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July 11,2018

The Pension Committee met on Wednesday, July 11, 2018 in the Board Room, 625 St. Joseph Street, New
Orleans, LA. The meeting convened at 9:30 A.M.

Present:

Mr. Christopher Bergeron
Ms. Eileen Gleason

Mr. Ralph Johnson

Mr. Marvin Russell

Mr. Lewis Sterling III
Mr. John Wilson

Also in attendance: Ms. Jade Brown-Russell, Acting Executive Director of the Employees’ Retirement System
(ERS) and Sewerage and Water Board (S& WB); and the following S&WB staff — Mr. James Thompson, Office
of Special Counsel; Ms. Sharon Judkins, Deputy Director of Administration; Ms. Veronica Washington,
Employee Relations; Ms. Sonji Skipper, Personnel; Dr. Tim Viezer, Chief Investment Officer; and Ms. Candice
Newell, Board Relations Manager.

ACTION ITEMS:

1. Approval of June 13, 2018 Pension Committee minutes.
EXECUTIVE SESSION:

2. Pursuant to LA R.S. 42:17.A.1., to consider an employee disability application.
PRESENTATION ITEMS:

3. None

In the absence of the Chairman, Mr. Marvin Russell moved to nominate Mr. John Wilson to act as Chairman for
the meeting. Mr. Chris Bergeron seconded the motion and the motion carried.

Acting Chairman Wilson then asked for a motion to move into executive session to consider a disability
retirement application. Ms. Eileen Gleason moved to enter into executive session and Mr. Russell seconded the
motion. The motion carried and the Committee entered executive session. The Committee re-entered regular
session by a motion by Ms. Gleason, this was seconded by Mr. Sterling, and carried by vote. Chairman Wilson
called for a motion and Ms. Gleason made a motion to approve the matter discussed in executive session. Mr.
Russell seconded and the motion carried.

Mr. Wilson asked if there were any questions about the information item concerning Employee Trustee
elections. Mr. Bergeron noted that there was low employee participation in past elections and asked whether
there might be more effective ways to engage participation than mailing ballots to employees’ home addresses
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and requiring the submission of ballots at the St. Joseph Street office, recognizing that not all employees work
at that location. Ms. Sharon Judkins agreed that alternative balloting methods could be considered.

Ms. Gleason noted that the past meeting minutes required approval. Mr. Russell moved to approve the minutes
and Ms. Gleason seconded, and the motion carried.

INFORMATION ITEMS:

Information item 5 was received.

ANY OTHER MATTERS:

The following questions and requests were raised for follow-up:

1. Mr. Bergeron requested a review of alternative balloting methods in order to increase employee
participation in the election of Employee Trustees.

ADJOURNMENT:
There being no further business to come before the Pension Committee, Acting Chairman Wilson called for a
motion and Mr. Bergeron made a motion to adjourn. Mr. Sterling seconded and the motion carried. The meeting

adjourned at approximately 10:00 A.M.

Respectfully submitted,

John Wilson, Pension Committee Acting Chair

Members of the Board: ¢« ANDREW AMACKER e ROBIN BARNES ¢ CHRISTOPHER BERGERON ¢ LATOYA CANTRELL »
o TAMIKA DUPLESSIS, PHD o EILEEN GLEASON ¢ RALPH JOHNSON ¢ STACY HORN KOCH o CHANTE POWELL «
o JOSEPH PEYCHAUD ¢ MARVIN RUSSELLe LYNES SLOSS ¢ LEWIS STIRLING il ¢ JOHN WILSON e



R-121-2018
RECOMMENDATION TO ADOPT A NEW ASSET ALLOCATION MIX

WHEREAS, Board of Trustees of the Employees' Retirement System of the Sewerage
and Water Board of New Orleans hired Callan LLC to conduct an asset-liability study; and

WHEREAS, Callan provided an introduction to the study at the Pension Committee
on April 11, 2018, and presented the study results at the Board of Trustees meeting on July
11,2018; and

WHEREAS, it is the opinion of the Pension Committee and the Board of Trustees that
the study and the discussion of its results were conducted with prudence, care, skill and
competence; and

WHEREAS, the Pension Committee, considering Callan's recommendations,
selected Mix with the following asset class allocations: Broad US Equity __ %, Global
Ex US Equity ___ %, Real Estate ___ %, Hedge Funds __%, Domestic Fixed Income _%,
and Cash Equivalents ___ %.

NOW, THEREFORE, BE IT RESOLVED by Board of Trustees of the Employees’
Retirement System of the Sewerage and Water Board of New Orleans that the Chief
Investment Officer be authorized to amend the Investment Policy Statement to reflect
the chosen asset allocation, implement said asset allocation as soon as practicable in
consultation with the Board of Trustees' investment consultant, negotiate and execute
any documents necessary to effect the transitioning of assets, and to cerfify this
resolution..

|, Timothy W. Viezer, Chief Investment Officer,
of the Sewerage and Water Board of New Orleans,
do hereby
certify that the above and foregoing is a frue and
correct copy of a Resolution adopted at the Meeting of the
Board of Trustees of the Employees' Retirement System
of Sewerage and Water Board of New Orleans, duly called and held,
according to law, on August 15, 2018.

, Chief Investment Officer
OF THE SEWERAGE AND WATER BOARD OF NEW ORLEANS
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Introduction

For many public sector entities, unfunded pension obligations are a meaningful component of total long-
term liabilities. Since Governmental Accounting Standards Board Statement 68 (GASB 68"y was
introduced in 2014, unfunded pension obligations (or “net pension liabilities”) have been included on state
and local government balance sheets as a liability, similar to any-other long-term debt. Due to the
magnitude of these obligations and the level of discretion allowed in both pension assumption setting and
defining and/or adhering to funding policies, unfunded pension obligations are receiving increased
scrutiny from multiple stakeholders, including plan participants, taxpayers, public policy groups, and credit
rating agencies. The question becomes, how do pension plans influence credit ratings and consequently
borrowing costs for public entities?

This paper provides perspective on the relationship between an entity’s approach to managing its pension
plan and its credit rating. We highlight the value that credit rating agencies place on adequate funding,
proper assumptions, and sound governance. Specifically, we find that a strong approach to pension
management can impact taxpayers via reduced borrowing costs for state and local entities. We conclude
this paper with specific actions that can be taken by plan sponsors to positively influence credit ratings.

Pension Impact on State and Local Credit Ratings

We interviewed the Big Three rating agencies (Fitch Ratings [Fitch], Moody’s Investor Services [Moody’s],
and Standard & Poor’s Financial Services [S&P)) to better understand the impact pension obligations
have on their state and local bond ratings, and subsequently, borrowing costs. Recent white papers and
rating methodology updates published by the Big Three further emphasize the attention owed to
thoughtful and appropriate pension plan management. However, this information is often buried in lengthy
documents and is not easily digestible by public pension plan stakeholders. Our goal is to summarize this
information to help stakeholders understand the impact pensions have on credit ratings and, as a result,
make more informed decisions.

Each agency organizes its rating framework in four or five broad factors, as summarized in Chart 1. Public
pension liabilities are generally compartmentalized within the debt and liability factors noted in the chart.
An important distinction is that Moody's and S&P assign specific weightings to each factor, while Fitch
does not in an effort to tailor its ratings to issuer-specific circumstances. Both Moody’s and S&P assign a
20% weight to the broad debt and liability factors, as shown in Chart 1.

! See the Appendix for additional information on GASB rules for determining balance sheet liabilities for
pensions.
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Chart 1: Credit Rating Factor Framework Summary2
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While each agency has a unique rating methodology, we find consistency across the firms with regard to
the inclusion of both the current and future state of pension liabilities and plan management. Agencies are
not just looking at where these plans stand today; they are also looking at the expected future trajectory
of the plan based on how it is being managed.

The current state is captured across agencies as a net pension liability measurement at a snapshot in
time. A key difference in the current state metric used across the agencies is the adjustment to the state
or local government reported liability. This is an important point, as some of the adjustments made have a
significant impact on the net pension liabilities that the credit rating agencies consider, as opposed to
what is reported on the entity’s balance sheet and/or used for planning and budgeting purposes. At one
end of the spectrum is the adjustment Moody’s makes to the net pension liability. The metric that is
incorporated into the credit rating is adjusted to use a market discount rate (currently, 3%—4%), similar to
the pension liability measures reported in corporate sector financial statements. By contrast, the median
discount rate used by public plan sponsors in determining their funding contribution is 7.5%,° reflecting
the expected long-term rate of return on assets, and resulting in a much lower reported liability. For
example, for a pension plan with a 12-year liability duration, a 1% decrease in the discount rate would
result in a 12% increase to the plan liability. Fitch also uses an adjusted net pension liability figure, using

2 Sources: Fitch's “U.S. Public Finance Tax-Supported Rating Criteria,” May 31, 2017; Moody's “US
States Rating Methodology,” April 17, 2013; and S&P’s “U.S. State Ratings Methodology,” October 17,
2016.

8 NASRA Issue Brief: Public Pension Plan Investment Return Assumptions. Updated February 2017.
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a static 6.0% discount rate for liabilities that are calculated at a higher discount level by the plan sponsor.
These adjustments highlight the agencies’ focus on the potential economic impact unfunded pension
obligations may have on a state or local government’s financial stability, as well as allow for easier
comparison across entities. On the opposite end of the spectrum, S&P does not make any direct
adjustments to the liability figures reported by the localities.

The forward-looking view of pension obligations has received increased attention and also has a direct
influence on the overall credit rating. In assessing pension obligations, the Big Three consider factors
such as the following:

= Are policies in place to adequately fund future obligations? For example, are contributions at least
enough to “tread water” to keep pace with liability growth and new benefit accruals?

= Have entities been making their full actuarially determined contributions (ADCs) in past years?
= How will unfunded pension liabilities impact future budgets?
= Are methods and assumptions, such as amortization periods and discount rates, realistic?

These forward-looking factors contribute to a meaningful portion of the overall pension impact on credit
ratings. For example, S&P equally weights its “Pension Liability Metric” (current state) and the “Pension
Funding Discipline” (future state) into its pension score. There are also additional factors S&P considers
that have the ability to improve or degrade the Pension Funding Discipline score by one point (on a scale
of 1 to 4). Furthermore, after S&P determines the indicative credit rating from its scoring framework, there
is the potential for overriding factors to further reduce the indicative rating by one notch. One of the six
overriding factors is a high level of expected future liabilities, which may eventually lower the expected
funded ratio to below a certain threshold and negatively impact the overall credit rating.

Both Moody’s and Fitch also directly consider pension plan management and governance into their credit
ratings. Moody's analysts are able to adjust the rating placement of the pension metric to reflect the
additional factors listed in Table 1 and can also make below-the-line notching adjustments to reflect these
factors. Fitch's methodology takes a less standardized approach, with the ultimate rating reflecting both
issuer-specific quantitative and qualitative factors, which include governance and plan management.

Table 1 provides detail on the pension plan inputs, both current state and future state, that each agency
factors into its overall credit rating within the debt and liability factors.

Investment advice and consulting services provided by Aon Hewitt Investment Consulting, Inc., an Aon plc company.
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Table 1: Credit Rating Agency Pension Inputs*

Fitch Moody’s S&P
Designated
Pension N/A® 10% 6.7%
Weight
Dedicated | Pension Liablility Metric Pension Liabllity Metric Penslon Liabllity Metric
Inputs =  (Direct debt + Adjusted Net = 3.year Average ANPL + own | e 3-year Average Pension
Pension Liability [ANPL]) + source revenue (for states) or Funded Ratio
Personal Income operating revenue and
property tax (for local entities)
ANPL calculated: ANPL calculated: Funded Ratio used:
= Adjust Total Pension Liability = Adjust Total Pension Liability| ®  Aggregate of plan level
(that entity has funding (that entity has funding Comprehensive Annual
responsibility for) to reflect a responsibility for) to reflect a Financial Reports (CAFRs)
fixed 6% discount rate for any market discount rate
liabilities calculated at a (Citibank Pension Liability
higher discount rate Index)
Secondary Liability Metric Pension Funding Disclipline
=  (Direct debt + ANPL) + = Relationship between actual
government revenues total contributions and
= (Direct debt + ANPL) + service cost + interest cost +
property value (for local govs) amortization component
= Contributions that are
actuarially based or not
= Typical funding level of ADC
®=  See Additional Factors
Considered below
Future Expectations Adjustment Factors
= Capital plans/needs = Unfunded pension liability
®  Pace debt paid down per capita
»  Adequacy of current pension = Unfunded pension liability as
contribution policies % of income
= Economic expectations
Additional = Degree of institutional control | ® “Tread water” analysis: If a majority of the below apply,
Factors =  Level of benefits Measures annual the Funding Discipline score may
Considered | ® Practices governing government contribution improve or worsen by one point:

contribution setting and
amortization of liabilities
= Asset portfolio composition
=  Risk management practices

required to prevent the
reported NPL from growing,
under reported assumptions
=  Conservative or optimistic
assumptions
History of funding adequacy
Discount rate
Amortization period
Evidence of definitive and
effective steps to reduce
unfunded liability

= Amortization methods

®=  Assumed rate of return
relative to trailing 5-year
average

®*  Funding assumptions
incorporated into projections

=  Active to beneficiary ratio in
conjunction with plan's
funded ratio

=  Frequency of experience
studies

* Sources: Fitch’s “U.S. Public Finance Tax-Supported Rating Criteria,” May 31, 2017; Moody's “U.S.
States Rating Methodology,” April 17, 2013; and S&P’s “U.S. States Ratings Methodology,” October 17,

2016.

® Fitch does not use a standardized weighting for pension obligations.
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Most of a pension plan's influence on credit ratings is captured within the debt and liability factor as
described in Table 1, but pensions also have tangible impacts across other listed factors. For instance,
each agency considers the impact of an entity’s past, current, and future funding practices on the state or
local budgetary performance. Within Fitch’s Expenditure Framework (one of the key factors in its Credit
Rating Factor Framework), Fitch calculates a hypothetical benchmark pension contribution. It reflects an
annual payment amount required to amortize the Fitch-adjusted net pension liability on a level dollar basis
over a 20-year period at a fixed rate of 5%. This benchmark is then used to highlight outliers where the
reported actuarial contribution is insufficient to make progress in lowering the liability and is expected to
increase pension budget demands over time. This will have a negative impact on the overall rating.
Conversely, a reported actuarial contribution that is equal to or greater than the Fitch-calculated
benchmark will positively impact the credit rating, further emphasizing the importance of appropriate
assumption setting and funding policy.

Moody’s and S&P also factor in similar considerations that allow for pensions to impact other areas in
addition to the dedicated pension weights in Table 1. Pensions may also impact an entity’'s Financial
Management score (Financial Management carries a weight of 30% for Moody’s and 20% for S&P) and
Budgetary Performance score (Budgetary Performance carries a total weight of 20% for S&P).

Pension management is also considered under the Governance and Operating factors (Weights:
Moody's—-30%; S&P—-20%; Fitch—no specific weighting). Similar pension management aspects impact
these factors as well, such as key assumptions used, the adequacy and appropriateness of the policies
that are in place, the strategies used to control the costs and fulfill the actuarially determined
contributions, and the degree of control plan entities have to make changes to plan management.

The key takeaway is that forward-looking pension plan management—and not solely the current level of
an entity’s net pension liability—has a meaningful impact on credit ratings. We anticipate that the
attention and impact of pension plan management on credit ratings will not soon fade, especially if
pension debt continues to contribute a meaningful portion of an entity’s total debt.

Credit Ratings and Borrowing Costs

So what does this mean for the cost of debt for public entities? As we have shown, pension plans have a
direct impact on the ultimate state or local credit rating. It is no surprise, then, that there is a relationship
between credit ratings and bond yields—Ilower credit rated bonds tend to require a higher yield to
investors and thus provide less capital to public entities. This leads us to a simple but powerful
conclusion: Taxpayers in these jurisdictions are paying higher borrowing costs and could save money
through healthier pension plan management.
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Chart 2: Yield on State-lssued General Obligation Bonds with 10+ Year Maturity®
Distribution of Yield-to-Worst by Credit Rating
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A Call to Action: Proactive Plan Management Has Real
Impact

The current state of pension plans and the anticipated ability of an entity to fully satisfy future benefits
directly impact the Big Three’s state and local government credit ratings. And while there are certain
pension factors that cannot be controlled, such as capital market returns and beneficiary demographics,
there are aspects that entities can control and clear actions that can be taken to directly improve a
pension’s impact on its locality’s credit rating. We recommend that plan sponsors consider the following:

1. Conduct an actuarial assumption audit to review the reasonability of key assumptions, including
salary scale, mortality, retirement rates, and turnover rates.

»  Assumptions set to plan-specific expectations will lead to lower contribution volatility,
whereas aggressive assumptions may provide short-term relief but may have long-term
consequences.

2. Consider adjustments to the expected return assumption that are in line with forward-looking
expectations for asset returns.

® Source: Barclays Bloomberg Indices as of May 31, 2017.
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=  For plans contributing actuarially determined amounts, failing to achieve target returns
will necessitate increases in future contributions and make what was intended to be a
smooth, budget-friendly progression of contribution increases far more volatile.

= For plans contributing less than the actuarially determined amounts, the funding gap will
widen and become highly volatile as contribution policy will not add enough dollars to
replenish losses.

3. Review the plan’s funding policy, looking far enough into the future to identify potential pain
points.

= Conduct a “tread water’/hurdle rate analysis to ensure that short-term contributions are
sufficient to keep pace with the growth of the plan liabilities.

=  Consider an asset-liability study to understand the range of potential future outcomes
rather than a single deterministic scenario.

Selecting appropriate actuarial assumptions, avoiding excessive risk taking, and developing an adequate
funding policy are actions that indicate to the Big Three that a plan sponsor is taking a proactive and
realistic approach toward fully funding pensions and properly managing an entity’s total debt profile. While
an entity's debt priorities and revenue framework to service such debt will vary on a case-by-case basis,
every jurisdiction has the ability to thoughtfully develop a funding policy and set appropriate assumptions.
These initial steps will help pension stakeholders better understand their true economic costs, improve
the funding outlook for public pensions, and potentially reduce borrowing costs and further taxpayer
burden.
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Appendix
Governmental Accounting Standards Board (GASB) Balance Sheet Entry

Since GASB 68" was adopted for fiscal years beginning after June 15, 2014, pension debt has been
reported on the balance sheet. The net pension liability is now disclosed along with the employer’s other
long-term obligations. GASB 68 was introduced to provide additional transparency regarding the liabilities
and funded status associated with the pension promise made by government entities to their employees.
While the net pension liability is similar in concept to the funded status measure used under the prior
standards, the method by which the net pension liability is calculated is somewhat different.

The asset value used to calculate the net pension liability under GASB 68 is not permitted to reflect any
type of asset smoothing. This market value of asset approach differs both from the prior accounting
standard methodology as well as the funding valuation approach. Further, the total pension liability used
under the new standards may be significantly different from historical measures of total pension liability
due to two key items outlined in the new standard: (1) The cost method used for calculating the total
pension liability must be entry age normal. (2) The discount rate used for determining the total pension
liability must be based on a blended rate that combines the plan trust's expected return on assets for the
time period that the trust is expected to be sufficient to pay for benefit payments, together with a 20-year
municipal bond rate index for any remaining payments from the plan. Plans using different cost methods
may have seen an increase in liabilities due to the adoption of the entry age normal cost method, which
would be further increased by the potentially lower discount rates calculated for poorly funded plans
under the blended approach.

The combined effect of removing asset smoothing and potentially increasing liabilities likely resulted in a
much larger net pension liability appearing on balance sheets for many public sector employers once
GASB 68 was adopted. Further, due to the lack of asset smoothing, it is anticipated that during periods of
economic turmoil, the net pension liability will be volatile.

" GASB 67 is the companion standard for the pension plan, as opposed to the plan sponsor.
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Disclaimer

This document has been produced by the Global Investment Management Team, a division of Aon plc,
and is appropriate solely for institutional investors. Nothing in this document should be treated as an
authoritative statement of the law on any particular aspect or in any specific case. It should not be taken
as financial advice, and action should not be taken as a result of this document alone. Consultants will be
pleased to answer questions on its contents but cannot give individual financial advice. Individuals are
recommended to seek independent financial advice specific to their own personal circumstances. The
information contained herein is given as of the date hereof and does not purport to give information as of
any other date. The delivery at any time shall not, under any circumstances, create any implication that
there has been a change in the information set forth herein since the date hereof or any obligation to
update or provide amendments hereto. The information contained herein is derived from proprietary and
nonproprietary sources deemed by Aon Hewitt to be reliable and are not necessarily all-inclusive.

Aon Hewitt does not guarantee the accuracy or completeness of this information and cannot be held
accountable for inaccurate data provided by third parties. Reliance upon information in this material is at
the sole discretion of the reader.

This document does not constitute an offer of securities or solicitation of any kind and may not be treated
as such (i) in any jurisdiction where such an offer or solicitation is against the law; (ii) to anyone to whom
it is unlawful to make such an offer or solicitation; or (iii} if the person making the offer or solicitation is not
qualified to do so. If you are unsure as to whether the investment products and services described within
this document are suitable for you, we strongly recommend that you seek professional advice from a
financial adviser registered in the jurisdiction in which you reside. We have not considered the suitability
and/or appropriateness of any investment you may wish to make with us. It is your responsibility to be
aware of and to observe all applicable laws and regulations of any relevant jurisdiction, including the one
in which you reside.

Aon Hewitt Limited is authorized and regulated by the Financial Conduct Authority. Registered in England
& Wales No. 4396810. When distributed in the U.S., Aon Hewitt Investment Consulting, Inc. (AHIC) is a
registered investment adviser with the Securities and Exchange Commission (SEC). AHIC is a wholly
owned, indirect subsidiary of Aon plc. In Canada, Aon Hewitt Inc. and Aon Hewitt Investment
Management Inc. (AHIM) are indirect subsidiaries of Aon plc, a public company trading on the NYSE.
Investment advice to Canadian investors is provided through AHIM, a portfolio manager, investment fund
manager, and exempt market dealer registered under applicable Canadian securities laws. Regional
distribution and contact information is provided below.

Aon plc/Aon Hewitt Limited Aon Hewitt Investment Aon Hewitt Inc./Aon Hewitt Investment
Registered Office Consulting, Inc. Management Inc.

The Aon Centre The Aon Center 225 King Street West, Suite 1600

The Leadenhall Building 200 E. Randolph Street Toronto, ON

122 Leadenhall Street Suite 1500 M5V 3M2

London, England Chicago, IL 60601 USA Canada

EC3V 4AN

Contact your local Aon representative for additional contact and/or registration information relevant to
your local country if not included above.
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About Aon Hewitt Investment Consulting, Inc.

Aon Hewitt Investment Consulting, Inc. (AHIC) is the U.S. investment consulting practice of Aon plc, with
headquarters in Chicago, lllinois. AHIC is a registered investment adviser with the U.S. Securities and
Exchange Commission (SEC) under the Investment Advisers Act of 1940, as amended. AHIC is also
registered with the Commodity Futures Trading Commission (CFTC) as a commodity pool operator and
commodity trading adviser, and is a member of the National Futures Association (NFA).

About Aon

Aon plc (NYSE:AON) is a leading global professional services firm providing a broad range of risk,
retirement and health solutions. Our 50,000 colleagues in 120 countries empower results for clients by
using proprietary data and analytics to deliver insights that reduce volatility and improve performance.

For further information on our capabilities and to learn how we empower results for clients, please visit
aon.mediaroom.com .

© 2017 Aon plc
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