the
payment of future benefits. On average, communities are funding 50% of the annual required contribution
for OPEB benefits. The collective ARC for OPEB plans alone is $244 million.

The collective unfunded liability for OPEB plans increased from $2.4 billion (as reported in our
March 2010 report) to $3.5 billion currently. A large portion of this increase is due to a change in the
investment return assumption (discount rate) used by the City of Providence’s actuary in valuing plan
liabilities. Amounts reported previously were based on an 8% investment return assumption and the more
current actuarial valuation uses a 4% investment return assumption. This caused the City’s unfunded
OPEB liability to nearly double.

This underscores the sensitivity of the determination of unfunded liabilities to the underlying
actuarial assumptions. The variability of investment return assumptions for OPEB plans is dramatic (see
table on page 34) compared to investment return assumptions for the locally administered pension plans
(see table on page 27). The Governmental Accounting Standards Board has provided guidance on
choosing an appropriate investment return assumption to discount future OPEB liabilities. One of the key
determinants is whether the government has established a trust to hold assets for the OPEB plan and
whether they are funding the plan on an actuarially determined basis. With both of those provisions in
place, a government may appropriately use an investment return assumption that is more consistent with a

1 GASB Statement No. 45 Accounting and Financial Reporting by Employers for Postemployment Benefits Other than Pensions
requires governmental employers to obtain periodic actuarial valuations of their OPEB plans, report the annual required
contribution as an expense on its government-wide financial statements, and disclose the funded status of the OPEB planin a
manner that is similar to accounting requirements for pensions by employers.
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long-term investment perspective reflecting adopted investment policy and asset allocations. Absent those
provisions, a government should use a discount rate that is consistent with returns earned on other short-
term investments held by the government.

Some municipalities may be using overly optimistic investment return assumptions in valuing their
OPEB liabilities. Some are using a long-term investment assumption without creating a trust to hold
accumulated assets, investing assets consistent with a long-term investment objective, and/or funding
OPEB on an actuarial basis — all of which are necessary to use a long term investment return assumption.
Many others are using a 4% investment return assumption which is not reflective of current short-term
investment returns. In the absence of a trust and funding the OPEB plan on an actuarial basis the discount
rate used should be reflective of returns on short-term investments of the government.

The estimate of the unfunded OPEB liability may be imprecise due to understatement for
potentially inappropriate investment return assumptions used in valuing certain of the OPEB plans and the
need to factor in the impact of recent legislation that facilitates enrolling eligible retirees in Medicare which
would decrease plan liabilities.

Another actuarial assumption key to valuing OPEB liabilities is the inflation or health care cost
escalation assumption. Since the annual increase in health care costs is significant — realistic projections
of this component of the actuarial valuation is also critical.

While the $3.5 billion unfunded liability for municipal retiree health plans is alarming, a more
realistic appraisal of that liability may in fact be greater for the reasons cited above.

Each municipality that offers retiree health benefits should complete a comprehensive analysis to
(1) ensure the assumptions underlying the valuation of future liabilities are appropriate and reasonable, (2)
review the affordability of the benefits offered, and (3) commit to funding OPEB benefits in an actuarially
sound manner.

We did not compare, in detail, the benefits offered by the various locally administered OPEB plans.
However, in general, the municipal plans appeared to be more generous than the State’s OPEB plan for its
employees. For example, under many municipal OPEB plans, full spousal and dependent coverage is
common and a retiree co-pay is often not required. The State’'s OPEB plan covers only employees
(spousal and dependent coverage is available on a buy-in basis at full cost) and a 20% retiree co-pay is
required for all employees retiring after October 1, 2008. Co-pay percentages for earlier retirees were
determined based on years of service.

A report by the Pew Center on the States noted that “on average, states have only put aside 7.1
percent of the assets needed to adequately fund their retiree health care liabilities. Twenty states have not
set aside any funds.”? Governments, at both state and local levels, are struggling to meet required
payments to fund just pensions notwithstanding OPEB benefits. Until recently, the liability for future OPEB
had been largely ignored and unreported. Unfunded OPEB liabilities, while not unique to Rhode Island are
real and without funding, will only grow significantly, particularly due to escalating health care costs which
must be factored into the estimation of the liability.

2 Pew Center on the States — The trillion dollar gap — Underfunded state retirement systems and the roads to reform- February
2010
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Consistent with the conclusions outlined herein that locally administered pension plans are at risk,
locally-administered OPEB plans should likely be viewed in the same light. An opportunity exists to
restructure plan design and benefit delivery before each community creates a trust and begins to
accumulate assets to fund future benefits.

One option would be for the State to create a pooled investment trust for other post-employment
benefits. This would serve as a common investment vehicle for municipalities that are accumulating assets
to meet the future cost of OPEB. A pooled OPEB investment trust administered by the State could provide
a well diversified, professionally managed investment option for Rhode Island municipalities. It is likely that
the investment return of the pooled trust could exceed the return obtained by a municipality acting
individually, particularly for smaller communities that are just beginning to accumulate assets for OPEB.

Another option is to consider a statewide OPEB health care plan (an agent-multiple employer plan
under State administration but without State funding responsibility) that could decrease overall costs
through economies of scale, reduce administrative costs and enhance bargaining position with health
insurers. A statewide OPEB plan would also be consistent with the goal of merging locally administered
pension plans into the state administered MERS plan, as well as, initiatives to foster a statewide healthcare
contract for teachers and municipal employees. Further, plan design and plan benefits vary widely among
municipalities—a common state administered plan could standardize OPEB benefit provisions among
municipalities.
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Rhode Island Municipalities' Other Post-Employment Benefit (OPEB) Plans at June 30, 2010

Net OPEB Obligation Date of Unfunded Actuarial Accrued| Funded
Municipality Type of Plan ARC Contributions % of ARC (Asset) Valuation | Actuarial Value of Assets | Actuarial Accrued Liability Liablity Ratio

Barrington TrustFund [ $ 2,597,104 | $ 1,526,488 58.78%) 1513245| 6/30/2009 [$ 3513802 | $ 21,471,689 [ $ 17,957,887 16.4%
Bristol Trust Fund 890,000 874,444 98.25% (368,668)  7/1/2008 1,675,000 12,862,000 11,187,000 13.0%
Burrillville ® Pay-as-you-go 133,280 127,036 95.32% 28,771 7/1/2008 - 1,693,855 1,693,855 0.0%
Central Falls Pay-as-you-go 2,027,948 1,144,806 56.45% 1,453,547 | 7/1/2009 - 32,011,503 32,011,503 0.0%
Charlestown Trust Fund 401,000 449,000 111.97% (299,548)|  7/1/2009 502,000 4,947,000 4,445,000 10.1%
Coventry Pay-as-you-go 1,200,000 859,000 71.58%) 661,121 [  7/1/2009 - 12,835,000 12,835,000 0.0%
Cranston - Public Safety Trust Fund 4,092,301 3,649,942 89.19% 1,138,662 |  7/1/2010 450,533 50,765,110 50,314,577 0.9%
- Board of Education Pay-as-you-go 3,119,950 2,002,019 64.17%) 2,774,886 | 7/1/2009 - 31,160,310 31,160,310 0.0%
Cumberland Pay-as-you-go 3,973,000 1,166,224 29.35%) 5,160,269 |  7/1/2008 - 46,872,000 46,872,000 0.0%
East Greenwich Pay-as-you-go 1,743,839 428,826 24.59%) 2,312,918 | 7/1/2009 - 13,840,762 13,840,762 0.0%
East Providence - City Plan Pay-as-you-go 5,138,868 2,755,302 53.62% 4,811,626 | 10/31/2009 - 78,291,702 78,291,702 0.0%
- School Plan Pay-as-you-go 2,029,870 3,784,314 186.43% (3,194,375)| 10/31/2009 - 27,709,764 27,709,764 0.0%
Foster Pay-as-you-go 73,806 60,863 82.46% 12,943 | 7/1/2009 - 780,502 780,502 0.0%
Glocester ® Pay-as-you-go 192,932 128,381 66.54%) 105,315 | 7/1/2008 - 2,199,146 2,199,146 0.0%
Jamestown - Police Plan Pay-as-you-go 216,224 52,292 24.18%) 240,850 | 1/1/2009 - 1,661,060 1,661,060 0.0%
- School Plan Pay-as-you-go 925,289 334,179 36.12% 843,764 | 7/1/2009 - 14,153,205 14,153,205 0.0%
Johnston ® Pay-as-you-go 19,218,165 4,472,653 23.27%) 28,275,137 | 6/30/2008 - 226,245,500 226,245,500 0.0%
Lincoln Pay-as-you-go 1,992,852 885,332 44.43%) 2,107,196 | 6/30/2010 - 24,880,760 24,880,760 0.0%
Little Compton Pay-as-you-go 224,867 87,000 38.69%) 120,000 | 7/1/2007 - 1,954,239 1,954,239 0.0%
Middletown ° Pay-as-you-go 2,026,910 1,930,072 95.22% - 7/1/2009 2,500,343 32,387,961 29,887,618 7.7%
Narragansett° Pay-as-you-go 6,549,964 1,447,706 22.10%) 10,124,232 | 7/1/2010 - 72,792,463 72,792,463 0.0%
New Shoreham ® Pay-as-you-go not available not available not available 69,000 | not required - 1,643,452 1,643,452 0.0%
Newport Trust Fund 9,050,275 11,241,301 124.21% 7,039,517 | 7/1/2009 8,486,653 125,947,132 117,460,479 6.7%
North Kingstown Pay-as-you-go 2,407,135 1,074,612 44.64%) 2,681,170 |  7/1/2010 - 34,510,724 34,510,724 0.0%
North Providence Pay-as-you-go 4,289,000 1,945,000 45.35%) 4,780,024 | 7/1/2008 - 52,758,000 52,758,000 0.0%
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Rhode Island Municipalities' Other Post-Employment Benefit (OPEB) Plans at June 30, 2010

Net OPEB Obligation Date of Unfunded Actuarial Accrued| Funded
Municipality Type of Plan ARC Contributions % of ARC (Asset) Valuation | Actuarial Value of Assets | Actuarial Accrued Liability Liablity Ratio

North Smithfield Pay-as-you-go 580,468 327,492 56.42%) 722,770 [ 7/1/2009 5,796,707 5,796,707 0.0%
Pawtucket Pay-as-you-go 22,881,686 11,416,382 49.89%) 51,934,557 [  7/1/2009 378,184,421 378,184,421 0.0%
Portsmouth - Town Plan ° Trust Fund 1,569,039 645,276 41.13% 2,030,262 |  7/1/20008 13,026,759 13,026,759 0.0%
- School Plan Pay-as-you-go 511,670 322,804 63.09%) 400,934 |  7/1/2007 4,514,458 4,514,458 0.0%
Providence Trust Fund 79,580,000 39,011,000 49.02% 53,983,000 [  7/1/2009 1,040,000 1,498,491,000 1,497,451,000 0.1%
Scituate Pay-as-you-go 529,719 178,360 33.67%) 736,190 [ 3/31/2009 4,713,768 4,713,768 0.0%
Smithfield ® Pay-as-you-go 2,307,517 1,358,037 58.85%) 1,778,967 [  7/1/2010 657,366 29,610,752 28,953,386 2.2%
South Kingstown ! Trust Fund 1,780,100 1,735,461 97.49% 7/1/2009 18,700,000 18,700,000 0.0%
Tiverton Pay-as-you-go 3,222,448 1,362,886 42.29% 3,744,209 | 7/1/2009 36,172,948 36,172,948 0.0%
Warren Trust Fund 383,807 69,875 18.21% 761,574 [ 7/1/2007 700,000 3,018,423 2,318,423 23.2%
Warwick - City Plan Pay-as-you-go 20,620,310 7,487,501 36.31% 36,360,944 [  7/1/2009 229,348,977 229,348,977 0.0%
- School Plan Pay-as-you-go 3,876,982 2,343,722 60.45% 9,204,172 [  7/1/2009 41,643,649 41,643,649 0.0%
West Greenwich® Pay-as-you-go not available 32,616 | not available not available not required 73,250 73,250 0.0%
West Warwick Pay-as-you-go 9,327,511 3,573,395 38.31% 11,515448 |  7/1/2008 136,587,286 136,587,286 0.0%
Westerly - Police Plan Trust Fund 459,200 425,000 92.55% 101,000 [ 7/1/2009 7,978,431 12,379,627 4,401,196 64.4%
- School Plan Pay-as-you-go 532,439 450,418 84.60% 149,502 |  7/1/2008 1,576,533 1,576,533 0.0%
Woonsocket - City Plan Pay-as-you-go 14,111,578 3,803,866 26.96% 20,157,343 [  7/1/2009 132,987,895 132,987,895 0.0%
- School Plan Pay-as-you-go 3,844,919 1,934,163 50.30% 3,814,851 [  7/1/2009 47,145,503 47,145,503 0.0%

Regional School Districts
Bristol-Warren Pay-as-you-go 2,831,156 2,639,973 93.25%) 2,935,934 |  7/1/2009 31,379,203 31,379,203 0.0%
Chariho Pay-as-you-go 165,832 159,590 96.24% 137,104 [ 7/1/2009 1,715,539 1,715,539 0.0%
Exeter-West Greenwich Pay-as-you-go 412,461 236,089 57.24% 317,795 [  7/1/2008 3,554,702 3,554,702 0.0%
Foster-Glocester Pay-as-you-go 397,028 376,044 94.71% 46,967 |  7/1/2009 - 3,405,892 3,405,892 0.0%
Totals: 244,440,449 | $ 122,316,742 50.04%| $ 273,225,125 $ 27,504,128 | $ 3,560,402,131 | § 3,532,898,003 0.8%
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OPEB - Discount Rate Used in Actuarial Valuations

Funding Policy
Fiduciary
Discount Trust Actuarial Pay-as-You-
Municipality / Regional School District Rate Fund Basis Go Basis

Cranston - Public Safety Employees 8.00% Yes N
East Providence - School EE's 8.00% v
South Kingstown 8.00% Yes v
Westerly - Police Plan 8.00% Yes N
Bristol 7.50% Yes N
Charlestown 7.50% Yes v
Middletown 7.50% v (a)
Newport 7.50% Yes N
Barrington 5.00% Yes N
Bristol Warren Regional School District 5.00% v
East Providence - City EE's 5.00% v
Portsmouth - Town Plan 5.00% Yes N
Central Falls 4.50% N
Lincoln 4.50% N
Narragansett 4.50% v (a)
North Kingstown 4.50% v
Pawtucket 4.50% v
Scituate 4.50% N
East Greenwich | 4.25% N
Burrillville 4.00% vV (a)
Chariho Regional School District 4.00% v
Coventry 4.00% N
Cranston - Board of Education Employees 4.00% N
Cumberland 4.00% v
Exeter-West Greenwich Regional School District 4.00% v
Foster 4.00% N
Foster-Glocester Regional School District 4.00% N
Glocester 4.00% v (a)
Jamestown - Police Plan 4.00% v
Jamestown - School Plan 4.00% v
North Providence 4.00% v
North Smithfield 4.00% v
Portsmouth - School Plan 4.00% N
Providence 4.00% Yes v
Warren 4.00% Yes N
Warwick - City Plan 4.00% v
Warwick - School Plan 4.00% N
West Warwick 4.00% N
Westerly - School Plan 4.00% v
Woonsocket - Education Dept 4.00% v
Woonsocket - Municipal Employees 4.00% v
Johnston 3.50% v (a)
Smithfield 3.50% v (a)
Tiverton 3.50% N
Little Compton | not provided N

(a) = The municipality has not established a trust fund to administer the OPEB plan; however, funds
have been set aside in a Special Revenue Fund. Employer contributions to Trust Funds are irrevocable;
whereas, contributions to Special Revenue Funds may be withdrawn with the proper government action.
Refer to End Note 8 (page 47) for additional details.

Note - Exeter, Hopkinton, and Richmond do not offer OPEB benefits. New Shoreham and West Greenwich
plans are small plans (less than 100 employees); therefore, an actuarial valuation was not completed.
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ANNUAL REQUIRED CONTRIBUTIONS IN RELATION TO THE LOCAL PROPERTY
TAXLEVY

Since property taxes are the primary revenue source for most Rhode Island municipalities, we
prepared a schedule comparing each municipality's total actuarially determined annual required
contribution, for all plans that it administers or participates in, to its total property tax levy for fiscal year
2010. In the aggregate, approximately 27% of the property tax levy would be required to fund 100% of the
annual required contribution for both pension and OPEB plans. This means more than $1 of every $4
raised through property taxes is needed to cover just pension and OPEB costs each year. For some
communities, the percentage of their tax levy needed to fund their pension plans by contributing actuarially
determined amounts is even more significant. In Woonsocket, Central Falls, Providence, and Johnston the
annual required contributions (for pensions and OPEB) were 61%, 58%, 51%, and 47%, respectively, of
their annual property tax levy.

The wide disparity in the percentage of the annual property tax levy that would be required to fund
100% of the annual required contribution to all pension and OPEB plans can be attributed to a variety of
factors including differences in benefit provisions and the impact of continual underfunding in prior years.
Generally, those communities that administer local plans have the higher percentage of total ARC to total
property tax levy.

The table on the next page details the aggregate annual required contribution for all pension and
OPEB plans for each municipality presented as a percentage of the fiscal 2010 property tax levy for that
municipality.
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Rhode Island Municipalities - Fiscal 2010

Total Annual Required Contribution as a Percentage of the Total Property Tax Levy

(a) source - Division of Municipal Finance

299,864,341

| State Administered Pension Plans | Local Local (b)

ERS MERS Pension OPEB Total ARC

2010 (Teachers) (Other ee's) Plans PLANS Total 2010 ARC | as a % of

Municipality TAX LEVY(a) 2010 ARC (c) 2010 ARC 2010 ARC (b) 2010 ARC AllPlans () | Tax Levy
Barrington $ 51856526 $ 2,467,321 708,023 $ 2597104 $  5772,448 11.1%
Bristol  © 33,449,298 1,562,065 1,033,038 770,003 2,707,885 6,072,991 18.2%
Burrillville 21,867,633 1,533,960 397,099 133,280 2,064,339 9.4%
Central Falls 10,570,404 206,631 3,839,164 2,027,948 6,073,743 57.5%
Charlestown © 20,395,658 852,012 620,217 448,295 1,920,524 9.4%
Coventry 59,014,126 4,088,664 5,866,170 1,200,000 11,154,834 18.9%
Cranston 160,419,261 8,525,001 2,757,224 22,209,224 7,212,251 40,703,700 25.4%
Cumberland 52,119,987 2,893,462 859,824 1,315,293 3,973,000 9,041,579 17.3%
East Greenwich 41,524,344 1,676,045 600,852 1,743,839 4,020,736 9.7%
East Providence 84,770,570 3,799,424 2,822,394 6,878,284 7,168,738 20,668,840 24.4%
Exeter @0 11,763,351 720,297 106,897 189,980 1,017,174 8.6%
Foster © 10,345,673 524,219 214,296 203,324 941,840 9.1%
Glocester © 20,380,911 1,091,723 447,990 460,442 2,000,154 9.8%
Hopkinton 0 15,794,049 1,072,184 401,839 59,517 1,533,540 9.7%
Jamestown 17,734,650 614,728 627,266 233,257 1,141,513 2,616,764 14.8%
Johnston 63,658,365 2,652,300 1,020,000 7,298,000 19,218,165 30,188,465 47.4%
Lincoln 50,599,475 2,958,817 175,632 618,012 1,992,852 5,745,313 11.4%
Little Compton 9,441,514 261,795 507,896 224,867 994,558 10.5%
Middletown 39,247,059 1,846,356 753,744 2,780,271 2,026,910 7,407,281 18.9%
Narragansett 42,106,773 1,408,884 2,539,963 6,549,964 10,498,811 24.9%
Newport 60,914,809 2,040,145 1,685,903 6,252,080 9,050,275 19,028,403 31.2%
New Shoreham 7,529,857 198,609 230,068 428,677 5.7%
North Kingstown 63,293,576 3,108,830 2,810,221 2,407,135 8,326,186 13.2%
North Providence 60,468,663 2,481,000 657,500 1,529,633 4,289,000 8,957,133 14.8%
North Smithfield 25,090,079 1,213,075 181,331 580,468 1,974,874 7.9%
Pawtucket 88,299,369 5,137,240 1,094,082 10,154,357 22,881,686 39,267,365 44.5%
Portsmouth 42,275,881 1,081,787 2,500,523 2,080,709 6,653,019 15.7%
Providence 294,186,862 17,900,000 51,299,000 79,580,000 148,779,000 50.6%
Richmond 9 14,376,803 1,063,222 311,583 59,020 1,433,825 10.0%
Scituate 24,570,658 1,244,983 312,476 683,331 529,719 2,771,009 11.3%
Smithfield © 46,156,583 1,586,246 921,521 2,500,418 2,307,517 7,315,702 15.8%
South Kingstown 64,504,174 3,008,018 1,197,500 1,780,100 5,985,618 9.3%
Tiverton 32,187,296 1,080,135 228,365 1,023,362 3,202,448 5,554,310 17.3%
Warren ¥ 19,874,748 870,679 764,686 1,397,078 3,032,443 15.3%
Warwick 204,173,334 9,187,493 29,464,595 24,497,292 63,149,380 30.9%
Westerly 59,205,119 2,639,227 33,939 1,458,500 991,639 5,123,305 8.7%
West Greenwich ©© 16,850,480 843,526 367,359 255,007 1,465,982 8.7%
\West Warwick 51,700,991 2,700,405 5,799,056 9,327,511 17,826,972 34.5%
\Woonsocket 44,130,573 4,335,982 1,828,900 2,705,190 17,956,497 26,826,569 60.8%
$2,036,849482  $ 103,169,859 26378400 $ 170,316,082 $ 244473065 $ 544,337,406 26.7%

N—] 7
—~

(b) includes contributions to all plans including pay-as-you-go plans; however, excludes those plans where an annual required contribution is not actuarially
determined (as is the case with plans administered by an employee union)
(c) excludes State's contribution for teachers retirement
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OVERSIGHT OF LOCALLY-ADMINISTERED PENSION and OPEB PLANS

State of Rhode Island General Laws

The General Laws of the State of Rhode

Rhode Island General Laws Section 45-10-15 requires . e .
Island contain few provisions regarding locally

the following: . ) .
administered pension and OPEB plans since the
Q  For any audit year in which a municipality contributes plans are established and governed by local
materially less than 100% of the annual required ordinance or municipal charter provisions.
contribution to its pension plan(s) as reported in Section 45-10-15 of the Rhode Island General

accordance with GASB Statement Number 27 . T .
e o Peilesly Srieas Les Lawsl, however, requires a municipality to submit
Governmental Employers” or any successor statement, | Certain information when they have not
the municipality shall submit to the Auditor General and contributed 100% of their annual required
the state Director of the Department of Revenue: contribution.
o the municipality's most recent actuarial study
of the plan(s), and

o  management's recommendations for The Office of the Auditor General
assuring future payments equal to the annual | requests all municipalities contributing materially
S R (AP less than 100% of their ARC to develop a plan to

. : o assure future payments equal to the ARC.
Q This information must be submitted within three (3) C I has b . . q I
months of completion of the audited financial statement. ompliance has been inconsistent and generally

this oversight mechanism has been ineffective in
increasing contributions to the plans. Some
municipalities have repeatedly failed to comply
with their corrective action plans by either not appropriating the contribution stipulated or not contributing
the amount appropriated if budgetary shortfalls occur elsewhere. The current law lacks enforcement
provisions. Because of the flexibility locally administered plans can exercise, pension contributions (to
locally-administered plans) are often cut when budgetary shortfalls arise.

Many municipalities have difficulty in meeting the ARC due to constraints on their ability to raise
property taxes (the primary source of revenue for most municipalities) and recent cuts in state aid to
municipalities. A schedule on the previous page compares the annual required contributions for all pension
and OPEB plans to each municipality’s property tax levy.

It is noteworthy that the City of Pawtucket has increased contributions to its locally administered
pension plans despite a challenging budgetary situation and threatened deficits. The City used budgetary
resources previously needed for debt service on bonds that are now retired to bring contributions (for one
plan that was consistently underfunded) to near 100% of the annual required contribution.

Two notable enforcement efforts were enacted in 2011. One requires municipalities to submit a
five-year forecast which includes a scenario in which 100% of the annual required contribution for both
pension and OPEB is made. The other requires municipalities to provide a fiscal impact statement to the
State within 60 days of executing changes in healthcare benefits, pensions or OPEB including the impact
on the unfunded liability, annual required contribution, and five-year forecast.
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CONCLUSIONS AND RECOMMENDATIONS

Status of the Plans

The fiscal health of pension plans administered by Rhode Island municipalities has declined further
and the ultimate threatened consequence of a poorly funded pension plan has been realized - the two
locally administered Central Falls plans have insufficient assets to meet benefits and benefits are being
substantially reduced by a State receiver. Due to economic conditions and reductions in State aid,
municipalities are even further stressed to make annual required contributions and funded ratios have
continued to decline; thereby leaving some of these plans in perilous condition. The collective unfunded
liability for locally administered pension plans has increased $200 million from amounts reported in our
March 2010 report to $2.1 billion.

The locally administered OPEB plans are less than 1% funded — only $27.5 million has been set
aside to pay future retiree health benefits and the unfunded liability is estimated at $3.5 billion. The funded
status of the OPEB plans is more dire than the pension plans since the requirement to measure and
disclose these liabilities is recent, many plans are funded on a pay-as-you-go basis, and efforts to fund
these future costs are in their infancy. Generally, there is a disconnect between the retiree health benefits
typically negotiated through collective bargaining agreements and the associated long-term costs. The
estimate of the unfunded OPEB liability may be imprecise due to understatement for potentially
inappropriate investment return assumptions used in valuing certain of the OPEB plans and the need to
factor in the impact of recent legislation that facilitates enrolling eligible retirees in Medicare which would
decrease plan liabilities.

Most municipalities are challenged to contribute at required levels, which is key to eventually
reducing unfunded liabilities. Improving the funded status of these plans presents a significant hurdle to
communities that are already challenged to meet their obligations within state mandated property tax limits
and reductions in state aid to municipalities. Recent investment losses have further eroded the funded
ratios of the plans although the full impact of those market conditions has yet to be recognized in actuarial
valuations of the plans. Oversight measures designed to increase the percentage of annual required
contributions actually made to pension plans have not resulted in a significant increase in contributions. No
locally-administered plans have merged into the state-administered Municipal Employees’ Retirement
System since our prior reports.

The total annual cost to municipalities (if 100% of the required contributions for pensions and
OPEB were made) was $544 million. The amount actually funded was approximately $388 million or
approximately 71% on a collective basis.

For nine communities, the annual required contribution for pensions and OPEB (if 100% were
made) represents 25% or more of the community’s fiscal 2010 property tax levy — a significant and likely
unsustainable burden.

There are currently no state-administered OPEB plans for municipalities — all municipal OPEB
plans are locally-administered. Consistent with the conclusions outlined herein that locally-administered
pension plans are at risk, locally-administered OPEB plans should likely be viewed in the same light. An
opportunity exists to restructure plan design and benefit delivery before each community creates a trust and
begins to accumulate assets to fund future benefits.
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Causes

Underfunded pension and OPEB plans are not unique to Rhode Island. The issues associated
with defined benefit plans—both public and private-have received significant attention in light of increasing
actuarial liabilities for future benefits driven in large part by employees retiring earlier and living longer as
well as recent investment losses.

The annual cost to fund the various pension and OPEB plans of the municipalities is significant. It
threatens to have a disproportionate impact on a municipality’s overall financial situation and may be
unsustainable in light of property tax limits and current reductions in state aid. Failure to fund these plans
adequately and in compliance with actuarial requirements in the past is the single largest reason why
current costs are so high.

Various other structural issues contribute to or facilitate the poor funded status of many locally-
administered plans. Clearly, local administration of the plans allows flexibility in defining the benefit
structure of the plan and also the timing and actual amounts contributed to the plan. In many instances that
flexibility has resulted in generous benefits and failure to make annual required contributions. Additionally,
local governments typically have a short-term, annual budget perspective which is often inconsistent with
the long-term perspective required of pension plan stewards.

In contrast, all Rhode Island municipalities are making 100% of their annual required contribution
for teachers to the state-administered Employees’ Retirement System. Similarly, all Rhode Island
municipalities that participate in the Municipal Employees’ Retirement System are making 100% of their
annual required contribution and are adhering to the established benefit structure outlined in the State’s
General Laws. The MERS plan is 73.6% funded. In these instances, the municipality must fund required
amounts — the General Laws allow for offset of state aid to local governments if the municipality is
delinquent in making required pension contributions to the state-administered pension plans. The same
fiscal discipline is not forced upon a municipality with regard to its locally-administered pension plan.

The costs for locally-administered plans, as measured by annual required contributions, are
generally much more significant than costs for employees participating in the Municipal Employees’
Retirement System (see table on page 36).

When a municipality also administers a pension plan for certain of its employees, retiree benefits
are most often negotiated through the collective bargaining process. Oftentimes, the “cost” of the contract
focuses on the near term cash outflows for salary increases and health care but ignores the long-term and
likely long term costs of the pension and OPEB benefits provided.

We did not compare, in detail, the benefits offered by the various locally-administered OPEB plans.
However, in general, the municipal plans are more generous than the State’s OPEB plan for its employees.
For example, under the municipal OPEB plans, full spousal and dependent coverage is common and a
retiree co-pay is generally not required. In comparison, the State’s OPEB plan covers only employees
(spousal and dependent coverage is available on a buy-in basis at full cost) and a 20% retiree co-pay is
required for all employees retiring after October 1, 2008 (co-pay percentages for earlier retirees were
determined based on years of service).
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Due to their size, locally-administered plans are at a disadvantage in investing plan assets with the
aim of maximizing returns yet reducing risk exposure through diversification. The smaller size of the
investment portfolios associated with the self-administered plans also makes it more difficult to effectively
diversify assets and fully participate in all types of investment options. Further, the cost of investing and the
overall administrative costs of the self-administered pension plans are likely higher because of the lack of
economies of scale.

Impact on Municipalities

The principal concern is ensuring that pension plans administered by Rhode Island municipalities
can provide the benefits promised to retirees. Of equal importance is the negative impact these self-
administered plans are having on the overall financial health of communities when not properly funded.
When pension and OPEB plans are chronically underfunded, the eventual costs to fund the plans become
significantly larger and divert resources from other programs and initiatives.

The Central Falls receiver has substantially reduced benefits because those plans are depleted
and have minimal assets to fund benefits. Other plans are uncomfortably close to being unable to fund
benefits in the not too distant future. As an example, assets available within the City of Cranston’s Police
and Fire Employees Retirement System are only sufficient to make pension benefit payments to retirees for
approximately two years. The Town of West Warwick has been advised by its actuary that assets are only
sufficient to fund benefits for the next 8 to 10 years (assuming it meets the assumed rate of return on
investments).

Of equal importance is the negative impact these self-administered plans are having on the overall
financial health of communities when not properly funded. Bond rating agencies are intensifying their focus
on how well a community is managing its pension and OPEB obligations. Ratings are being downgraded
due to unfunded pension liabilities and the lack of a responsible funding plan or attempts to modify benefits.
Ratings assigned to debt of the municipality directly impacts a community’s borrowing costs and in the most
extreme situations whether they can borrow at all.

Many municipalities are challenged to contribute at required levels, a necessary component to
eventually reduce unfunded liabilities. Improving the funded status of these plans presents a significant
hurdle to many communities that are already challenged to meet their obligations within state mandated
property tax limits and reductions in state aid to municipalities.

OPEB liabilities warrant the same attention and funding commitment as those accruing from
pension benefits and represent another significant financial challenge for municipalities. While the
collective OPEB liabilities of the municipalities are alarming due to both dollar amount and recent
disclosure, there are substantial opportunities to restructure benefits and plan design to effect savings for
municipalities. These include moving retirees into Medicare when age eligible as facilitated by a recent
change in the General Laws. Significant opportunities also exist for the consolidation of OPEB plans
administered by the municipalities. Consolidation would allow for administrative and investment efficiency
and foster uniformity in plan benefits.

Because many of the locally-administered pension plans have a higher proportion of retirees and
fully-vested employees, making changes to benefit provisions are problematic. In a number of instances,
newer employees were moved to the MERS plan but retirees and hires before a certain date were left in
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the locally administered plan. While merging locally-administered plans into MERS s still recommended,
changes in benefit provisions are necessary to yield significant cost savings.

Many Rhode Island municipalities face a significant hurdle to fully fund these plans in the near
term. There is no single solution to the problem of underfunded pension and OPEB plans and the
attendant high costs of providing those benefits. A combination of initiatives will likely be required to
decrease the risk that plans (1) will be unable to meet their benefit obligations to retirees and (2) continue
to negatively impact a community’s overall fiscal health. In the four year period since our initial report on
the status of locally-administered pension plans, relatively little has been accomplished in stabilizing or
improving the funded status of these plans despite an intense focus on pension issues both in Rhode
Island and nationally.

Recommendations

The issues impacting the fiscal health of locally-administered pension plans are multi-faceted and
long-term in nature. It is likely that actions to address the issues will involve studies of various options and
occur over a period of time rather than immediately. We believe the following recommendations warrant
consideration to ensure that pension benefits can be provided to employees/retirees without undermining
the fiscal health of municipalities.

Municipal Level Recommendations

1. Commit to making incremental progress in funding 100% of the annual required contribution for
pensions and then fund the plans consistently at required levels.

Due to the significant negative impact that underfunding pension and OPEB plans can have on a
municipality’s long-term fiscal health, additional enforcement measures may be warranted to
ensure municipalities make 100% of annual required contributions to pension and OPEB plans.
Existing statutory provisions (G.L. section 45-10-15) require a municipality making materially less
than 100% of the annual required contribution to its pension plan to submit a plan to the Director of
Revenue and the Auditor General outlining management's recommendations to assure funding of
the annual pension cost. In actuality this process has not generally resulted in a significant
increase in the percentage of the annual required contribution funded by municipalities.

Municipalities must commit to making at least incremental progress in contributing 100% of the
annual required contribution (ARC) to locally-administered pension plans, and once a plan has
been developed and adopted, adhere to the funding plan provisions.

The ability of municipalities to increase their funding to locally-administered pension plans has
been limited due to economic conditions and reductions in state aid. Failure to make 100% of the
ARC coupled with a poorly funded plan is drawing increasing attention from bond rating agencies.
Adoption of a sound plan, which commits the municipality to reaching a 100% ARC funding level
within a reasonable time frame, is generally viewed favorably by rating agencies.
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2. Reexamine benefit provisions within the locally-administered pension plans and embark on
reforming those benefits where warranted; mirror pension reform measures contemplated or
enacted by the State for its employees and local teachers; and consider other retirement plan
options for new hires (e.g., “hybrid” or defined contribution plans).

Municipalities should consider pension reform measures in conjunction with efforts to increase
annual contributions. This may be more difficult for pension plans compared to OPEB plans since
in many instances newer employees are members of MERS plans and older employees and
retirees remained in the locally administered plans.

Consider alternatives to defined benefit plans for new hires such as defined contribution and
“hybrid” plans to control municipal retirement plan costs. These are attractive since once the
required employer contribution is made to the defined contribution plan, the employer has no
further liability. One of the primary benefits of a defined-contribution plan, from a government
employer’s perspective, is that it provides a great deal of stability since contribution levels are
known in advance and do not change much from year to year. This is in sharp contrast to the
volatility in contribution levels experienced under defined benefit plans. Additionally, since defined
contribution plans are more portable to the employee, some believe that defined contribution plans
are beneficial in recruiting workers since the typical long vesting provisions of governmental
defined benefit plans can be a disincentive in today’s increasingly mobile workforce.

3. Complete a comprehensive analysis of healthcare benefits offered to retirees to (1) review the
affordability of the benefits offered, and (2) ensure the assumptions underlying the valuation of
future liabilities are appropriate and reasonable. Contemplate mirroring retiree healthcare
reform measures adopted by the State for its retirees, and commit to funding OPEB benefits in
an actuarially sound manner.

With the unfunded liability for OPEB significantly overshadowing the unfunded pension liability,
municipalities need to undertake a comprehensive analysis of retiree health benefits offered to its
employees to ensure long-term affordability. Recently enacted changes in the State’s General
Laws which facilitate enrolling retirees in Medicare, when eligible, should be maximized and
factored into actuarial valuations of the plans. As highlighted herein, some of the assumptions
underlying the OPEB actuarial valuations may be inappropriate or unrealistic and should be
reviewed.

The State’s efforts to structure its OPEB plan in a reasonable and more affordable manner and
begin funding the plan on an actuarial basis are worth mirroring from a plan design perspective.
This could be through restructuring the local OPEB plans or through, as described in
recommendation # 12 below, creation of a statewide OPEB plan for municipalities.
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4. Seek to remove pension and retiree health benefit provisions from collective bargaining
agreements and address through local ordinances or charter provisions.

While the right to collectively bargain retirement benefits is a controversial issue, the poorly funded
status of the locally administered pension and OPEB plans suggest that having such benefits
subject to periodic renegotiation fuels the inherent challenge of balancing short term budgetary
pressures against the long-term costs (or cost savings) associated with pension and retiree-health
benefits. For example, as evidenced by the estimated unfunded OPEB liability, the near term cost
of providing health insurance for life is minimal if recognizing such costs on a pay-as-you-go basis.
It is relatively easy to lose sight of the true future cost which is now proving to be very substantial
and likely unsustainable. Additionally, few municipalities have any standardization of retirement or
OPEB benefits among its classes of employees or bargaining units. This not only adds to the
complexity of administration but, in the case of healthcare, limits opportunities for cost savings.

Retirement and OPEB benefits for state employees are outlined in the General Laws and are not
subject to the collective bargaining process. The State has implemented one OPEB plan for the
majority of its employees (excluding State Police and Judges).

Defining pension and OPEB plans outside of individual collective bargaining agreements could
provide enhanced transparency, promote standardization of plan benefits among the municipality’s
employees regardless of membership in a particular bargaining unit, and remove some of the
inherent, but understandable, tendency to favor short term cost benefits at the expense of longer
term, but likely more substantial, contractual costs.

\ 5. Merge plans into the Municipal Employees’ Retirement System (MERS).

The ultimate goal should be to have one comprehensive plan covering municipal employees that is
responsibly and adequately funded. We believe that goal can best be achieved by merging the
locally-administered plans into MERS where multiple benefits accrue but, most importantly, that
annual required contributions are consistently made to fund the plans.

6. Create trusts for OPEB benefit plans and begin, or continue, funding future benefits at
actuarially determined levels.

Most municipalities have not created trusts for their OPEB plans. Creation of a trust restricts funds
such that amounts set aside can only be used to pay those benefits. Further, when coupled with
an appropriate investment policy, creation of a trust allows use of a more favorable longer-term
discount rate when valuing OPEB liabilities.

Since most communities have not created trusts and the funding for these plans is still in its
infancy, as detailed in recommendation #12 below, there are opportunities to implement a
statewide OPEB plan for municipal employees that may be cost effective and administratively
efficient.
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State Level Recommendations

7. Consider legislation that would provide flexibility and eliminate the obstacles that currently
make merging locally-administered plans into MERS unlikely and problematic — these include
providing a time frame (e.g., no more than 5 years) to achieve 100% funding of the ARC and to
allowing flexibility for nonconforming benefit structures for plans merging into the state-
administered Municipal Employees’ Retirement System.

Little, if any, progress has been made in merging locally-administered pension plans into the state
administered MERS plan. For municipalities potentially interested in merging into MERS, the
obstacles appear too significant to overcome. If, for many compelling reasons, merging the locally
administered plans into MERS is the ultimate goal, then removing or lessening the impediments is
worthy of consideration.

The usual impediment to merging a locally-administered plan into the MERS is conforming the
benefit structure of the local plan to the statutory provisions of the MERS and the immediate
budgetary impact of making 100% of the ARC once in MERS.

Allowing some flexibility (through amendment to the General Laws) to allow nonconforming benefit
structures may be warranted to remove this impediment and enhance the safety of the plan.
Although administering MERS with divergent benefit provisions for the various participating entities
could be cumbersome, significant benefits such as enhancing retiree security, imposing the
discipline to make 100% of annual required contributions, improving investment performance, and
reducing administrative costs more than outweigh any administrative disadvantages.

Since separate actuarial valuations are performed for each participating entity and separate
contribution rates are established for each unit within MERS, a nonconforming benefit structure
would not impact the contribution rates of other participating entities.

For communities that are not contributing 100% of required amounts, immediately moving to 100%
as required of all participants in MERS appears impossible from an annual budget perspective.
Allowing time to reach that goal, for example, a period not to exceed five years, would lessen the
immediate impact.

8. Consider legislation that would require locally-administered plans with funded ratios below a
specified threshold to be merged into the state-administered Municipal Employees’ Retirement
System.

A state pension oversight body could have responsibility for periodically assessing the status of
locally administered pension plans and ensuring that appropriate corrective actions are taken,
including requiring merger of the locally administered plan into the State Municipal Employees’
Retirement System. Indicators, such as a funded ratio below a target (e.g., less than 60% funded)
or continued failure to make 100% of annual required contributions, could trigger enhanced State
oversight and prompt negotiations to merge the locally administered pension plan into the state
administered MERS plan. The pension oversight body could also require increased employer, and
possibly employee, contributions to a pension fund if its funded ratio is below 80 percent.
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It is noteworthy that Massachusetts enacted legislation in 2007 that mandated local pension plans
with funded ratios less than 65% and ten-year average investment returns 200 basis points less
than investment returns of a state administered fund would be required to transfer assets to a state
administered fund for investment purposes. The local retirement boards continue to administer the
plan absent control of the invested assets. Massachusetts had also legislated a long-term
schedule to achieve full funding of pension plans including locally administered plans.

9. Explore state legislation that would facilitate removing pension and retiree health benefits from
municipal collective bargaining agreements.

For the reasons described in recommendation #4 above, state legislation could be explored that
would facilitate removing pension and retiree health benefits from municipal collective bargaining
agreements.

10. Explore options for pooled investments (for locally-administered pension and OPEB plans) to
enhance investment performance, reduce costs, and reduce investment risk.

Self-administered plans lack advantage in investing accumulated pension plan assets to maximize
returns yet reduce risk exposure through diversification. The smaller size of the investment
portfolios associated with the self-administered plans makes it more difficult to effectively diversify
assets and fully participate in all types of investment options. With some exceptions, investment
returns of the self-administered plans are less than the returns earned by the State retirement
system. Further, the cost of investing and the overall administrative costs of the self-administered
pension plan are higher because of the lack of economies of scale.

Optimally, locally-administered plans should be merged into the State administered MERS plan -
this option best addresses all of the concerns associated with the locally-administered plans. If
these efforts are unsuccessful, a pooled investment trust, administered by the State, should be
explored to optimize the advantages of a professionally managed, well-diversified investment
option. With a pooled investment trust, the assets of locally-administered pension plans would be
commingled for investment purposes. Investment gains and losses would be distributed pro-rata to
each participating entity. This would allow for broader diversification of assets thereby mitigating
risk and enhancing investment returns through exposure to a wider variety of investment-vehicles
and reducing costs by spreading asset management expenses over a larger base. The State
could utilize the existing structure in place to invest the assets of the Employees’ Retirement
System. Since the investment objectives of the local pooled investment trust would be similar if not
the same as the ERS, the same asset allocation model and investment objectives could be
adopted.

Office of the Auditor General page 45




Pension and OPEB Plans Administered by Rhode Island Municipalities — September 2011

11. Revise the benefit structure within the Municipal Employees’ Retirement System to mirror
changes contemplated or enacted for state employees and teachers within the Employees’
Retirement System.

Members of the State-administered Employees’ Retirement System, which covers state employees
and teachers are generally subject to a two-tiered benefit structure based on whether the member
had achieved 10 years of service by July 1, 2005 (Schedule A benefits). Schedule B benefits are
reduced and affect members with less than 10 years of service by July 1, 2005.

A similar two-tiered benefit structure could be implemented for members of the Municipal
Employees’ Retirement System (MERS). Over time, this would serve to reduce the annual
required contribution to the plans as more members are covered by the reduced benefit provisions.

12. Implement a state-administered agent multiple-employer OPEB plan for all municipalities with a
common benefit structure and a common health insurance provider/administrator — mirror
OPEB benefit restructuring adopted for State employees.

The State should contemplate what role it chooses to assume in administering either 1) a pooled
investment trust for assets accumulated by municipalities to fund their OPEB liabilities or 2) offering
a multiple-employer agent OPEB plan to achieve economies of scale and cost savings in providing
post-retirement healthcare benefits to municipal employees. The latter option would be consistent
with (1) the goal of merging locally-administered pension plans into the state-administered MERS
plan and (2) various initiatives to foster a statewide healthcare contract for teachers and municipal
employees with a common health insurer/administrative agent. A significant opportunity exists to
restructure plan designs before each community creates a trust and begins to accumulate assets
which will be invested to fund future benefits.

One option would be for the State to create a pooled investment trust for other postemployment
benefits.  This would serve as a common investment vehicle for municipalities that are
accumulating assets to meet the future cost of OPEB. A pooled OPEB investment trust
administered by the State could provide a well diversified, professionally managed investment
option for Rhode Island municipalities. It is likely that the investment return of the pooled trust
could exceed the return obtained by a municipality acting individually, particularly for smaller
communities that are just beginning to accumulate assets for OPEB.

Another option is to consider a statewide OPEB health care plan (an agent — multiple employer
plan under State administration but without State funding responsibility) that could decrease overall
costs through economies of scale, reduce administrative costs and enhance bargaining position
with health insurers. A statewide OPEB plan would also be consistent with the goal of merging
locally-administered pension plans into the state-administered MERS plan. This option would also
be consistent with various initiatives to foster a statewide healthcare contract for teachers and
municipal employees with a common health insurer/administrative agent. Further, plan design and
plan benefits vary widely among municipalites — a common state-administered plan could
standardize OPEB benefit provisions among municipalities.
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Appendix A
End Notes

1. Narragansett Police (prior to 7/1/78) plan is 0% funded on an actuarial basis. It is not considered one of the plans at risk
because it is a small pay-as-you-go plan with 12 retirees and an unfunded actuarial accrued liability of $916,573. Pawtucket
Police & Fire (Pre 1974) plan is 0% funded. It is not considered one of the plans at risk because it is a small pay-as-you-go
plan with 60 retirees (firefighters hired prior to July 1, 1972 and police officers hired prior to July 1, 1973) with an average
age of 84.7. Total benefits paid in fiscal 2010 were $629,460. According to the City, the pension expense for this plan has
been built into the budget and tax rate and therefore, there is no potential for increase in the liability. The plan is expected
to close in approximately 10 years.

2. The annual employer contribution to the Coventry School Employees pension plan is established by contract at 12.75% of
salaries. The ARC reported in the 5-year ARC table on page 16 represents the pension cost based on a 30-year
amortization, as reported in the actuarial valuation as of September 1, 2008. Similarly, the information on the unfunded
actuarial accrued liability and funded ratio were also obtained from the 2008 actuarial valuation.

3. As of July 1, 2006, all active Smithfield police officers hired prior to July 1, 1999 were transferred from the locally-
administered pension plan to the State MERS. The funds held under the Town's plan are for members (44 retirees)
receiving retirement benefits and for terminated but vested members. The funds will be reduced by the cost to purchase
annuities and employee contribution balances that have been guaranteed by an insurance company, and the liabilities
covered by the Town's plan will be limited to those for inactive participants that were not guaranteed by the insurance
company at the time of the discontinuance. As of July 1, 2010, the discontinuance of the Town's plan was completed and a
new plan document setting forth the liabilities to be covered by the new plan has been finalized and adopted. As the terms
of the new plan document were not finalized by June 30, 2010, an ARC was not calculated for fiscal 2010. The Town
reported employer contributions of $1,048,000 in fiscal 2010. This contribution amount was used on page 36 due to the
absence of an ARC amount.

4. The City of Woonsocket issued a $90 million pension obligation bond in fiscal 2003 to fund the actuarially determined
pension obligation for the Police (pre 7/1/80) and Fire (pre 7/1/85) pension fund. Beginning in fiscal 2008, the portfolio
losses generated an unfunded actuarial accrued liability and therefore, annual required contributions have been computed.
The actuarially calculated annual required contribution is based on a 30-year amortization of the unfunded accrued liability.
This methodology is in accordance with GASB requirements; however, as long as the bonds are still outstanding, Rhode
Island Public Law 2002, Chapter 10 (which authorized the City to issue the pension obligation bonds) requires that the
unfunded liability be amortized over five years.

5. New Shoreham and West Greenwich have small OPEB plans (less than 100 participants) and therefore, did not obtain an
actuarially-computed ARC. West Greenwich reported an OPEB expense of $32,616. This amount, plus the Town’s share
of the OPEB ARC of the regional school district, is used on page 36 due to the absence of an ARC amount.

6. Portsmouth created an OPEB Trust in fiscal 2010. The Statement of Net Assets reports $146,923 in funds held in trust as
of June 30, 2010. The actuarial valuation was performed as of July 1, 2008 and therefore, reports $0 assets.

7. South Kingstown has adopted an Irrevocable OPEB Trust Fund; however, as of July 1, 2009, the date of the most recent
actuarial valuation, the OPEB Trust agreement was not finalized. Therefore, the actuarial valuation reported $0 net assets.
Contributions for fiscal 2009 and 2010 were made during fiscal 2010 and were reported in the OPEB Trust Fund financial
statements. The Statement of Net Assets reports $1,021,675 of funds held in trust as of June 30, 2010.

8. Employer contributions to a trust fund are irrevocable; whereas, contributions to a special revenue fund may be withdrawn
with the proper government action. The following municipalities have not established a trust fund to administer the OPEB
plans, but have set aside some funds in Special Revenue Funds:

Burrillville - $110,331

Glocester - $504,278

Johnston - $100,368

Middletown - $2,938,208 (The assets were considered in the actuarial valuation.)
Narragansett - $622,788

Smithfield - $657,366 (The assets were considered in the actuarial valuation.)
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For the schedule on page 36, the annual required contribution (ARC) associated with the regional school districts’ pension
and OPEB plans were allocated to the participating municipalities based on their share of funding to the regional school

districts.

Exeter, Hopkinton and Richmond do not offer other postemployment benefits.
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