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Defined Benefit vs. Defined
Contribution Plans

 Defined benefit based upon years of service and $ earned
over period of time

— Need to become vested in order to attain benefit
— Monthly benefit paid to retiree , then surviving spouse

— Actuarially determined rates based upon portfolio value,
scope of members and defined benefits

 Defined contribution - rate deposited in employees name,
their asset

— Asset drawdown by retiree with any balance becoming
part of their estate

— Rate set and doesn’t need to fluctuate based upon
changes in membership or portfolio investment return

* Portability amongst VRS participants and others through
reciprocity agreements with VRS

HENRICO COUNTY, VIRGINIA
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Defined benefit plans and defined contribution plans are the two of the main types of pension plans provided by employers. Both types are associated with their own pros and cons, which must be carefully considered if you are planning to invest your money in one of them.
 
 
 
Defined benefit plans provide you with a specific sum of money, either as a monthly payment or a lump sum, when you choose to claim on your pension plan. The amount of money available to you depends upon the length of time for which you have worked for your employer and the salary you have received. Defined contribution plans, on the other hand, fail to provide you with a specific sum of money. Instead, they enable you to stash money away in a tax-deferred account. You can then draw on this money throughout the course of your retirement.
 
 
 
Defined benefit plans enable you to take the uncertainty out of your retirement planning. However, your employer retains control over your plan, meaning that you have no say over the way in which your money is invested. Under a defined benefit plan, you are not allowed to contribute to your plan once you have left your workplace. Defined benefit plans are therefore less flexible than their defined contribution counterparts and if you leave your workplace before a set time period, you could forfeit your pension.
 
 
 
Defined contribution plans grant you better control over the way in which your money is invested, take time after reading this to chat with Robin Weingast and her team to learn more about any kind of plan. With a plan of this kind, you will be able to move your money when you leave your workplace. You are also free to make choices with regards to your risk tolerance and are granted the freedom to borrow some of the money you have invested.
 
 
 
The simplest way in which to begin your pension planning is to inspect your employer’s pension plans. Taking one out could help you to enjoy a prosperous retirement in which you are able to pursue all the hobbies and interests you did not have time for during your working life.



VRS Defined Benefit -
Key Actuarial Assumptions

Payroll growth: 3%/year

Asset valuation method: 5-year
smoothed

Investment rate of return: 7%/year
Salary increases: 3.5% - 5.35%/year
COLA adjustments: 2.25% - 2.5%/year
Unfunded amortization: 20-30 years

HENRICO COUNTY, VIRGINIA
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Total Hanover VRS contributions in FY10 were $17.7 million
Includes $12.8 million for Statewide teachers VRS plan
Total actuarial accrued liability $160.3 million – actuarial value of assets $141.1 million = $19.2 million unfunded liability (87% funded ratio) – excludes State-maintained teacher
Hanover pays 100% of VRS calculated rate; therefore no long-term escalating liability
Unfunded liabilities may arise at any year-end due to VRS investment portfolio fluctuations occurring after rate calculation
State does not pay 100% of same actuarial calculated rate which gives rise to escalating unfunded liability; including the Statewide teachers VRS plan
Unfunded liability impacts at state level due to more conservative assumptions and proposed accounting standard changes
Unfunded liability of teachers previously recognized at State, but may be apportioned amongst local government employers
Rating agencies equalize all retirement plans with similar conservative assumptions which positions Virginia’s system as one of the more healthy systems
FY12 budget contributes $xx (County and Schl Bd); an increase of $xx from FY11
Financial Disclosures
Unfunded liability
State teacher pool liability



Membership Profile

e 629,000 members of VRS
— 341,000 total active members

* Majority from local govt: 146,000 teachers and 105,000 local
govt

— 169,000 retirees and 118,000 inactive members
« Member profile (averages):
— 46 year old w/ 11 service years earning $41,000/year

— Retiree: 62 year old w/20 service years and $15,000 benefit/year
(34.7% of final pay)

« 2013 Rates (average)
— Employer 9.9%
 LEOS employees 12.5% and non-LEOS 8.5%
— Employee 5.0% (effective July 2012)

« Some local governments and schools phased in over 2-5
years

HENRICO COUNTY, VIRGINIA



2010 State Mandate -
Plan 2 Employees

 New classification of employee for all
new employees hired after July 2010
— Reduced benefit assumptions

— Goal - slowly reduce VRS rate impact as
new workers are hired with lower benefit
assumptions

HENRICO COUNTY, VIRGINIA



2012 State Mandate -
5%/5% Program and Hybrid Plan

5/5% Program (effective July 2012)

— All local government employees contribute 5% of their salary to
VRS with employer contribution rate declining 5%

— Many local governments offset higher employee impact with
5% higher salary

— Unfunded mandate as FICA and related taxes cause
additional cost to employer and lower net pay to employee
* Average $250 net pay cut to employee (.7% negative impact)

— Pension obligation is actually higher w/ higher salaries

Hybrid Program (effective January 2014)
— 1% employer and employee defined contribution

— Up to an addition 4% employee voluntary contribution;
employer match for first 1% and up to 1.5% for the next 3%
employee contribution

HENRICO COUNTY, VIRGINIA



Future VRS Challenges

 Hybrid Plan (biggest impact in reducing
rates) exempts public safety workers
— Highest pension liability employees
— Mandates VRS as vendor for employees

o State process for teacher pension liability
will have escalated rates through 2020
— Goal = 100% of VRS certified rates by July 2018
— July 2012: 69.5%
— July 2014: 79.%
— July 2016: 89.9%

HENRICO COUNTY, VIRGINIA
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Hanover has representation on VACO Advisory Group that has met and will continue to meet with VRS and JLARC
Flexibility to enable local government determine benefits package to achieve goals to recruit, retain and reward employees for current and next generation workers
Having local government appoint VRS Board members
Currently none of the nine Bd members are locally appointed, yet >70% of employees
If defined contribution, then provide it as a local option to select and determine contribution rate 
Address whether VRS should be the “vendor” by default or compete with other deferred compensation vendors currently serving local government
Portability possibility from defined benefit to defined contribution limited to 5% “employee” share because of underfunded total balance
Consideration of enabling portability for actual % share of funded portion
> 5% employee share, but less than 100% defined benefit calculated share
Address continuing challenge of losing good employees who have met VRS retirement age to non-VRS employers
Also challenge in finding experienced employees from non-VRS employers or employees who prefer defined contribution
339,000 total active members
Majority from local govt: 145,000 teachers and 103,000 local govt
156,000 retirees and 105,000 inactive members
Local member profile:
45 year old w/ 11 service years of service earning $39,000/year
Retiree: 61 years old w/ 19 service years and $15,000 benefit/year 
Total Hanover VRS contributions in FY10 were $17.7 million
Includes $12.8 million for Statewide teachers VRS plan
Total actuarial accrued liability $160.3 million – actuarial value of assets $141.1 million = $19.2 million unfunded liability (87% funded ratio) – excludes State-maintained teacher
Hanover pays 100% of VRS calculated rate; therefore no long-term escalating liability
Unfunded liabilities may arise at any year-end due to VRS investment portfolio fluctuations occurring after rate calculation
State does not pay 100% of same actuarial calculated rate which gives rise to escalating unfunded liability; including the Statewide teachers VRS plan
Unfunded liability impacts at state level due to more conservative assumptions and proposed accounting standard changes
Unfunded liability of teachers previously recognized at State, but may be apportioned amongst local government employers
Rating agencies equalize all retirement plans with similar conservative assumptions which positions Virginia’s system as one of the more healthy systems



How Does an Unfunded Ratio Arise?
(and Correlation to Higher Future VRS Rates)

 Unfunded liabilities may arise at any year-end due to VRS
investment portfolio fluctuations occurring after rate

calculation
 Actuarial calculation changes raised rates-liability
— FY10: Lowered invest income assumption from 7.5% to 7.0%

— FY13: Rolling five-years had FY13’s 11.8% investment return, but
also had FY09’s 21.1% investment loss

— Annual salary increase assumption still at 3%; yet trends have
been much lower (<.5%/year average since 2008)
 Otherimpacts to unfunded liability and rates

— Timing difference between underperforming investments and
actuarial reports (remedied by future higher rates)
— State’s lower VRS rate for teachers than actuarial rate

« 3separate “loans” with interest to account for past and future liability
from lower VRS rates

HENRICO COUNTY, VIRGINIA
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Investment return: Rate increase from 11.8% to 12.9% and unfunded liability/employee increased from $58,600 to $66,600.
Other pension plans with 3 year or 10 year averages have lower liability

If raised back to 7.5%, liability reduced $x/employee (overall $x)
Would also benefit local government’s liability by $x

Salary increases to offset VRS 5% employee contribution rates should not be factored  

Three types of methods to bridge the gap between asset and liability (“loans”) exist with actuarial assumptions to calculate rates
Payback loan:- 10 year amortization period started in FY11 has 8 years remaining
Legacy Liability: 30 year closed amortization of “legacy” unfunded liability
New Liability amortized over 20 year period with x% imputed interest rate 


MM…………….

FY09 Investment Return: http://jlarc.virginia.gov/reports/Rpt394.pdf


GASB68 and Bond Ratings -
Local Roles to Mitigate Impact

« Who is GASB? (recognized accounting standard authority)

« GASB 68 balance sheet liability and bond rating agency
higher weight will be assigned to such liability

— To recognize that a large unfunded pension liability will
impact Virginia (as a State and collective localities)

— To best position Virginia to reflect this liability in ability to
record-reduce w/ citizen-business impact focus

* To position Virginia-localities for fiscal sustainability
— Intergenerational equity in cost of services
— Taxpayers today pay and not pass cost to next generation

— Economic development positioned to create jobs and sustain
essential services (schools, public safety)
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This forced the issue and the bond rating agencies are going even further to make this issue difficult by even lower than VRS.  VRS calculated rate leads to an unfunded liability of $15.2 billion and Moody's has it at $31.7 billion.  I think the point is the scrutiny keeps getting tighter and the liability is growing due to new accounting standard.  In addition, Moody’s Investors Service is considering giving greater emphasis to pension obligations in determining the ratings of local government bonds.  The credit rating agency is considering a proposed change in methodology which would raise the weight given to pension obligations from 10 percent to 20 percent and reduce the importance of other factors.  More in depth analysis of this change is available here http://www.governing.com/blogs/view/gov-moodys-wants-pension-liabilities-to-play-bigger-ratings-role.html.



Retirement Contribution Rate:
Actuarial Rate vs. Funded Rate

Teacher Rate
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I Locality Rates Funded Are Always 100% Of Actuarial Rate I
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Note that the State has selected a lower rate than the actuarial rate in 11 out of the past 14 years. 

2010-2012 % of VRS contributions funded = 39.7% and 2012 -2014 = 69.5%
Only factor that local government not impacted by as no option for localities to select different rate



FY15 and FY16 VRS Rates

Board Certified | FY15 % to be Estimated FY13 and
Full Employer | Adopted by Employer FY14

Contribution General Contribution Employer
Rate Assembly Rate to be Contribution
Adopted Rates

Teachers 18.20% 79.69% 14.50% 11.66%

“% to Be Adopted” givesrise to the new 20 year liability loan
Contribution rates are net of 5% employee contribution rate
FY15 increased rates are ~ 24% higher
* Funding $: Local: $122 million (60%), State $82 million (40%)
« $1300/teacher impact (~= to any proposed raise)
» Local funding constraints may raise student: teacher ratio
FY15: Total teacher liability $15 billion; 62.1% unfunded
Future “% to Be Adopted” =89.9% in FY17 and 100% in FY19

HENRICO COUNTY, VIRGINIA
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Add back to slide - Increased rates: ($x more per employee)



Teacher and Localities
Ratio Funded Status

110% A Funded Ratio Of >80 Percent
100% - Is Considered Financially Sound
By Actuaries
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It’s taken x years of State underfunding of rate, therefore have x years of remedy prior to 100% local government responsibility



Who Should Record the
Teacher’s Liability?

« Localities prefer proportional responsibility
— Share of VRS costs: Local 60%, State 40%,

— Recognizes teacher VRS system is a shared State program
meeting intentions of GASB68 recordation

— State’s selection of arbitrary and lower rates illustrates at
least a shared responsibility (if not 100% ownership)

— Administratively simple to record liability
« State’s payment to localities changed to direct payment to VRS

o State prefers locality record 100%

— Technically can shift 100% liability with localities’ payment
to VRS (even if State is $ origin)

— Teachers are 100% local employees (at least for this topic)

HENRICO COUNTY, VIRGINIA
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Add-back: Share of VRS costs (based upon x): State 33% = share of VRS costs, Local 67%



Unfunded Ratio

Threat of Local Governments Crossing Below the Line with
Lower Unfunded Teacher Ratio

100.0 .
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»
30.0 ¢ ¢
Cities | Counties

* Pre-teacher Liability: FY11 Chart shows localities generally above the
“rating line” (pre-teacher liability)

Post-teacher Liability: teacher unfunded ratio now 62.4% in FY13 may push

many below the “rating line”
* Localimpact high - Teachers 62.2% of total local workforce

HENRICO COUNTY, VIRGINIA


Presenter
Presentation Notes
FY2014 Total General Fund Employees: 10,548.25

FY2014 Total Education Employees: 6,563.65

Weighted Funded Ratio (County & Teachers) is 67.61%  = .6416 (FY11 Teacher Funded Ratio) * .6257 (teachers as portion of total workforce) + .7338 (FY11 County Funded Ratio) * .3743 (GG employees as portion of total workforce) 


Virginia is Not Alone in this Challenge,
But Can Position Itself Ahead
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~250 State and local pension plans
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New Paradigm: How to Position
State and Local Best for New Jobs

Is the whole (State) > then the sum of the parts (localities) for
recurring, retaining and expanding business and new jobs or are we
one goal-oriented team?

Questions asked by prospects to locality may be more in-depth in
seeking a stable locality for their business

What are the taxes my business will pay (today, tomorrow)?

How good are the local schools for my employee’s children and
future employees?

How safe is the locality for my company and my employees?
What’s the quality of life in your locality for my employees?
What is your bond rating?

How do rating agency “negative outlooks” or downgrades as result
of teacher liability affect business decisions?

If State impact < local impact of teacher liability, then shouldn’t that
be a consideration in proportional sharing of liability?

HENRICO COUNTY, VIRGINIA



Locality Role in Job Creation

 Small to mid-sized business development primarily local

— Many small businesses move to locality based upon own due
diligence without local Econ Dev efforts

— Prospects call locality first and may not call State
— Largest volume of activity and # of new jobs in total

« Large companies may want State incentives
— Infrequent in volume and lower jobs in total
— Prospects may call State first, but not always
— State defers to locality to “close the deal”
» Infrastructure, zoning, local incentives, tax structure changes
* Due diligence factors:
— Quality of life attributes (Schools, safety, housing)
— Fiscal health (balance sheet, income statement, bond ratings)

HENRICO COUNTY, VIRGINIA
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Economic Development Impact
Analysis Has Not Been Done

 Proportional liability impact to bond ratings and
correlation to new business investment

« State bond rating impact vs. aggregate local
government bond rating impact
— Per VRS: “Could affect local government bond
ratings”
e Question not Answered.:

— If 100% local government liability recordation is more
adverse to economic development and job creation
than proportional liability, why wouldn’t State
recognize proportional liability?

HENRICO COUNTY, VIRGINIA
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�Add back: State rating AAA compared to local governments x ranging from x rating to AAA (8  are AAA)



Local Government Employees

One commonality - all local
government

Employees don’t know who is
grant funded, part of SOQ
formula, part of
Compensation Board
funding, local tax

Prefer uniform rationale for
salary and benefit programs

Want to serve their local
citizens, students, businesses

HENRICO COUNTY, VIRGINIA
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If State Now Considers Teacher 100%

Local, Then Other Considerations?

« Easier-flexible school funding formula on how best
to spend at school level
— Avoid salary initiative challenges (“use it or lose it”)

— Consistency amongst school, compensation board,
and grant positions funding of salary-benefits

 Opportunity to reform all with simple funding formula
w/out all the paperwork

 Local VRS Bd representation if teacher liability

— Future input into Board, role, local customer service
 Customer service even more important w/ hybrid plans

HENRICO COUNTY, VIRGINIA
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FY14: 2% salary supplement w/ local match
Use it or lose it for raises, possible layoffs to get matching $ w/ higher student: teacher ratio



If This Is How Customers of
VRS are Represented, Then...

m Teachers
Local
w State

m Other

HENRICO COUNTY, VIRGINIA




Should VRS Board Reflect
Proportional Oversight and Liability?

How Currently Selected Proportional Selection?

m Governor

Ao ®m Governor General
Assembly
General ] |
Assembly 22% oca
34%
m School Bd

Proportional Representation Still Favors State
State representation 44% (23% of employees)
Local representation 56% (74% of employees)

HENRICO COUNTY, VIRGINIA
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VRS greater leverage in managing 457-403b deferred compensation accounts w/ Plan 2 employees
Not just required contribution, but also soliciting additional voluntary contributions
Customer service issues
Competition with locally-procured services
If locality has VRS vendor (ICMA-RC), why can’t one vendor relationship exist at local level?



VACO 2014 Legislative Program for
Unfunded Teacher Pension Liability

 Local governments and the state share responsibility for
paying the cost of teacher pensions, but under GASB 68,
Virginia local governments will have to begin
accounting for both the state and local unfunded
liablilities for teacher retirement plans after June 15, 2014
on their financial statements. VACo urges the state to
account for its proportional share of liability shift by
paying its current share of teacher pension contributions
directly to VRS. This would demonstrate to credit rating
agencies and localities that the state is committed to
paying its proportional share of unfunded teacher
pension liabilities. It would also better protect the bond
ratings of Virginia’s localities by more accurately
reflecting the local share of the unfunded liabillity.

HENRICO COUNTY, VIRGINIA



Mandates Commission Nov 1

o Supports VACO preliminary legislative
position statement

e Also supported classification of VRS
Board as being 100% State appointed
as a mandate with adverse impact to
local government

HENRICO COUNTY, VIRGINIA



Henrico’s Impact of $507 Million
Unfunded Teacher Liability - Net Assets

o 1,700 74 5500
51,500 -
S 1300 -
1,100 - .042.6
900 - m As of June 30, 2012
700 7 With Unfunded
o500 - Teacher Liability
300 - 245.3
100 - | - | $48,101 in Liability
(100) - (262.1) per GF Employee
(300) -
Total Net Assets  School Board's Net | $136,503 in Liability
Assets per Teacher
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Add back: Entity-wide funds from $x to $x

3% of teacher workforce, so if Henrico contribution to avoid liability, only 3 cents of every $1 would go to lowering Henrico’s liability 

FY2014 Total General Fund Employees: 10,548.25
FY2014 Total General Fund Education Employees: 6,563.65 
FY2014 Total Teachers: 3,717
FY2014 VRS General Fund Budget: $55,143,140
$48,100.97 in Liability per GF Employee
$77,301.65 in Liability per Education Employee
$136,502.82 in Liability per Teacher


Millions

Henrico’s Impact -
Gross Bonded Debt

1,000 -
State Share of Teacher
Liability, $169.1
800 -
100% of Teacher Local Share of
Liability, $507.4 Teacher Liability,
600 - $338.3
400 - L| Debt
Capacity:
200 - Gross
Bonded
Debt $489
0 | Million

Gross Bonded Debt w/100%
of Teacher Liability

HENRICO COUNTY, VIRGINIA

Gross Bonded Debt
w/Proportional Share




$3,500
$3,000
$2,500
$2,000
$1,500
$1,000
$500
$0

Henrico’s Impact -
Debt Per Capita

HENRICO COUNTY, VIRGINIA

| Debt
Capacity:
$1,650
Debt Per
| | Capita
FY14 Debt Per Debt Per Capita Debt Per Capita
Capita w/100% of Teacher w/Local Share of
Liability Teacher Liability




Henrico’s Impact -
Debt to Assessed Value Ratio

3.0% 2.69%
2.5%
2.22%
2.0%
1.5% o
1.0% 1.27% Ll Debt Capacity:
1.49% Gross Debt
0.5% of Total Assessed
Value
0.0% | | |
FY14 Debt Per Debt Per Assessed Debt Per Assessed
Assessed Value Value w/100% of Value w/Local
Teacher Liability Share of Teacher
Liability
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Proposed Moody’s Criteria

: Debt-
Economy FiInances Management :
Pensions

Existing 40% 30% 20% 10%

Proposed 30% 30% 20% 20%
Net Pension Liab/Value <1.1% 11-26% 2.6-6.0% 6.0 — 15%
Net Pension Liab/Rev <.5x 5 —-1.0x 1.0 — 4.5x% 4.5 —7.5x

 Pension factors are proposed to be 10% of debt-pensions 20% criteria

HENRICO COUNTY, VIRGINIA



Proposed Collective Analysis -
Effect Upon Bond Rating Calculation

NPL/Value Pre-Liability Post-Not Post-Shared # of New
and NPL/Rev Shared Jobs
Created

State ?7? ?7? ?7?
AAA Localities ?7? ?7? ?7? ?7?
AA Localities ?7? ?7? ?7? ?7?
A Localities ?7? ?7? ?7? ?7?

» Other factors can also be analyzed
> Net asset impact and other financial indicators
- Other metrics of economic development

» If shared liabllity is least impacting, then support
for shared liability has a rationale

HENRICO COUNTY, VIRGINIA




Proposed Collective Analysis -
Effect Upon Bond Rating Calculation

school Board Estimated GASB NPL 8ond Ratin 2013 Job Growth as a
(in millions) 9 Share of State Total

Fairfax $ 2,658.22 AAA Aaa AAA 25%
Prince William $967.11 AAA Aaa AAA 1%
Loudoun $ 885.26 AAA Aaa AAA 4%
Virginia Beach $ 816.24 AAA Aaa AAA 3%
Chesterfield $ 543.90 AAA Aaa AAA 2%
Henrico $ 507.38 AAA Aaa AAA 9%
Arlington $ 490.04 AAA Aaa AAA 1%
Chesapeake $ 450.94 - 3%
Norfolk $431.11 - 1%
Newport News $ 328.25 2%

Total Teacher $15,160.26
Plan

Aggregate Funded Status 61.2%

HENRICO COUNTY, VIRGINIA
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http://www.vbgov.com/government/departments/finance/Pages/debt-administration.aspx


Strategic VRS-Related Issues
Worthy of Further Discussion

Flexibility to enable local government determine benefits
package to achieve goals to recruit, retain and reward
employees for current and next generation workers

If defined contribution, then provide it as a local option to
select and determine contribution rate

— Should VRS be the “vendor” by default or compete with other
vendors currently serving local government

Portabillity possibility from defined benefit to defined
contribution limited to 5% “employee” share because of
underfunded total balance

— Consideration of enabling portability for actual % share of funded
portion

Address continuing challenge of losing good employees who
have met VRS retirement age to non-VRS employers

— Also challenge in finding experienced employees from non-VRS
employers or employees who prefer 100% defined contribution

HENRICO COUNTY, VIRGINIA
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> 5% employee share, but less than 100% defined benefit calculated share



If 100% local government liability recordation
IS more adverse to economic development

and job creation than proportional liabllity,
why wouldn’t State recognize proportional
lability?

QUESTIONS


Presenter
Presentation Notes
Bitter pill to swallow, but learn to swallow together (two glasses of water and cut the pill in two) and go forward

Ability to change w/ fork in road
Not done deal, but “fair share”
Check forwarding “not here” send to VRS
IF had known this were to occur, then should local govt had kept balancing cash $$
 Govt Commission on Pensions: 
Have a pension funding policy that is based on an actuarially determined contribution
Build funding discipline into the policy to ensure that promised benefits can be paid
Maintain intergenerational equity so that the cost of employee benefits is paid by the generation of taxpayers who receives services
Make employer costs a consistent percentage of payroll
Require clear reporting to show how and when pension plans will be fully funded
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