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Pension Reform - The Path Forward

When you find yourself  in a hole, the first order of  business is to 
stop digging. That’s what we did – and pardon the pun here – with 
the pothole crisis. That’s what we did with the biggest budget gap 
since the Great Recession. And that’s what we are now doing with 
pensions. That’s historic, but the even bigger news is the renewal 
of  the can do attitude and cooperative spirit that has served our 
city well since its founding.  Instead of  continuing to fight as they 
have in the past, a broad spectrum of  Houstonians are now put-
ting aside their differences and working together to dig us out of  
this financial hole.

Through their pension governing boards, our City employees have 
put $2.5 billion of  concessions on the table. These hard-working 
public servants are giving up benefits to which they are entitled in 
order to create a more stable future for our city.  City leaders are 
promising to no longer fudge on what we owe to City employees 
every year.  The business community and legislative delegation are helping to get the plan enacted into law.  And, 
as I have said many times before, I will later ask taxpayers to step up and share in these sacrifices by agreeing to 
repeal the revenue cap that is crippling the City’s ability to meet its growing needs.

Now, let’s take a closer look at the path forward. Just imagine reducing by more than $200 million what the City 
will have to pay next year while also controlling what we have to pay every year after.  Then imagine having $7.7 
billion of  currently unfunded pension obligations immediately reduced and then eliminated entirely over time.  
This plan achieves fully funded, secure, sustainable and affordable retirement plans that our employees can rely 
on and taxpayers will find affordable, and we do it without increasing the City budget or needing to raise taxes.

Although we are dealing in the billions of  dollars, this really isn’t that much different than a consumer mortgage. 
We will have a 30-year fixed payment plan and just like a mortgage, the debt will be gone at the end of  30 years.  
The City will pay what it owes every year, and there will be no more refinancing every year to put us deeper in 
the hole.

The benefits changes from the pension systems will immediately reduce our unfunded liability to $5.2 billion 
for a 33% reduction right off  the bat.  Their offer is like the down payment.  It is their upfront commitment to 
helping, and it has a significant impact on the total amount we will have to pay now and in the future.  We will 
couple this with $1 billion in pension obligation bonds (POB) to further reduce the unfunded liability.  Yes, we 
are trading one form of  debt for another, but at a lower interest rate.  As Fitch Ratings recently noted, “POB 
use in conjunction with reforms to benefits and contribution practices increases the odds of  strengthening fund-
ing positions and improving long-term sustainability.”

In keeping with the national trend, we are also lowering the assumed rate of  return on pension investments to a 
more realistic 7 percent.

And, to ensure the City never again finds itself  facing a multi-billion dollar debt with no way to pay for it, we are 
limiting the amount to be spent each year for pension benefits.  If  anticipated costs rise above this limit, the City 
and the pension systems will have to return to the table to make adjustments to bring costs back in line. If  this 
type of  system had been put in place 15 years ago, we would not be where we are today.

For some time, we have known we had choices to make regarding our employee pensions.  The current situation 
is straining our finances and putting at risk our ability to meet our pension obligations in the future.  We have 
chosen a path that will minimize adverse impact on our hard working employees, especially the thousands of  
police, fire and municipal workers eligible to retire today. 

No other plan provides both immediate and long-term benefits and takes the pension issue off  the table for 
good.  We are closer than ever before to solving this.  There will be a few who will criticize but not one of  them 
has presented anything that reduces the unfunded liability by even $1 immediately and then pays it off  entirely in 
30 years while also moving us forward in a unified manner.  Is it perfect?  No.  But is it a very good plan for City 
employees, taxpayers and the future of  this great city?  Absolutely!



This plan achieves fully funded, secure, sustainable and 
affordable retirement plans that our employees can rely 

on and taxpayers will find affordable, and we do it 
without increasing the City budget or needing to raise 

taxes.

““
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Sustainable Pensions for Houston

An affordable, sustainable pension for the City 
and its taxpayers.““

We are pleased to announce 
a plan that immediately 

reduces and later eliminates 
the unfunded pension liability, 

controls costs going forward, 
helps the City retain employees 
and allows us to present to the 
Texas Legislature a blueprint 

for adoption of new state 
law. It is a 30-year fixed 

payoff solution to address the 
unfunded pension liability 
that is essentially budget 

neutral. We will have secure, 
sustainable and affordable 

defined-benefit pension plans 
that our employees can rely on 

and our taxpayers will find 
fiscally responsible.
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Putting the Pieces Together
What are the basic components of  Mayor 

Turner’s pension reform plan?

Mayor Turner’s pension reform plan focuses on 
keeping the defined-benefit retirement plans, with 
changes to benefits, reducing the City’s net pension 
liability (NPL) by one third immediately which is 
then paid down over time. The City will pay what is 
required to fully fund the pension systems annually 
and avoid an increase in cost, now and in the future. 
The plan covers all three pension funds serving City 
of  Houston employees: the Houston Police Offi-
cers’ Pension System  (HPOPS), the Houston Fire-
fighters’ Retirement and Relief  Fund (HFRRF), and 
the Houston Municipal Employees Pension System 
(HMEPS).

The City’s net pension liability is estimated at $7.8 
billion. The Mayor’s plan would reduce the liability 
to $5.3 billion immediately through a combination 
of  methods, including cost reductions identified by 
the three pension systems’ governing bodies.

The proposed plan also includes a cost-manage-
ment “corridor” to protect the City, the pension 
systems, City employees and taxpayers against 
future pension costs becoming unsustainable. The 
corridor approach sets upper and lower boundaries 
for pension costs, which are expressed as a per-
centage of  the City’s payroll. If  costs go too high 
(or too low), the City and pension systems must 
make changes to the pension plan.

The Mayor’s plan also adopts a 30-year closed 
amortization approach to paying off  what the 
City owes. This works like a mortgage, where the 
amount owed is paid off  on a schedule with regu-
lar, consistent payments. This will be an important 
change from the current system, where the mon-
ey owed is recalculated on a new 30-year payout 
schedule each year. The current system looks 
like a mortgage except that it is refinanced every 
year – the amount you owe may go down, but 
will never be completely paid off. The new closed 
amortization approach, which is required by the 
City’s financial policies as adopted by City Council, 
puts the City on a clear path to eliminating the net 
pension liability.

The Mayor’s plan keeps defined-benefit plans while 
reducing net pension liability.““
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Net Pension Liability
I thought the City’s net pension liability was much less 
than $7.8 billion. Why did it increase?

Last year, the City’s pension liability was estimated at $5.6 billion. The new 
figure of $7.8 billion is the most accurate estimate of Houston’s pension liability 
– the increase is tied to two changes in how pension liability is calculated:

First, all three systems have agreed to 
reduce their anticipated rate of return on 
investments to 7 percent per year. Earlier 
estimates of pension liability used a high-
er estimated rate of return, which is the 
amount the pension systems expect to earn 
on their investments each year. Reducing 
the rate of return to 7 percent annually 
means the pension systems expect less money 
from their investments. The 7 percent may 
not be achieved each year, but it is more 
reasonable over a longer period of time. 
With less expected to come in from invest-
ments, the total amount owed increases.

Second, the pension systems have 
agreed to recognize all past investment gains 
and losses as of June 30, 2016. In pursu-
ing pension reform, it was important to 
get the clearest possible picture of what the 
City owes. Under actuarial rules, invest-
ment losses can be deferred and not counted 
immediately. This “smoothing” approach 
helps keep the City’s annual payments more 
predictable and stable, and will be utilized 
in a responsible manner going forward. By 
recognizing losses now instead of deferring 
them, the City and pension systems have 
established a much clearer look at what is 
actually owed over the long run.

This “smoothing” approach helps keep the City’s annual 
payments more predictable and stable, and will be uti-

lized in a responsible manner going forward.“

“



9PENSIONS



10 SUSTAINABLE

Pension Obligation Bonds (POBs)

Why are pension obligation bonds (POBs) a part of  the 
solution?   

This is an important part of the reform negotiations. For years under Meet and Confer 
agreements, the City underfunded the HPOPS and HMEPS pension systems. That under-
funding contributed in part to the HPOPS and HMEPS current funding levels. As part of 
the agreements to reform pensions, HPOPS and HMEPS have been clear that they expect to 
be paid at least some of the deferred funding immediately. The City does not have the cash 
on hand, and so the funds must be borrowed. Fortunately, in the present economic environ-
ment, the City can borrow inexpensively.

“

“(Pension obligation bond) use in conjunction with 
reforms to benefits and contribution practices in-
creases the odds of strengthening funding positions 

and improving long-term sustainability.

 - Fitch Ratings
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Hasn’t the City used pension obligation bonds in the 
past?
Yes, the City issued pension obligation bonds in 2005, 2006, 2007, 2008 and 2011. There 
are two important differences. The proposed plan will require the City to fully fund future 
annual contributions every fiscal year for all three retirement systems. That will prevent fu-
ture underfunding.  Second, the cost of borrowing may be considerably lower than for prior 
pension obligation bonds.

Can the City afford additional debt?

Issuing pension obligation bonds is not additional debt for the City. We are merely trading 
pension debt for bond debt. Additionally, this pension reform plan is essentially budget neu-
tral, including the annual payment to the pension obligation bonds.
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How does the corridor concept work?  

As mentioned earlier, the corridor concept sets upper and lower limits for the City’s pension 
costs, which are expressed as a percentage of payroll. The City currently pays approximately 
32 percent of payroll toward pension costs. Under the corridor concept, if the City’s costs 
fluctuate and move outside the limits of the corridor, the City and pension systems must 
make changes to bring costs back within the set limits. This will apply if costs go too high 
(they must be reduced) or if they drop too low.

The Cost Corridor
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“

“

“

“

It’s a new idea with great potential to solve a 15-
year old problem in Houston. And, if the “corri-

dor” mechanism is airtight and works as intended, 
it could become a case study for cities across the 

country.

The proposed agreements contain excellent fram-
ing language, explaining that the normal market 

fluctuations should be managed by the city, but the 
city and employees must share the burden of un-
usual economic events either good or bad. Other 

cities and states should consider using this framing 
language.

 - Marc Watts - Greater Houston Partnership

 - Bill Fulton, Director,
Kinder Institute for Urban Studies at Rice University
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Why can’t we just go with defined-contribution plans in-
stead of  defined-benefit?  

An immediate shift to defined-contribution plans would have negative effects – including 
higher costs and greater risk – for the City and its taxpayers.  

Mayor Turner committed early in this process to protect the defined-benefit ap-
proach for the reasons above, to ensure that current and future employ-
ees and retirees are able to plan their retirements with confidence, 
and to keep the City of Houston an attractive place to work for 
quality employees. Had he not done so, the pension systems would not have 
agreed to $2.5 billion of benefit changes (whether it was for all employees or just for 
new employees, the pension systems did not want defined-contribution plans.)

Applying defined-contribution only to new employees is more 
expensive over the next 30 years because the City would be paying the cost 
for the new plans while also trying to retire its liability from the old plans. The City’s 
costs could easily go upwards of 50 percent of payroll.  

Thousands of Houston police officers and firefighters are also currently eligible to re-
tire. There are 1,988 police officers and more than 1,100 firefighters eligible to retire 
right now. Moving them to a defined-contribution plan would elim-
inate their incentive to continue working, and Houston would likely find 
itself without enough emergency responders to meet the community’s needs. We 
cannot jeopardize public safety and essential City services when there is a better way 
to address the issue.   

While defined-benefit plans offer employees greater security with a retirement pay-
ment they can count on, defined-contribution plans (used by most private compa-
nies) only guarantee what’s paid into the employees’ retirement account, not what 
will be paid out to employees when they retire. 

What About Defined Contribution?
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What does this mean for em-
ployees and retirees?

Benefit changes for each of their respective 
retiree groups include scaling back Cost of 
Living Adjustments (COLAs), higher employ-
ee payroll contributions and phasing out the 
Deferred Retirement Option (DROP). All 
three pension plans will be stable. Employees 
can be more certain that when they are ready 
and eligible to retire, their pension benefits 
will be there for them. The City’s general fund 
will also be more stable every year and will 
not require major cuts in services and staffing 
to cover a budget gap. 

How will the pension systems
reduce the unfunded liability?   

By changing benefits, the details were left to 
the governing bodies of the pension systems that 
have agreed with the City, and will be outlined 
to Council. But the changes are designed to 
preserve the expectations of those least able to 
adjust to plan changes.

Mayor Turner committed early in this process to protect the 
defined-benefit approach for the reasons above, to ensure 
that current and future employees and retirees are able to 

plan their retirements with confidence, and to keep the City 
of Houston an attractive place to work for quality 

employees.“

“
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Appendices
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Fitch Ratings – Austin - 16 September 2016: Houston, TX Mayor Sylvester Turner’s pension 
reform proposal contains several positive elements while also introducing some level of  risk. The 
proposal, which the mayor outlined in broad terms in a speech on Sept. 14, includes reforms to ben-
efits and contribution practices that could improve the sustainability of  the city’s pensions. Reforms 
include benefit changes in the municipal, police and fire plans that reportedly could reduce the com-
bined unfunded liability of  the programs by 1/3; implementation of  a closed 30-year amortization 
period; a reduction in the discount rate to 7% from rates currently ranging from 7.08% to 8.50%, 
and a requirement that the city make the actuarially required contribution annually. Fitch cautions 
that achieving even a 7% return assumption carries risk given recent market performance and the low 
interest rate environment.

The proposal also includes the issuance of  $1 billion of  pension obligation bonds (POBs). Fitch 
views POBs as a neutral to negative credit consideration, noting the possible impact to overall finan-
cial flexibility and additional investment risks associated with their use. A key consideration is the use 
of  proceeds from a POB borrowing: if  proceeds are used to boost a system’s assets, they essentially 

replace one long-term liability with another. It is Fitch’s understanding that Houston’s POB proceeds 
would be used in this manner, rather than replacing contributions, and thus Fitch does not consider 
this deficit financing. POB use does entail interest rate risk, as investment returns on POB proceeds 
must exceed the cost of  borrowing for the strategy to be considered a financial success. 

POBs are typically used for plans that are poorly funded and with questionable long-term sustainabil-
ity, and Houston’s pension programs fit into this category. Use of  POBs alone typically is insufficient 
to correct underlying sustainability concerns and provides only temporary relief  in the absence of  
broader reforms. However, POB use in conjunction with reforms to benefits and contribution prac-
tices increases the odds of  strengthening funding positions and improving long-term sustainability.

Fitch’s evaluation of  a local government’s long-term liability burden measures overall debt totals and 
net pension liabilities as a percentage of  the economic base (as measured by total personal income). 
Houston’s burden currently is moderate at roughly 14%. Fitch will conduct a thorough analysis of  
Houston’s pension reform program once agreements between all parties are executed and any neces-
sary legislative approval is obtained. 

“
“(Pension obligation bond) use in conjunction with 

reforms to benefits and contribution practices in-
creases the odds of strengthening funding positions 

and improving long-term sustainability.
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October 25th, 2016

Houston’s Pension Reform Package: Our Latest Analysis
By Bill Fulton

The numbers for Mayor Sylvester Turner’s pension reform plan generally add up, and the reforms 
generally move Houston in the right direction. In fact, this pension reform plan should be viewed 
by other cities as a national model, especially its risk-sharing aspect.

That’s the conclusion of  a new analysis of  the reform plan by the Kinder Institute for Urban 
Research and the Center for Retirement Research at Boston College. You can quibble with some 
things, and the whole plan is not without some risk. But generally speaking it is a strong move in the 
right direction.

All three Houston pension boards have now signed off  on Mayor Sylvester Turner’s pension re-
form plan, and the City Council is scheduled to vote on it Wednesday. Assuming the council okays 
the deal, it will go to Austin for legislative action next year.

The deal is not significantly different than what Turner announced in September. But now we have 
more details about the overall numbers and the specifics about the pension reforms, the pension 
obligation bond, and the risk-sharing agreement or “corridor.”

In August, the Kinder Institute issued a report laying out options for reform. In September, after 
Turner’s initial press conference, the Kinder Institute issued a quick analysis. What follows is the 
result of  our quick analysis of  the new details issued over the last week.

The Deal and The Numbers

If  you read our September blog post, you’ll remember that the deal went like this:

 - Assumed rates of  return would drop from 8% or 8.5% to a more realistic 7% for all three pen-
sion systems.

 - Instead of  using an open amortization period that resets every year, the city would use a closed 
30-year amortization period.

 - These two changes, along with some other miscellaneous recalculations, meant the city’s unfund-
ed liability is $7.8 billion.

 - The three pension boards would agree to then-unspecified reforms totaling around $2.6 billion, 
bringing the unfunded liability down to $5.2 billion.

 - The city would issue a $1 billion pension obligation bond, which would bring the total unfunded 
liability down to $4.2 billion, though the city would still have to pay off  the bond.

 - The total annual cost — including the cost of  paying off  the bond — would be within the city’s 
current budgeted amount for pension payments.
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It was a little hard to tell from the September information just whether and how the numbers added up. But as the 
table below shows, they actually do add up, assuming the 7% return on investment works out. Most specifically:

 - The city’s FY 17 budget assumes that the pension payment will be 33.2% of  payroll, or about 
$416 million.

 - After accounting for changed assumptions and proposed reforms but before accounting for the 
pension bond, the FY 17 pension payment would be 30.3% of  payroll, or about $420 million.

 - Accounting for the $1 billion pension bond – which will be applied to unfunded liability for both 
municipal employees and police – the FY 17 pension payment would be about $355 million, leaving 
$65 million to pay off  the bond. This is sufficient to pay off  a $1 billion bond at a 5% interest rate.

Reforms

The $2.6 billion in reforms comes entirely from increased employee contributions and changes to 
the COLA (Cost Of  Living Adjustment) and DROP (Deferred Retirement Option Program).

Increased Employee Contributions

Police (10.25% of  salary) and fire (10.5%) will now pay higher than the national average for public 
safety employees (9%). When measured against the “normal” cost – that is, the cost of  benefits 
earned for each year of  work – the police and fire contributions are right around the national aver-
age because Houston police officers and firefighters receive higher-than-average benefits.

Municipal employees will also pay higher contributions, including 8% for Group A (hired before 
2008), 4% for Group B (hired before 2008), and 2% for Group D (hired after 2008). Group D em-
ployees currently pay no contributions but also receive much lower benefits.

The national average is currently 7.6% of  salary for non-public safety employees and amounts to 
about half  of  the average normal cost. By comparison, Group D employees pay about half  of  the 
normal cost, Group B employees pay a bit more than half, and Group A employees pay almost all.

COLA Reforms

All three pension boards agreed to COLA reforms, but all the deals are different.

Most police retiree COLAs will be frozen for three years and then linked to social security COLAs 
but capped at 2.5%. This is a best practice, protecting retirees’ purchasing power while also protect-
ing the city in the event of  high inflation.

Firefighters will also take a three-year freeze and then receive COLAs linked to social security 
increases, but there is no cap. This could be a significant financial risk for the city if  inflation ever 
increases dramatically.

Municipal employees will continue to receive a 1% COLA. If  inflation in the future continues at 
around 2%, as it has for the past 20 years, retirees’ buying power will erode over time.
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DROP Reforms

DROP is an option available to many city employees, especially those who have worked for the city 
for a long time. Employees leave the pension system while still working, meaning they begin receiv-
ing their pensions in addition to their salaries, and those pensions are then deposited into a DROP 
account on their behalf. When they leave the DROP system, the employees receive a lump sum and 
then begin collecting their pension directly. Only about 30% of  large local government pension 
plans nationally have DROP programs.

The DROP program is intended to incentivize a small number of  valued employees to keep work-
ing even after their pension benefits have been maximized, but in Houston it has been used by the 
vast majority of  employees, partly because they are permitted to stay in the program for a long time.

The typical allowable period to remain in a DROP program is five years, but police officers and 
firefighters in particular stay longer. Police officers will be permitted to stay in DROP for between 
10 and 20 years, while firefighters will be able to stay in DROP for between 7 and 10 years. New 
municipal employees are not eligible for DROP.

For all three programs, DROP participants are guaranteed a minimum rate of  return ranging from 
between 2.5% and 4% per year.

Shared Risk (The Corridor)

One of  the most important features of  the Houston reform plan is the shared risk or “corridor” 
concept. Under this concept, if  investment returns are higher or lower than expected, negotiations 
will automatically be reopened between the city and the pension boards. Specifically, negotiations 
will be opened if  the investment returns require an annual city payment of  5% or more above or 
below the expected payment. The negotiations must yield changes that will bring the payment back 
to +/- 5% within three years.

The proposed agreements contain excellent framing language, explaining that the normal market 
fluctuations should be managed by the city, but the city and employees must share the burden of  
unusual economic events either good or bad. Other cities and states should consider using this 
framing language.

The main goal, of  course, is to ensure that if  the investment returns are low, the combined contri-
butions from the city and the employees do not underfund the pension system, as has happened in 
the past. More benefit cuts or employee contributions may be required. But as an inducement to ac-
cept this idea, the shared risk concept also requires a renegotiation if  investment returns are higher 
than expected, opening the possibility of  restoring benefits or paying unfunded liability down faster 
than expected.

The city’s plan does not specify what benefit cuts or increased employee contributions might go 
into effect as a result of  the poor returns, only that negotiations are reopened. This is probably fine 
so long as the investment returns do not drop the pension funds below the corridor on a regular 
basis. If  the investment consistently falls below 7%, it’s likely that the city and the pension boards 
will be in constant negotiation.
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Pension Obligation Bond

A pension obligation bond has many benefits. Among other things it provides the city with flexi-
bility in cash-flow and in scheduling future payments. As Boston College’s Jean-Pierre Aubry noted 
at our recent panel discussion on pensions, bonding the pension debt puts the debt in the hands of  
people who are making a business decision to acquire it (bond buyers) rather than the hands of  plan 
participants who would rather not have unfunded pension liabilities.

The risk, of  course, is that the city is floating a bond without generating any additional revenue to 
pay the bond. As stated above, the city should save enough money from pension reforms to cover 
the payment on a $1 billion floated at 5% — assuming the pension boards consistently hit the 7% 
return on their own investment funds.

Defined Contribution Plans

Both Mayor Turner and the pension boards have consistently rejected the idea of  switching to 
defined contribution plans (i.e., 401K-type plans), rather than guaranteed pensions, for new employ-
ees and such a system is not part of  the mayor’s plan. Turner has been consistently criticized by his 
2015 runoff  opponent, Bill King, for not supporting the defined contribution concept.

The upside of  a defined contribution system is that it assures that the unfunded liability problem 
won’t get worse many years down the road, because the city is not responsible for covering the cost 
of  a guaranteed pension if  investment returns are low. But a defined contribution system would not 
help reduce the current unfunded liability and some critics say it can harm recruiting.
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Watts: A pension solution for Houston is in sight
By Marc Watts

Mayor Sylvester Turner has had a very busy first 10 months. It started with fixing potholes, then he tackled 
the city budget and now he is pushing forward on pension reform, an issue of  great concern to the Great-
er Houston Partnership. As the region’s leading business organization, we work directly with a wide range 
of  stakeholders and they all agree: We need a long-term pension solution in order to protect employees, 
put the city on solid financial footing and, ultimately, improve services. After two years of  study, the Part-
nership developed and shared six principles meant to guide any comprehensive effort to reform the city’s 
pension plans. Based on what we know to date, the mayor’s plan is largely consistent with those principles.

Principle 1: Fully funded plans
The mayor’s proposal will ensure that the plans are well-funded in two ways. First, the proposed “corridor” 
mechanism will make pension debt payments a statutory requirement - thereby forcing the city to stay on 
schedule. Second, a closed amortization schedule will place the pension debt on a real path to elimination 
over no longer than 30 years.

Principle 2: Investment assumptions must be realistic
Right now, the city’s plans have some of  the highest rate-of-return assumptions in the country - as high as 
8.5 percent. These will be reduced to no more than 7 percent going forward, which will allow for a more 
accurate accounting of  the magnitude of  the city’s pension debt. After lowering the discount rate and 
reflecting recent investment performance, the city’s unfunded liability increased to almost $8 billion, in line 
with Partnership’s and other expert estimates.

Principle 3: City employees should be in savings-based plans
In the pension reform process, a common approach is to place new employees into a defined contribution 
plan, a savings-based approach broadly adopted in the private sector and in many cities that have achieved 
comprehensive pension reform.

Mayor Turner’s proposal does not include a defined contribution option. Instead, the mayor’s plan takes a 
new approach: It creates a target range for the city’s pension contributions. If  the city’s pension payments 
stay within the range, employees will continue to contribute at the same rate. If, however, the city’s contri-
butions go too high, employees may be required to contribute more or benefits may be adjusted.

This range of  city contributions, which is being referred to as the “thermostat” or a fiscal “corridor,” is a 
key part of  the mayor’s plan because it will force the city to constantly manage its pension payments and it 
will cap the city’s contributions each year. This feature will reduce the city’s risk relative to almost any other 
municipal defined benefit plan in the country.
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Principle 4: Benefits for current employees must be addressed
At the mayor’s direction, all three pension systems formulated their own benefit reductions affecting 
current employees, which will reduce the city’s pension debt by approximately $2.5 billion in total. 
This step was absolutely essential to comprehensive reform. Many of  these benefit reductions will 
deal directly with the changes made in 2000 and 2001 that increased costs dramatically.

Principle 5: Complete transparency
Reaching this agreement required an unprecedented level of  cooperation between the city and the 
pension systems. Actuaries on both sides of  the bargaining table agreed that the proposed changes 
would have the intended effects. The agreements stipulate a similar degree of  data sharing going 
forward.

Principle 6: Good governance
Good governance is the final step in any reform plan. This essentially means creating a sustainable 
structure that will protect taxpayers and public workers in the future. The “corridor” mechanism 
addresses some of  these concerns, but we need to learn more here. For example: Will there be inde-
pendent oversight of  investment returns? Have we eliminated conflict of  interest fears?

Obviously, there’s still work to be done, but the mayor has made great progress. It’s a new idea with 
great potential to solve a 15-year old problem in Houston. And, if  the “corridor” mechanism is 
airtight and works as intended, it could become a case study for cities across the country.

Watts is chair of  the Greater Houston Partnership’s Municipal Finance Task Force.



Brown: Mayor’s pension-reform plan is the 
right solution

By Chris B. Brown

October 6, 2016 - If  you regularly follow what goes on at Houston City Hall - and perhaps even if  you 
don’t - you are aware that in recent years, public employee pensions have become a significant policy 
(and political) issue for city government. Increased pension benefits - as a result of  plan changes enact-
ed in 2001 - chronic underfunding by the city, volatile investment returns and recently required changes 
in the way governments report their pension liabilities have combined to dramatically increase what the 
City of  Houston owes. At the same time declining tax revenues - due to the energy industry downturn 

and a voter-approved revenue 
cap - are shrinking available 
resources. This perfect storm 
threatens the city’s financial fu-
ture and its ability to deliver core 
services, such as public safety 
and critical infrastructure.

When Mayor Sylvester Turner 
and I were sworn into office in 
January, new required changes 
in accounting rules - known as 
GASB 68 - had ballooned the 
city’s unfunded pension liability 
from $3.2 billion to $5.6 billion, 
essentially overnight. As a result, 

the city’s statement of  net financial position, basically its net worth, dropped from $3.2 billion to $146 
million.

At my first meeting addressing City Council as the city’s independently elected chief  financial officer, I 
sounded the alarm about our increasingly precarious fiscal situation, largely due to a growing unfund-
ed pension liability, and warned that a structurally unbalanced budget would cripple the city’s ability to 
serve its residents. I strongly urged the Mayor and City Council to take action.

To his credit, Mayor Turner has done just that. Calling for “shared sacrifice,” he and his team quietly 
began the difficult work of  engaging a diverse set of  stakeholders.

In meeting with the three employee pension systems, members of  City Council and the Texas Legisla-
ture - which will ultimately have to approve any changes - the business community and others, he built 
consensus on a solution to our pension problem. To their credit, the stakeholders responded in kind.

As a result, I was proud to stand with representatives from two of  the three pension systems, members 
of  City Council, the Legislature and business leaders as Mayor Turner announced the framework of  
a major pension reform plan. While final details must be worked out and agreed to in the next several 
weeks, if  enacted, this plan will put the city on a path to a sustainable pension system. It will imme-
diately eliminate $2.5 billion in unfunded pension liability through benefit cuts, create a fixed 30-year 
schedule to eliminate the remaining liability and add a future risk-sharing component to ensure the plan 
remains affordable to the city.

24 SUSTAINABLE



This plan indeed requires shared sacrifice. From employees and retirees: Increased contributions, reduc-
tions in cost-of-living adjustments (COLAs) and reductions to deferred compensation will curb future 
cost growth. From the city: A commitment to fully fund its share of  pension contributions after years 
of  chronic underfunding ends the practice of  kicking the proverbial can down the road.

The plan also calls for issuing $1 billion in pension obligation bonds - not more, as has been assert-
ed - which I would normally oppose, but will support to achieve this grand bargain. These bonds will 
immediately reduce an additional $1 billion of  the unfunded liability by injecting liquidity into the police 
and municipal plans. Additionally, they will provide substantial interest cost savings, due to the current 
historically low interest rate environment.

I want to restate the importance of  the collaborative nature of  the process leading to this pension deal. 
A final agreement between the city and the three pension systems will offer a much smoother path to 
legislative approval in Austin next year, and will avoid potential litigation that has stymied one-sided 
pension reform in other cities.

This pension reform plan does not solve our problem overnight, and it will require a sustained commit-
ment from the city, as well as the three pension systems, to eliminate the unfunded liability over time. 
That said, it offers a clear path toward a sustainable retirement for city workers at a very uncertain time 
for city finances. I commend Mayor Turner and all stakeholders for their commitment to addressing an 
urgent problem in a timely manner. The longer we wait to implement a solution to our pension chal-
lenge, the more difficult it becomes for the city to succeed in solving it.

The time for action is now. I strongly urge support for this pension reform plan.

Brown is Houston city controller.

If  you regularly follow what goes on at Houston City Hall - and perhaps even if  you don’t - you are 
aware that in recent years, public employee pensions have become a significant policy (and political) 
issue for city government. Increased pension benefits - as a result of  plan changes enacted in 2001 - 
chronic underfunding by the city, volatile investment returns and recently required changes in the way 
governments report their pension liabilities have combined to dramatically increase what the City of  
Houston owes. At the same time declining tax revenues - due to the energy industry downturn and a 
voter-approved revenue cap - are shrinking available resources. This perfect storm threatens the city’s 
financial future and its ability to deliver core services, such as public safety and critical infrastructure.

the city’s statement of  net financial position, basically its net worth, dropped from $3.2 billion to $146 
million.

At my first meeting addressing City Council as the city’s independently elected chief  financial officer, I 
sounded the alarm about our increasingly precarious fiscal situation, largely due to a growing unfund-
ed pension liability, and warned that a structurally unbalanced budget would cripple the city’s ability to 
serve its residents. I strongly urged the Mayor and City Council to take action.

To his credit, Mayor Turner has done just that. Calling for “shared sacrifice,” he and his team quietly 
began the difficult work of  engaging a diverse set of  stakeholders.

In meeting with the three employee pension systems, members of  City Council and the Texas Legisla-
ture - which will ultimately have to approve any changes - the business community and others, he built 
consensus on a solution to our pension problem. To their credit, the stakeholders responded in kind.

As a result, I was proud to stand with representatives from two of  the three pension systems, members 
of  City Council, the Legislature and business leaders as Mayor Turner announced the framework of  
a major pension reform plan. While final details must be worked out and agreed to in the next several 
weeks, if  enacted, this plan will put the city on a path to a sustainable pension system. It will imme-
diately eliminate $2.5 billion in unfunded pension liability through benefit cuts, create a fixed 30-year 
schedule to eliminate the remaining liability and add a future risk-sharing component to ensure the plan 
remains affordable to the city.
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This plan indeed requires shared sacrifice. From employees and retirees: Increased contributions, reduc-
tions in cost-of-living adjustments (COLAs) and reductions to deferred compensation will curb future 
cost growth. From the city: A commitment to fully fund its share of  pension contributions after years 
of  chronic underfunding ends the practice of  kicking the proverbial can down the road.

The plan also calls for issuing $1 billion in pension obligation bonds - not more, as has been assert-
ed - which I would normally oppose, but will support to achieve this grand bargain. These bonds will 
immediately reduce an additional $1 billion of  the unfunded liability by injecting liquidity into the police 
and municipal plans. Additionally, they will provide substantial interest cost savings, due to the current 
historically low interest rate environment.

I want to restate the importance of  the collaborative nature of  the process leading to this pension deal. 
A final agreement between the city and the three pension systems will offer a much smoother path to 
legislative approval in Austin next year, and will avoid potential litigation that has stymied one-sided 
pension reform in other cities.

This pension reform plan does not solve our problem overnight, and it will require a sustained commit-
ment from the city, as well as the three pension systems, to eliminate the unfunded liability over time. 
That said, it offers a clear path toward a sustainable retirement for city workers at a very uncertain time 
for city finances. I commend Mayor Turner and all stakeholders for their commitment to addressing an 
urgent problem in a timely manner. The longer we wait to implement a solution to our pension chal-
lenge, the more difficult it becomes for the city to succeed in solving it.

The time for action is now. I strongly urge support for this pension reform plan.

Brown is Houston city controller.

26 SUSTAINABLE

No other plan provides both immediate and long-term
benefits and takes the pension issue off the table for good.  

We are closer than ever before to solving this.  There will be 
a few who will criticize but not one of them has presented 
anything that reduces the unfunded liability by even $1

immediately and then pays it off entirely in 30 years while “

“



Houston City Council Blesses Turner’s 
Pension Reform Plan

By Mike Morris
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Houston City Council on Wednesday endorsed Mayor    
Sylvester Turner’s pension reform package in a 16-1 vote 
that was not legally required but was intended to signal   
local support for the proposal, which now will be drafted 

into legislation and sent to Austin.

Most council members heaped praise on Turner, calling the 
vote “historic” and saying they were proud to back reforms 
produced by Turner and his top advisors through months of 
negotiations with the city’s police, firefighter and municipal 

pension trustees.“
“



 

City of Houston Resolution No.  2016-_____ 

 A RESOLUTION IN SUPPORT OF THE CITY’S PLAN TO REFORM THE CITY’S 
THREE PENSION SYSTEMS, THE HOUSTON POLICE OFFICERS’ PENSION SYSTEM 
(“HPOPS”), THE HOUSTON MUNICIPAL EMPLOYEES PENSION SYSTEM (“HMEPS”), 
AND THE HOUSTON FIREFIGHTERS’ RELIEF AND RETIREMENT FUND (“HFRRF”), 
TO ENSURE LONG-TERM, SECURE, AND DEPENDABLE RETIREMENT SYSTEMS; 
CONTAINING FINDINGS AND OTHER PROVISIONS RELATING TO THE FOREGOING 
SUBJECT.  

* * * * * 

WHEREAS, cost increases required to support the City’s three pension systems 
since the early 2000s are not sustainable and have threatened the benefits provided by 
these systems; and 

WHEREAS, the City’s fiscal circumstances are challenged by population growth 
increasing service demands, cost increases, property tax revenue limitations, and 
unfunded pension liabilities; and 

WHEREAS, the City participates in three pension systems: the Houston Police 
Officers’ Pension System (“HPOPS”), the Houston Municipal Employees Pension System 
(“HMEPS”), and the Houston Firefighters’ Relief and Retirement Fund (“HFRRF”) 
(collectively the “Pensions”); and 

WHEREAS, the City’s total unfunded pension liability has increased substantially 
and will continue increasing without pension reform; and 

WHEREAS, Wall Street has taken notice of the City’s pension liability issues as 
illustrated by credit agencies expressing concerns about the City’s mounting pension debt 
and downgrading the City’s credit rating; and 

WHEREAS, if the City does not reach a long-term pension solution, the City would 
face massive layoffs, service reductions, and leave the Pensions with a questionable 
future; and  

WHEREAS, it is critical that the City implement a long-term strategy to address the 
City’s pension challenges, reduce the City’s long-term pension obligations, achieve 
immediate and future cost avoidance, and ensure secure, dependable Pensions for the 
City’s present and future retirees; and   

WHEREAS, the City’s long-term pension strategy (the “City’s Pension Reform Plan”) 
encompasses the following points:  

1) Creation of a sustainable defined benefit pension plan that employees and 
taxpayers can rely upon; 
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2) Reduction in the City’s net pension liability now and in the future; 

3) Achievement of cost avoidance and budget neutrality now and in the future;   

4) Utilization of closed 30-year amortization period that sets a clear schedule 
and hard date for payoff;  

5) Reduction of the assumed rate of return to 7% to reduce risk and better 
reflect likely market performance consistent with nationwide trends;  

6) Full payment of the City’s annual actuarially determined City Contribution 
Rate; 

7) Recognition of all gains and losses as of June 30, 2016; 

8) The issuance of pension obligation bonds in order to provide $1B of funding 
to HPOPS ($750M) and HMEPS ($250M) to address past city underfunding 
of these systems;  

9) A new risk-sharing cost-management component that requires costs to stay 
within a specified “corridor” and requires changes to benefits and/or 
contributions if the City’s costs go too high or too low; and 

10) Processes to enable the City and the Pensions to share information, such as 
information used in connection with assessing financial assumptions, 
performing actuarial studies, and other actuarial purposes; and 

WHEREAS, the City’s Pension Reform Plan will immediately decrease the City’s 
current unfunded pension liability by approximately $2.5 billion while achieving the City’s 
goals of eventually eliminating the City’s unfunded pension liability and fully funding the 
Pensions; and  

WHEREAS, the City’s Pension Reform Plan includes changes to employee 
contributions and benefits and significant adjustments to Cost of Living Adjustments 
(COLAs) and the Deferred Retirement Option Program (DROP), as well as plan-specific 
changes crafted by each pension system that will reduce each system’s individual portion 
of the unfunded liability; and 

WHEREAS, the components of the City’s Pension Reform Plan specific to HMEPS 
are further described in Attachment A; and   

WHEREAS, the components of the City’s Pension Reform Plan specific to HPOPS 
are further described in Attachment B; and   

WHEREAS, the components of the City’s Pension Reform Plan specific to HFRRF 
are further described in Attachment C; and   
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WHEREAS, the City and the Pensions have worked towards finalizing the City’s 
Pension Reform Plan for submission to the Texas Legislature for its consideration during 
the 2017 session;  NOW THEREFORE, 

BE IT RESOLVED BY THE CITY COUNCIL OF THE CITY OF HOUSTON, TEXAS: 

Section 1.  That the findings contained in the preamble of this Resolution are 

determined to be true and correct and are hereby adopted as part of this Resolution. 

Section 2. That the City Council of the City of Houston formally declares its support 

for, and the City’s efforts to implement, the City’s Pension Reform Plan. 

Section 3. That the City Council of the City of Houston encourages the Texas 

Legislature to support the City’s Pension Reform Plan. 

Section 4.  That this Resolution shall take effect immediately upon its passage and 

approval by the Mayor; however, in the event that the Mayor fails to sign this Resolution 

within five days after its passage and adoption, it shall take effect in accordance with Article 

VI, Section 6, Houston City Charter. 

 
PASSED AND APPROVED this_______ day of ______________, 2016 

 
ADOPTED this ______ day of _______________, 2016 

 
 
 

_________________________________ 
Mayor of the City of Houston, Texas 

 
Pursuant to Article VI, Section 6, Houston City Charter, the effective date of the 

foregoing Resolution is ___________________ , 2016. 
 
 
 

_____________________________________ 
Anna Russell, City Secretary 
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Cost	Avoidance	
Every	year,	the	City	is	required	to	make	an	actuarially	determined	contribution	(ADC)	into	the	three	
pension	funds.	The	City	has	failed	to	make	the	full	payments	into	two	for	more	than	a	decade	(Houston	
is	statutorily	required	to	makes	its	payment	to	the	firefighters’	fund).		

Under	the	agreement	proposed	by	Mayor	Turner,	the	City	will	make	its	full	payment	to	all	three	funds	
every	year.	However,	because	of	the	reforms	implemented,	the	ADC	will	be	significantly	lower.	

All	estimates	below	assume	a	7	percent	discount	rate.	All	reform	estimates	assume	the	issuance	of	
pension	obligation	bonds.	

	

Houston	Firefighters’	Relief	and	Retirement	Fund	

	 Estimated	FY	2018	Actuarially	Determined	Contribution	 	 $154.8	million	

	 Estimated	FY	2018	ADC	with	Reforms	 	 	 	 $79.1	million	

	 Cost	Avoidance	for	HFRRF	 	 	 	 	 	 $71.2	million	

Houston	Police	Officers’	Pension	Fund	

	 Estimated	FY	2018	Actuarially	Determined	Contribution	 	 $241.2	million	

	 Estimated	FY	2018	ADC	with	Reforms	 	 	 	 $108	million	

	 Cost	Avoidance	for	HPOPS	 	 	 	 	 	 $133.2	million	

Houston	Municipal	Employee	Pension	System	

	 Estimated	FY	2018	Actuarially	Determined	Contribution	 	 $236.4	million	

	 Estimated	FY	2018	ADC	with	Reforms	 	 	 	 $163.5	million	

	 Cost	Avoidance	for	HMEPS	 	 	 	 	 	 $72.9	million	

	

	*$277	million	-	$60	million	POB	Service	

Total	Cost	Avoidance	in	FY	2018:	$217	million*	
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City of Houston, Texas 
Houston Municipal Employees Pension System 

Pension Reform Proposal Terms and Conditions  
 

Note: This document constitutes a brief summary of certain, but not all, transaction terms and conditions and is: 
(1) for the purpose of guiding the Parties in the preparation of a proposed "final agreement"; and, (2) to reflect the 
structure and terms of pension reform that, if incorporated into a binding agreement and legislation, reflect the 
City of Houston (the “City”) and the Houston Municipal Employees Pension System’s (“HMEPS’”) goal of realizing a 
sustainable pension plan   
 

Page 1 
 

I. Summary of Transaction 

Parties 
Plan Sponsor City of Houston, Texas (the "City") 
Plan Administrator Houston Municipal Employees Pension System ("HMEPS") 
Proposed Effective Date July 1, 2017 
 

The summary that follows is subject to (1) appropriate validation by HMEPS’ actuary of estimated 
impacts, (2) validation by the City’s actuary, RHI, of estimated impacts utilizing data as provided in a 
mutually agreeable confidentiality agreement, (3) approval by the authorized governing bodies, and 
(4) legislation enacted by the Texas Legislature. These Terms and Conditions do not themselves 
modify any existing agreement or statutory obligation.  The parties intend to present a mutually 
agreed pension reform solution in the form of legislation to the Legislature in November 2016, and to 
oppose amendments to any bill jointly proposed or supported by the Parties that would materially 
alter the economic benefit terms and risk sharing provisions to which the Parties have agreed or any 
legislation that would otherwise make any changes to HMEPS or the HMEPS plan to which the Parties 
have not mutually agreed. Neither party will oppose the passage of the agreed-upon legislation, and 
will assist in its passage where appropriate. The parties understand that agreed-to changes to the 
Terms and Conditions may be reflected in the submitted legislation, and such agreed-to changes 
control. Both parties agree that the submission of agreed-upon legislation is not a breach under the 
terms of the Meet and Confer Agreement between the City and the Board of Trustees of HMEPS. 
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City of Houston, Texas 
Houston Municipal Employees Pension System 

Pension Reform Proposal Terms and Conditions  
 

Note: This document constitutes a brief summary of certain, but not all, transaction terms and conditions and is: 

(1) for the purpose of guiding the Parties in the preparation of a proposed "final agreement"; and, (2) to reflect the 

structure and terms of pension reform that, if incorporated into a binding agreement and legislation, reflect the 

City of Houston (the “City”) and the Houston Municipal Employees Pension System’s (“HMEPS’”) goal of realizing a 
sustainable pension plan   

 

II. Assumptions and Methodology of HMEPS’ Calculations in Section III 

Pension System Annual Report 
Dated 

June 30, 2015 

Pension System Actuarial 
Valuation Report Dated 

July 1, 2015 

Net Asset Values Unaudited values as of June 30, 2016 

Actuarial Method Individual entry age normal actuarial cost method (per GASB 68) and 

fair market value of assets for calculating Net Pension Liability. 

Ultimate entry age normal actuarial cost method and fair market 

value of assets for calculating contribution rates. 

Section VII will utilize ultimate entry age normal actuarial cost 

method. 

Assumed Rate of Return 7.00% 

NOTE: The City of Houston, Texas Comprehensive Annual Financial Report 

dated June 30, 2015 assumes a rate of return of 8.00% 

Amortization Amortization of the unfunded liability over a 30-year closed period 

City Funding Requirement Pay the full Total City Contribution required pursuant to Section VII no 

less frequently than on a bi-weekly basis.  

Pension Obligation Bonds The City will issue Pension Obligation Bonds resulting in $250,000,000 

of bond proceeds paid to HMEPS. The City will make best efforts to 

issue the bonds by July 1, 2017, but will issue the bonds no later than 

December 31, 2017. Proceeds will be paid immediately to HMEPS. 
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City of Houston, Texas 
Houston Municipal Employees Pension System 

Pension Reform Proposal Terms and Conditions  
 

Note: This document constitutes a brief summary of certain, but not all, transaction terms and conditions and is: 
(1) for the purpose of guiding the Parties in the preparation of a proposed "final agreement"; and, (2) to reflect the 
structure and terms of pension reform that, if incorporated into a binding agreement and legislation, reflect the 
City of Houston (the “City”) and the Houston Municipal Employees Pension System’s (“HMEPS’”) goal of realizing a 
sustainable pension plan   
 
III. Estimated Financial Impacts 

HMEPS’ actuary has projected that the Proposed Revisions to Plan Provisions according to 
Section IV will result in the Estimated Financial Impacts presented here. 

Net Pension Liability: 
- As of June 30, 2015 Comprehensive Annual Financial 
Report 

 $2.31 Billion @ 8.00%  

- Estimated Net Pension Liability as of June 30, 2016 
- Section II Assumptions and Methodology 

 $3.1 Billion @ 7.00%  

- Estimated Net Pension Liability as of June 30, 2016 
- Section II Assumptions and Methodology 
- Proposed Pension Reforms according to Section IV 

$2.4 Billion @ 7.00% without issuance of POBs 
$2.15 Billion @ 7.00% with issuance of POBs  

Proposed Pension Reform Estimated Reduction to 
the Net Pension Liability 

$700 Million without issuance of POBs 
$950 Million with issuance of POBs  

Contribution Rates (% of payroll): 
FY 2017 Budgeted Rate 29.36% 
FY 2017 Actuarially Determined Rate @ 8.00% 31.81% 
Estimated FY 2018 Actuarially Determined Rate @ 7.00% 38.98% 
Estimated FY 2018 Actuarially Determined Rate @ 7.00% with 
Proposed Pension Reforms 

29.33% without issuance of POBs 
26.95% with issuance of POBs 

Proposed Pension Reform Estimated Reduction to the 
Contribution Rate 

9.65% without issuance of POBs 
12.03% with issuance of POBs 

Annual Contribution Amounts ($millions): 
FY 2017 Budget $178.06 
FY 2017 Actuarially Determined Contribution @ 8.00% $192.92 
Estimated FY 2018 Actuarially Determined Contribution @ 7.00% $236.40 
Estimated FY 2018 Actuarially Determined Contribution @ 7.00% 
with Proposed Pension Reforms 

$177.88 Million without issuance of POBs 
$163.45 Million with issuance of POBs 

Proposed Pension Reform Estimated Cost Avoidance - $58.52 Million without issuance of 
POBs 
- $72.96 Million with issuance of POBs1 

  

                                                           
1 The increase in cost avoidance will need to be utilized for the debt service payment on the POBs, but will have no 
effect on any agreement or obligation with HMEPS. 
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City of Houston, Texas 
Houston Municipal Employees Pension System 

Pension Reform Proposal Terms and Conditions  
 

Note: This document constitutes a brief summary of certain, but not all, transaction terms and conditions and is: 
(1) for the purpose of guiding the Parties in the preparation of a proposed "final agreement"; and, (2) to reflect the 
structure and terms of pension reform that, if incorporated into a binding agreement and legislation, reflect the 
City of Houston (the “City”) and the Houston Municipal Employees Pension System’s (“HMEPS’”) goal of realizing a 
sustainable pension plan   
 
IV. Proposed Revisions to Plan Provisions 

Effective 7/1/2017 except as specified below. 

COLA Current Group A/B: 
3%, not compounded, if hired before 2005 
2%, not compounded, if hired after 2005  
Group D: 0%  

Future 
(2/1/18) 

No COLA in 2018, then 1% for all members thereafter. 

Member 
Contributions 

Current Group A: 5.0% 
Group B: 0.0% 
Group D: 0.0% 

Future Group A: 8.0% (2%/1% 2yr phase in) 
Group B: 4.0% (2%/2% 2yr phase in) 
Group D: 2.0% 

Addition of a Cash 
Balance Component 

Future 
(1/1/18) 

Group D: 1% contribution (in addition to 2% employee contribution) 
- Interest credited same as DROP interest crediting rate 

DROP COLA Credit Current COLAs credited to DROP accounts upon DROP eligibility 
Future No COLAs credited to DROP accounts until age 62 

DROP Interest 
Credit 

Current Half of prior fiscal year investment return, 2.5% - 7.5% collar 
Future 
(1/1/18) 

Half of the five-year investment return2, 2.5%-7.5% collar 

Survivor Benefit Current Group A/B (D prior to termination): 100% 
Future Group A/B (D prior to termination): 80% - for all new survivors after 

6/30/17 
 

 
 
 
 
 
 
 

                                                           
2 For determining the DROP interest credit, the five year investment return is based on a rolling 5-year basis and 
net of investment expenses. 
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City of Houston, Texas 
Houston Municipal Employees Pension System 

Pension Reform Proposal Terms and Conditions  
 

Note: This document constitutes a brief summary of certain, but not all, transaction terms and conditions and is: 
(1) for the purpose of guiding the Parties in the preparation of a proposed "final agreement"; and, (2) to reflect the 
structure and terms of pension reform that, if incorporated into a binding agreement and legislation, reflect the 
City of Houston (the “City”) and the Houston Municipal Employees Pension System’s (“HMEPS’”) goal of realizing a 
sustainable pension plan   
 
V. Proposed Revisions to Governance Structure 

NOTE: The pension system may already be in compliance with one or more of the provisions 
below, with these revisions serving as formalization of practice. 

Frequency of 
Reporting 

Annual financial audit and valuation 

Investment 
Audit 

The pension system shall conduct an outside investment review and publish a report 
at least once every three (3) years or demonstrate in the published annual financial 
report that the following items have been reviewed by an outside investment 
professional. 
x Investment Policy Statement (which can include review or creation of policies on 

Gifts, Ethics, Personal Trading) 
x Asset Allocation, including a discussion of the various risks, objectives, and 

expected future cash flows 
x Portfolio Structure, including need for liquidity, cash income, real return, inflation 

protection, and active/passive/index approaches for different portions of the 
portfolio 

x Manager Performance Review and the processes used to retain and evaluate 
managers 

x Benchmarks used for asset classes and/or particular managers 
x Fees, Trading Costs 
x Any Leverage, FX hedging, or other hedging 
x Investment-Related Disclosures in retirement system annual reports  

Investment 
Consultant 

General consultant required 

 

VI. Information Sharing 

Subject to a separate confidentiality agreement between the pension system and the City’s retained 
actuary (“Confidentiality Agreement”), the pension system agrees to provide access to the same census 
data that is routinely used by the pension system’s actuary for the pension system’s valuation studies 
which is reasonably necessary in connection with the Risk Sharing provisions agreed to by the parties.  
Such census data shall not include identifying information, as established in the Confidentiality 
Agreement. 

The census data shall be protected from disclosure and may not be obtained by open records request 
through Texas Government Chapter 552, the governing statute of the pension system, the Freedom of 
Information Act, or any other applicable statutes. 
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City of Houston, Texas 
Houston Municipal Employees Pension System 

Pension Reform Proposal Terms and Conditions  
 

Note: This document constitutes a brief summary of certain, but not all, transaction terms and conditions and is: 
(1) for the purpose of guiding the Parties in the preparation of a proposed "final agreement"; and, (2) to reflect the 
structure and terms of pension reform that, if incorporated into a binding agreement and legislation, reflect the 
City of Houston (the “City”) and the Houston Municipal Employees Pension System’s (“HMEPS’”) goal of realizing a 
sustainable pension plan   
 
Subject to the Confidentiality Agreement, the census data shall be supplied by the pension system only 

to the City’s retained actuary acting as the City’s representative or agent. At no time will the census data 

be shared directly with the City or its representatives or agents other than the City’s retained actuary, 
except that the City’s retained actuary acting as the City’s representative or agent may perform analyses 
and create reports based on the census data for the City and its representatives or agents in connection 

with the Risk Sharing provisions agreed to by the parties solely to the extent such analyses and reports 
contain no information in a form identifiable to a specific individual.  Further, in no way will such 

analyses or reports provide sensitive data for individuals or be grouped in such a way that sensitive data 

about individuals (or groups of individuals) could be discerned from the report.  The scope and duration 

of use of the census data shall be determined in the Confidentiality Agreement. 

 
VII. Proposed Risk-Sharing Provision 

Attachment A 

VIII. Other Items 
 

x During and independent of the development of these Terms and Conditions, the City stated that 

it will reduce medical health insurance rates for municipal retirees under the age of 65 to match 

those of HPD retirees, resulting in approximately a 9% savings in rates for retirees. This does not 
affect any obligation under this document or any provision of HMEPS governing laws. HMEPS 

supports this effort to equalize retiree rates, but is not responsible for or authorized to 

administer the City’s health benefits plan. 
x The parties agree that this document does not resolve issues related to current litigation 

between HMEPS and the City.  
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ATTACHMENT A 

RISK SHARING PROVISION 

I. RISK SHARING OBJECTIVES 

 

a. The goal is to codify a formal risk-sharing plan. 
b. To give greater certainty to all stakeholders of the circumstances under which changes may 

occur to plan design. 

c. To recognize that a defined benefit model requires a framework of regulation over time to 

ensure that it remains sustainable given changes that may occur to the overall economic 

environment. 

 

II. RISK SHARING STRUCTURE 

 

a. Effective July 1, 2017 and in each fiscal year thereafter, the City shall pay the Total City 

Contribution. Based on the assumptions and methods contained within this Risk Sharing 

Provision, no new unfunded liability is projected to accumulate. The parties acknowledge that 

the Risk Sharing Valuation Study (“RSVS”) (as described in Section IV of this Risk Sharing 

Provision) is based on a single set of assumptions and that actual results are expected to differ in 

the future resulting in an increase or decrease in the pension liabilities. These future deviations 

shall be amortized and treated as a component of the Total City Contribution amounts.  

b. The Initial RSVS shall be marked to market, thus there shall be no unrecognized gain or loss in 

the value of assets in the Initial RSVS. Future RSVS shall employ asset smoothing as described in 

Section IV.b of this Risk Sharing Provision. 

c. The RSVS shall employ actuarial methods as described in Section IV and is intended to serve as 

the funding valuation.  

d. The Initial RSVS, using Level Percent of Payroll Method, will set a pre-determined payment 

schedule expressed in dollars paying down the Legacy Liability, which is the Unfunded Actuarial 

Accrued Liability (UAAL) as of June 30, 2016 reduced by the final agreement on pension plan 

design reform and payment to HMEPS of the net proceeds of Pension Obligation Bonds issued 

by the City for the benefit of HMEPS. The amounts payable by the City for amortization of the 

Legacy Liability will not be included in the City Contribution Rate. As a result, in the Initial RSVS 

establishing the Corridor Midpoint, the Corridor Midpoint will be calculated based on the 

Employer Normal Cost. 

e. Each RSVS will be completed annually within 180 days of the end of HMEPS’ fiscal year. 

f. The Total City Contribution shall not go above the Original Contribution Amount plus the 

Maximum Contribution Rate multiplied by the corresponding year’s pensionable payroll or 
below the Original Contribution Amount plus the Minimum Contribution Rate multiplied by the 

corresponding year’s pensionable payroll. The City shall pay HMEPS $250 million from the net 

proceeds of the City’s issuance of Pension Obligation Bonds prior to December 31, 2017, as well 
as annually the Total City Contribution required, no less frequently than bi-weekly. The parties 
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acknowledge that these obligations are integral to the proposed pension plan design reform and 
risk-sharing provisions. 

g. HMEPS and the City may mutually agree in writing to benefit and/or plan changes outside of 
those required by this Risk Sharing Provision to the extent permitted by all applicable law. 

h. In any written agreement between the City and HMEPS, the parties shall not fundamentally alter 
this Risk Sharing Provision, increase the Discount Rate to more than The Public Fund Survey’s (or 
other reference point as mutually agreed upon by the City and HMEPS if The Public Fund Survey 
is unavailable or the data provided by The Public Fund Survey is unusable) median return 
assumption minus 150 basis points, extend the amortization of a Liability Layer to more than 30 
years from the creation of the Liability Layer, or to allow a Total City Contribution in any year 
that is less than the calculated Total City Contribution as determined pursuant to the RSVS for 
that year. 

i. Should any legislative or regulatory change materially affecting the pension plan occur at any 
point in time that is not mutually agreed to by the City and HMEPS, the parties shall mutually 
agree upon an appropriate Meet and Confer response within 120 days of the passage of the 
legislative or regulatory change to address the impacts of the legislative or regulatory change. 

j. The Parties recognize that the purpose of this Agreement is to establish a method for future 
years to regulate the sustainability of pension costs so that except as provided herein, the City 
Contribution Rate for that year is less than or equal to the Maximum Contribution Rate and 
greater than or equal to the Minimum Contribution Rate, and that if actual results fail to meet 
that purpose, pursuant to a written agreement between the City and HMEPS, the Parties will 
adjust the language herein as necessary to achieve such purpose. 

k. [PENDING INVESTMENT CONTINGENT COLA ADJUSTMENT TO DAMPEN VOLATILITY] 
l. [PENDING MUTUAL APPLICABLE ENFORCEMENT ACTIONS] 

 

III. RISK SHARING 
 
a. FALLING COST 

1. If the Funded Ratio is less than 90% and the City Contribution Rate is less than the 
Corridor Midpoint for the corresponding year, but equal to or greater than the 
Minimum Contribution Rate, then the City shall pay the Corridor Midpoint. 

2. If the Funded Ratio is greater than or equal to 90% and the City Contribution Rate is less 
than the Corridor Midpoint for the corresponding year, but equal to or greater than the 
Minimum Contribution Rate, then the City shall pay the calculated City Contribution 
Rate. 

3. If the City Contribution Rate is less than the Minimum Contribution Rate for the 
corresponding year, then the City shall contribute a rate equal to the Minimum 
Contribution Rate, unless stated otherwise below, and make adjustments as follows: 
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1. First, prospectively restore all or part of benefit cuts that may have been made 

subsequent to this agreement as a result of this Risk Sharing Provision pursuant 

to a written agreement between the City and HMEPS, and then, 

2.  Second, accelerate the Payoff Year of the Legacy Liability by offsetting the 

remaining Legacy Liability by the amount of the new Liability Layer. That 

resulting Legacy Liability is then re-amortized over the period such that the Total 

City Contribution equals the Original Contribution Amount plus the Minimum 

Contribution Rate multiplied by the corresponding year’s pensionable payroll, 

and then, 

3. Third, accelerate the Payoff Year of existing Liability Layers, excluding the Legacy 

Liability, oldest layers first, and then, 

4. Fourth, consider and, if mutually agreed upon by the City and HMEPS, reduce 

the Discount Rate, and then, 

5. Fifth, if the Funded Ratio is less than 90%, the City shall pay the amount 

required by the Corridor Midpoint, and the payment will be applied to increase 

the Funded Ratio, and then, 

6. Sixth, if the Funded Ratio is between 90% and 100%, the City shall pay the 

amount required by the Minimum Contribution Rate, and the payment will be 

applied to increase the Funded Ratio, and then, 

7. Seventh, if the Funded Ratio is at least 100%, all existing Amortization Bases, 

including the Legacy Liability, will be considered fully amortized and eliminated, 

and changes to other plan assumptions may be mutually agreed upon, and then, 

8. Eighth, reduce employee contributions and/or increase other pension benefits 

pursuant to a written agreement between the City and HMEPS. 

1. If an agreement has not been reached within 120 days of the release of 

the RSVS, then HMEPS shall reduce member contributions and increase 

COLAs such that the City Contribution Rate is increased to the Minimum 

Contribution Rate. 

 

b. RISING COST 

1. If the City Contribution Rate is greater than the Maximum City Contribution Rate for the 

corresponding year, then the City shall make adjustments as follows: 

1. First, extend the Payoff Year of the Legacy Liability by increasing the Legacy 

Liability by the amount of the new Liability Layer up to a maximum amount. 

The maximum amount will result in a Payoff Year no later than the original 30-

year period and a Total City Contribution equal to the Original Contribution 

Amount plus the Corridor Midpoint multiplied by the corresponding year’s 
pensionable payroll, and then, 

2. Second, reduce the City Contribution Rate to no less than the Corridor 

Midpoint by extending the Payoff Year of existing Liability Layers, excluding 

the Legacy Liability, but to no more than the original 30-year Payoff Year, 

newest layers first, and then, 
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3. Third, if the City Contribution Rate is greater than the Third Quarter Line, 

reduce the City Contribution Rate to the Third Quarter Line, pursuant to a 
written agreement between the City and HMEPS, by increasing employee 

contributions and making any other benefit changes permissible by all 

applicable law. Other plan changes may be considered as necessary. Liability 
Layers resulting from the gains pursuant to a written agreement between the 

City and HMEPS shall be applied to the City Contribution Rate, not to the 

Legacy Liability. 
1. If an agreement has not been reached within 120 days of the final 

release of the RSVS for the corresponding year, then HMEPS shall 

increase member contributions and suspend COLAs such that the 

City Contribution Rate is decreased to the Corridor Midpoint. 
4. Fourth, if the City Contribution Rate in the third year after adjustments were 

required per Section III.b.1 is greater than the Corridor Midpoint, then, the 

City Contribution Rate shall be reduced to the Corridor Midpoint, pursuant to 
a written agreement between the City and HMEPS, by increasing employee 

contributions and making any other benefit changes permissible by all 

applicable law. Consider other plan changes as necessary. 
1. If an agreement has not been reached within 120 days of the final 

release of the RSVS for the corresponding year, then HMEPS shall 

increase member contributions and suspend COLAs such that the 

City Contribution Rate is decreased to the Corridor Midpoint.  

 

IV. RISK SHARING VALUATION STUDY (“RSVS”) 
 

This study shall be included in the pension system’s standard valuation study, shall be conducted 
annually by both HMEPS’ retained actuary and the City’s actuary within 180 days of the end of each 
HMEPS’ fiscal year, shall detail the City Contribution Rate and Contribution Amount before and after any 

adjustments required by this Risk Sharing Provision, and shall include the following assumptions and 

methods.  All other assumptions and methods not listed below are set by the Fund consistent with 

Actuarial Standards of Practice:  

a. Ultimate Entry Age Normal, 

b. A smoothing method of actuarial losses and gains for no more than 5 years that is selected 

by the Fund, that treats actuarial losses and gains in the same fashion, and is consistent with 

Actuarial Standards of Practice, applied prospectively with the actuarial value of assets 
marked to market as of June 30, 2016. 

c. Closed amortization matching the Amortization Period, 

d. The Discount Rate, 
e. The Price Inflation Assumption,  
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f. Salary increases and pensionable payroll growth rates set in consultation with the City’s 
Finance Director, and  

g. With the City Contribution Rate being calculated without inclusion of the Legacy Liability. 

This RSVS will be performed by both HMEPS and the City’s actuary.  HMEPS will provide the necessary 

census data and assumptions to the City’s actuary under a confidentiality agreement, as well as any 

other data used by the plans’ actuary, within 90 days of the end of HMEPS’ fiscal year for independent 

replication of the Risk Sharing Valuation Study.  If the City Contribution Rate measurement performed 

by each party is within 2% of pensionable payroll, the results from the pension system’s study will be 

used.  If the independently measured results have a variance that is greater than 2% of pensionable 

payroll, then the actuaries for the two parties will have two weeks to work together in an attempt to 

reconcile the difference.  If after such attempts, there remains a variance of greater than 2% of 

pensionable payroll, the arithmetic average of the two sets of results determined by the HMEPS actuary 

and the City’s actuary, respectively, will be used. If, for any year, the City does not perform a RSVS then 

the results from the RSVS performed by HMEPS will be used. 

The Initial RSVS, which will serve as the basis for the Corridor Midpoint, performed by each party’s 
actuary must be within 2% of pensionable payroll in each year. The actuaries of the two parties shall 

work together to reconcile differences greater than 2% of pensionable payroll. If after such attempts, 

there remains a variance of greater than 2% of pensionable payroll, the arithmetic average of the two 

sets of results determined by the HMEPS actuary and the City’s actuary, respectively, will be used. 

 

V. DEFINITIONS 

Amortization Base – Means the Legacy Liability and, as determined pursuant to each annual RSVS 

following the Initial RSVS, an amount equal to the unanticipated change in the unfunded actuarial 

accrued liability (UAAL) from the prior year. These bases could be due to demographic experience, 

investment experience, assumption changes, City contributions in excess of the City Contribution Rate, 

etc.  

Amortization Period – The length of time it will take to fully pay an Amortization Base. Each 

Amortization Base will be layered and have its own Amortization Period. This initial amortization for 

each Amortization Base will set a Payoff Year for that Liability Layer. This closed Amortization Period 

shall initially be 30 years from the creation of the Liability Layer for each “Loss Base.” The Amortization 

Period for each  “Gain Base” shall be equal to the remaining Amortization Period on the largest 

remaining “Loss Base.”   

City’s Actuary - The City will select an actuary from a professional service firm to perform the RSVS.  The 

principal actuary may not already be providing actuarial services to any of the City’s retirement systems, 
must have a minimum of 10 years of professional actuarial experience, and must be a member of the 

American Academy of Actuaries or a Fellow of the Society of Actuaries who has met the requirements to 

issue Statements of Actuarial Opinion. 
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City Contribution Rate – A percent of pensionable payroll sufficient to pay Employer Normal Cost plus 
the amortization of Liability Layers. 

Contribution Amount – The Original Contribution Amount as restated in the same fashion each time the 
Payoff Year is moved forward or backwards in time pursuant to Section III of this Risk Sharing Provision. 
While this amount may be determined on an annual basis, it will be paid to HMEPS no less frequently 
than equal bi-weekly “level-dollar” installments. This amount is not included in calculations of the City 
Contribution Rate. 

Corridor – The range of City Contribution Rates that are greater than or equal to the Minimum 
Contribution Rate and less than the Maximum Contribution Rate. 

Corridor Margin – Set at five (5) percent of pensionable payroll. 

Corridor Midpoint –The Corridor Midpoint in any given year shall equal the City Contribution Rate, 
rounded to XX.XX%, as projected out for 31 years according to the Initial RSVS. Two years prior to the 
Payoff Year of the Legacy Liability, pursuant to a written agreement between the City and HMEPS, the 
Parties shall agree upon a transition plan such that the Corridor Midpoint will be reset within no more 
than three years from the Payoff Year of the Legacy Liability to the projected City Contribution Rate of 
the 31st year as determined pursuant to the Initial RSVS. 

Discount Rate – The assumed rate of return on investments, initially 7%, but subject to reduction 
according to Section III of this Risk Sharing Provision. The discount rate shall never be reduced below 
The Public Fund Survey’s median return assumption minus 150 basis points (Summary of Findings for FY 
2014 dated March 2016 reports a median of 7.75% making the initial minimum assumed discount rate 
6.25%). The reference point may be modified by mutual agreement between the City and HMEPS if The 
Public Fund Survey becomes unavailable or if the data is provided in such a way as to be unusable. 

Employer Normal Cost – The Normal Cost less the member contribution rate for the new hire group 
used to determine the Ultimate Entry Age Normal cost.  The present value of additional member 
contributions different from the foregoing rate are applied against or towards the actuarial accrued 
liability. 

Funded Ratio - The ratio of the pension plan’s actuarial value of assets available for paying benefits 
divided by the Actuarial Accrued Liability. 

Gain Base – Each Amortization Base resulting from an unanticipated change decreasing the UAAL. 

Initial RSVS – The Risk Sharing Valuation Study as of June 30, 2016 which will set the Corridor Midpoint 
in each year for 31 years and the Original Contribution Amount. 

Legacy Liability – The Unfunded Actuarial Accrued Liability (UAAL) as of June 30, 2016 reduced by the 
final agreement on pension plan design reform and the amount of any Pension Obligation Bonds issued 
by the City to HMEPS and paid down over time according to the Contribution Amounts. The Legacy 
Liability may be reduced further by any other City contributions made in excess of those required by this 
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Risk Sharing Provision and the resulting Legacy Liability is then re-amortized over the period that results 
in the same amortization payment for the year as determined for the current Contribution Amount.  

Level Percent of Payroll Method – Amortization method which defines the amount recognized each 
year as a level percent of pensionable payroll (actual dollar amount recognized increases each year). 

Liability Layer – Amortization Base established in each RSVS.  

Loss Base – The Legacy Liability and each other Amortization Base resulting from an unanticipated 
change increasing the UAAL. 

Maximum Contribution Rate – The sum of the Corridor Midpoint and the Corridor Margin. 

Minimum Contribution Rate – The difference between the Corridor Midpoint and the Corridor Margin.  

Normal Cost – The portion of the actuarial present value of projected benefits that is allocated under 
the actuarial cost method (Ultimate Entry Age Normal) to the year of the RSVS, plus an allowance for 
assumed administrative expenses. 

Original Contribution Amount – A pre-determined payment schedule expressed in dollars paying down 
the Legacy Liability using the Level Percent of Payroll Method and the Amortization Period and Payoff 
Year, pursuant to the Initial RSVS. The Original Contribution Amount will be adjusted to include 
accumulated interest based on the Discount Rate and on the amount and timing of the payment to the 
Pension System of the net proceeds from the City’s issuance of Pension Obligation Bonds.   

Payoff Year – The payoff year of an amortization is the year set when a base is fully amortized according 
to the Amortization Period. According to Section III, this Payoff Year may move forward or backwards in 
time, but to no more than 30 years or less than 20 years from the original year of the Liability Layer. If a 
“Gain Base” has the same Payoff Year as a “Loss Base,” the acceleration of the Payoff Year must be 
applied to both. 

Price Inflation Assumption – As set with each experience study conducted by HMEPS, but no less than 
every five years, the most recent Fed’s Survey of Professional Forecasters current Headline CPI ten year 
forecast; (currently 2.15%) (https://www.philadelphiafed.org/research-and-data/real-time-
center/survey-of-professional-forecasters) plus or minus up to 50 basis points. The reference point may 
be modified by mutual agreement between the City and HMEPS if the Fed’s Survey of Professional 
Forecasters Headline CPI ten year forecast becomes unavailable. 

Third Quarter Line – The Corridor Midpoint plus half of the Corridor Margin. 

Total City Contribution – For any fiscal year, the City contribution shall consist of two components; 1) 
the greater of the City Contribution Rate or such higher rate based on the parameters in Section III(a), 
multiplied by the following fiscal year’s pensionable payroll, and 2) the Contribution Amount. 
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City of Houston, Texas 
Houston Police Officers' Pension System 
Pension Reform Proposal Terms and Conditions 

 
Note: This document constitutes the essential terms and conditions of pension system reform for the purpose of 
guiding the Parties in connection with preparing pension reform legislation, and other implementing legal 
documents as required, designed to provide a sustainable pension plan. 
 

I. Summary of Transaction 

Parties 
Plan Sponsor City of Houston, Texas (the "City") 
Plan Administrator Houston Police Officers' Pension System ("HPOPS") 
Proposed Effective Date July 1, 2017 
 

The summary that follows is subject to (1) appropriate validation by HPOPS’ actuary of estimated 
impacts, (2) validation by the City’s actuary, RHI, of estimated impacts utilizing data as provided in a 
mutually agreeable confidentiality agreement, (3) approval by the authorized governing bodies, and 
(4) legislation enacted by the Texas Legislature. These Terms and Conditions do not themselves 
modify any existing agreement or statutory obligation.  The parties intend to present a mutually 
agreed pension reform solution in the form of legislation to the Legislature in November 2016 as 
provided in an amended Meet and Confer Agreement. Neither party will oppose the passage of 
agreed-upon legislation, and will assist in its passage where appropriate. The parties understand that 
changes to the Terms and Conditions may be reflected in the submitted legislation, and such agreed-
to changes control. Both parties agree that the submission of agreed-upon legislation is not a breach 
under the terms of the Meet and Confer Agreement between the City and the Board of Trustees of 

HPOPS. 
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City of Houston, Texas 
Houston Police Officers' Pension System 
Pension Reform Proposal Terms and Conditions 

 
Note: This document constitutes the essential terms and conditions of pension system reform for the purpose of 
guiding the Parties in connection with preparing pension reform legislation, and other implementing legal 
documents as required, designed to provide a sustainable pension plan. 
 
II. Assumptions and Methodology of Calculations 

Pension System Annual Report 
Dated 

June 30, 2015 

Pension System Actuarial 
Valuation Report Dated 

June 30, 2015 

Net Asset Values Unaudited values as of June 30, 2016 
Actuarial Method Section III utilizes entry age normal actuarial cost method (per GASB 

68) and fair market value of assets. 
Section VII Risk Sharing Provision will utilize standard entry age 
normal. 

Assumed Rate of Return 7.00% 
NOTE: The City of Houston, Texas Comprehensive Annual Financial Report 
dated June 30, 2015 assumes a rate of return of 7.08% 

Amortization Amortization of the unfunded liability over a 30-year closed period 
City Funding Requirement Pay the full City Contribution Rate as defined in Section VII  
Pension Obligation Bonds The City will issue Pension Obligation Bonds resulting in $750,000,000 

of bond proceeds paid to HPOPS. The City will make best efforts to 
issue the bonds by July 1, 2017, but will issue the bonds no later than 
December 31, 2017. 
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City of Houston, Texas 
Houston Police Officers' Pension System 
Pension Reform Proposal Terms and Conditions 

 
Note: This document constitutes the essential terms and conditions of pension system reform for the purpose of 
guiding the Parties in connection with preparing pension reform legislation, and other implementing legal 
documents as required, designed to provide a sustainable pension plan. 
 

Page 3 

III. Estimated Financial Impacts 

The pension system represents that the Proposed Revisions to Plan Provisions according to 

Section IV will result in the Estimated Financial Impacts presented here. All references to figures 

without issuance of POBs are for informational purposes only and do not remove the City’s 
commitment to issue POBs as stated in Section II of these terms and conditions. 

Net Pension Liability: 
- As of June 30, 2015 Comprehensive Annual Financial 
Report 

$2.69 Billion @ 7.08% 

- Estimated Net Pension Liability as of June 30, 2016 
- Section II Assumptions and Methodology 

$3.29 Billion @ 7.00% 

- Estimated Net Pension Liability as of June 30, 2016 
- Section II Assumptions and Methodology 
- Proposed Pension Reforms according to Section IV 

$2.29 Billion @ 7.00% without issuance of POBs 
$1.54 Billion @ 7.00% with issuance of POBs 

Proposed Pension Reform Estimated Reduction to 
the Net Pension Liability 

$1.00 Billion without issuance of POBs 
$1.75 Billion with issuance of POBs 

Contribution Rates (% of payroll): 
FY 2017 Budgeted Rate 33.96% 

FY 2017 City Contribution Rate @ 8.00% 40.10% 
Estimated FY 2018 City Contribution Rate @ 7.00% 55.6% 
Estimated FY 2018 City Contribution Rate @ 7.00% with 
Proposed Pension Reforms 

36.6% without issuance of POBs 
24.90% with issuance of POBs 

Proposed Pension Reform Estimated Reduction to 
the Contribution Rate 

19.00% without issuance of POBs 
30.70% with issuance of POBs 

Annual Contribution Amounts ($millions): 
FY 2017 Budget $147.29 Million 

FY 2017 Actuarially Determined Contribution @ 8.00% $173.92 Million 
Estimated FY 2018 Actuarially Determined Contribution 
@ 7.00% 

$241.15 Million 

Estimated FY 2018 Actuarially Determined Contribution 
@ 7.00% with Proposed Pension Reforms 

$158.7 Million without issuance of POBs 
$108.0 Million with issuance of POBs 

Proposed Pension Reform Estimated Cost 
Avoidance 

- $82.4 Million without issuance of POBs 
- $133.2 Million with issuance of POBs (the 

increase in cost avoidance will need to be utilized for 
the debt service payment on the POBs) 

NOTE: Any changes made to benefit reductions stated herein will be offset so that the amount of total 

proposed pension reform estimated reduction to the NPL remains $1.00 Billion without issuance of 

POBs. 
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City of Houston, Texas 
Houston Police Officers' Pension System 
Pension Reform Proposal Terms and Conditions 

 
Note: This document constitutes the essential terms and conditions of pension system reform for the purpose of 
guiding the Parties in connection with preparing pension reform legislation, and other implementing legal 
documents as required, designed to provide a sustainable pension plan. 
 
IV. Proposed Revisions to Plan Provisions 

Age of Retirement 
Eligibility 

Current - 20 years of service if sworn in prior to 10/9/2004 
- Age 55 with 10 years of service if sworn in on or after 10/9/2004 

Future - 20 years of service if sworn in prior to 10/9/2004 
- Rule of 70 if sworn in on or after 10/9/2004 

Average Salary Future - Restrict pay calculation to only “classified” pay, which does not 
include executive level pays. 
Average of the last three years of classified pay (excluding exempt 
time, overtime, and strategic officer staffing pay).  

Benefit Accrual Rate Current - If sworn in before 10/9/2004: 
Service years 1-20: 2.75% per year 
Service years 20+: 2.00% per year 
- If sworn in on or after 10/9/2004:  
Service years 1-20: 2.25% per year 
Service years 20+ : 2.00% per year 
80% max 

Future - If sworn in before 10/9/2004: 
Service years 1-20: 2.25% per year, prospectively 
Service years 20+: 2.00% per year 
- If sworn in on or after 10/9/2004:  
Service years 1-20: 2.25% per year 
Service years 20+ : 2.00% per year 
80% max 

Average Salary for 
DROP Participants 

Future Post DROP entry, there will be no recalculation of average salary to be 
the greater of (i) current monthly benefit, or (ii) monthly benefit 
based on service at DROP entry and salary at retirement date. 

COLA Current 80% of CPI-U; not less than 2.4% or greater than 8%, compounded 

Future Three year COLA freeze for retirees less than 70 years old, thereafter 
COLA based on the most recent COLA granted by Social Security 
capped at 2.5% compounded, beginning at age 55 

Member 
Contributions 

Current Members sworn in prior to 10/9/2004 contribute 9.0%; members 
sworn in on or after 10/9/2004 contribute 10.25% 

Future Contributions for all members of 10.5% 

DROP Eligibility Current 20 years of service and sworn in prior to 10/9/2004 

Future 20 years of service, sworn in prior to 10/9/2004, and DROP entry on or 
before June 30, 2027 
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City of Houston, Texas 
Houston Police Officers' Pension System 
Pension Reform Proposal Terms and Conditions 

 
Note: This document constitutes the essential terms and conditions of pension system reform for the purpose of 
guiding the Parties in connection with preparing pension reform legislation, and other implementing legal 
documents as required, designed to provide a sustainable pension plan. 
 

DROP Length of 
Participation 

Current May elect to participate until they leave active service 

Future 10 years for new DROP entrants;  
15 years if in DROP for less than 5 years as of June 30, 2017;  
18 years if in DROP between 5 and 10 years as of June 30, 2017;  
20 years if in DROP for more than 10 years as of June 30, 2017 

DROP Base Credit Current Monthly benefit and member contributions 

Future Monthly benefit only 

DROP COLA Credit Future COLA will not be credited to DROP accounts 

DROP Interest Credit Current Five (5) year average return, not less than 3% or greater than 7% 

Future 65% of 5 year compound average return, otherwise not less than 2.5%  

PROP Eligibility Current Retired from DROP and sworn in prior to 10/9/2004 

Future No future annuities post DROP eligibility shall be credited 
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City of Houston, Texas 
Houston Police Officers' Pension System 
Pension Reform Proposal Terms and Conditions 

 
Note: This document constitutes the essential terms and conditions of pension system reform for the purpose of 
guiding the Parties in connection with preparing pension reform legislation, and other implementing legal 
documents as required, designed to provide a sustainable pension plan. 
 
V. Proposed Revisions to Governance Structure 

NOTE: The pension system may already be in compliance with one or more of the provisions 
below, with these revisions serving as formalization of standard practice. 

Frequency of 
Reporting 

Annual financial audit and valuation 

Investment 
Audit 

The pension system shall conduct an outside investment review and publish a report 
at least once every three (3) years or demonstrate in the published annual financial 
report that the following items have been reviewed by an outside investment 
professional. 
x Investment Policy Statement (which can include review or creation of policies on 

Gifts, Ethics, Personal Trading) 
x Asset Allocation, including a discussion of the various risks, objectives, and 

expected future cash flows 
x Portfolio Structure, including need for liquidity, cash income, real return, inflation 

protection, and active/passive/index approaches for different portions of the 
portfolio 

x Manager Performance Review and the processes used to retain and evaluate 
managers 

x Benchmarks used for asset classes and/or particular managers 
x Fees, Trading Costs 
x Any Leverage, FX hedging, or other hedging 
x Investment-Related Disclosures in retirement system annual reports 

Investment 
Consultant 

General consultant required 

 

  

50 SUSTAINABLE



City of Houston, Texas 
Houston Police Officers' Pension System 
Pension Reform Proposal Terms and Conditions 

 
Note: This document constitutes the essential terms and conditions of pension system reform for the purpose of 
guiding the Parties in connection with preparing pension reform legislation, and other implementing legal 
documents as required, designed to provide a sustainable pension plan. 
 
VI. Information Sharing 

 

Subject to a separate confidentiality agreement between the pension system and the City’s retained 
actuary (“Confidentiality Agreement”), the pension system agrees to provide access to the same census 
data that is routinely used by the pension system’s actuary for the pension system’s valuation studies 
which is reasonably necessary in connection with the Risk Sharing provisions agreed to by the parties.  
Such census data shall not include identifying information, as established in the Confidentiality 
Agreement. 

The census data shall be protected from disclosure and may not be obtained by open records request 
through Texas Government Chapter 552, the governing statute of the pension system, the Freedom of 
Information Act, or any other applicable statutes. 

Subject to the Confidentiality Agreement, the census data shall be supplied by the pension system only 
to the City’s retained actuary acting as the City’s representative or agent. At no time will the census data 
be shared directly with the City or its representatives or agents other than the City’s retained actuary, 
except that the City’s retained actuary acting as the City’s representative or agent may perform analyses 
and create reports based on the census data for the City and its representatives or agents in connection 
with the Risk Sharing provisions agreed to by the parties solely to the extent such analyses and reports 
contain no information in a form identifiable to a specific individual.  Further, in no way will such 
analyses or reports provide sensitive data for individuals or be grouped in such a way that sensitive data 
about individuals (or groups of individuals) could be discerned from the report.  The scope and duration 
of use of the census data shall be determined in the Confidentiality Agreement. 

 
VII. Proposed Risk-Sharing Provision 

 

Attachment A 
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ATTACHMENT A 

RISK SHARING PROVISION 

I. RISK SHARING OBJECTIVES 

 

a. The goal is to codify a formal risk-sharing plan. 
b. To give greater certainty to all stakeholders of the circumstances under which changes may 

occur to plan design. 

c. To recognize that a defined benefit model requires a framework of regulation over time to 

ensure that it remains sustainable given changes that may occur to the overall economic 

environment. 

 

II. RISK SHARING STRUCTURE 

 

a. Effective July 1, 2017 and in each fiscal year thereafter, the City shall pay the City Contribution 

Rate. Based on the assumptions and methods contained within this Risk Sharing Provision, no 

new unfunded liability is projected to accumulate. The parties acknowledge that the Risk 

Sharing Valuation Study (“RSVS”) (as described in Section IV of this Risk Sharing Provision) is 

based on a single set of assumptions and that actual results are expected to differ in the future 

resulting in an increase or decrease in the pension liabilities. These future deviations shall be 

amortized and treated as a component of the City Contribution Rate.  

b. The Initial RSVS shall be marked to market, thus there shall be no unrecognized gain or loss in 

the value of assets in the Initial RSVS. Future RSVS shall employ asset smoothing as described in 

Section IV.b of this Risk Sharing Provision. 

c. The RSVS shall employ actuarial methods as described in Section IV and is intended to serve as 

the funding valuation.  

d. Each RSVS will be completed annually within 180 days of the end of HPOPS’ fiscal year. 

e. The City Contribution Rate shall not go above the Maximum Contribution Rate or below the 

Minimum Contribution Rate. 

f. HPOPS and the City may mutually agree in writing to benefit and/or plan changes outside of 

those required by this Risk Sharing Provision to the extent permitted by all applicable law. 

g. In any written agreement between the City and HPOPS, the parties shall not fundamentally alter 

this Risk Sharing Provision, increase the Discount Rate to more than The Public Fund Survey’s (or 

other reference point as mutually agreed upon by the City and HPOPS if The Public Fund Survey 

is unavailable or the data provided by The Public Fund Survey is unusable) median return 

assumption minus 150 basis points, extend the amortization of a Liability Layer to more than 30 

years from the creation of the Liability Layer, or to allow a City Contribution Rate in any year 

that is less than the calculated City Contribution Rate as determined pursuant to the RSVS for 

that year. 

h. Should any legislative or regulatory change materially affecting the pension plan occur at any 

point in time that is not mutually agreed to by the City and HPOPS, the parties shall mutually 
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agree upon an appropriate Meet and Confer response within 120 days of the passage of the 
legislative or regulatory change to address the impacts of the legislative or regulatory change. 

i. The Parties recognize that the purpose of this Agreement is to establish a method for future 
years to regulate the sustainability of pension costs so that except as provided herein, the City 
Contribution Rate for that year is less than or equal to the Maximum Contribution Rate and 
greater than or equal to the Minimum Contribution Rate, and that if actual results fail to meet 
that purpose, pursuant to a written agreement between the City and HPOPS, the Parties will 
adjust the language herein as necessary to achieve such purpose. 

j. [PENDING INVESTMENT CONTINGENT COLA ADJUSTMENT TO DAMPEN VOLATILITY] 
k. [PENDING MUTUAL APPLICABLE ENFORCEMENT ACTIONS] 

 

III. RISK SHARING 
 
a. FALLING COST 

1. If the Funded Ratio is less than 90% and the City Contribution Rate is less than the 
Corridor Midpoint for the corresponding year, but equal to or greater than the 
Minimum Contribution Rate, then the City shall pay the Corridor Midpoint. 

2. If the Funded Ratio is greater than or equal to 90% and the City Contribution Rate is less 
than the Corridor Midpoint for the corresponding year, but equal to or greater than the 
Minimum Contribution Rate, then the City shall pay the calculated City Contribution 
Rate. 

3. If the City Contribution Rate is less than the Minimum Contribution Rate for the 
corresponding year, then the City shall contribute a rate equal to the Minimum 
Contribution Rate, unless stated otherwise, and make adjustments as follows: 

1. First, prospectively restore all or part of benefit cuts that may have been made 
subsequent to this agreement as a result of this Risk Sharing Provision pursuant 
to a written agreement between the City and HPOPS, and then, 

2. Second, accelerate the Payoff Year of existing Liability Layers, including the 
Legacy Liability, oldest layers first, and then, 

3. Third, consider and, if mutually agreed upon by the City and HPOPS, reduce the 
Discount Rate, and then, 

4. Fourth, if the Funded Ratio is less than 90%, the City shall pay the amount 
required by the Corridor Midpoint, and the payment will be applied to increase 
the Funded Ratio, and then, 

5. Fifth, if the Funded Ratio is between 90% and 100%, the City shall pay the 
amount required by the Minimum Contribution Rate, and the payment will be 
applied to increase the Funded Ratio, and then, 

6. Sixth, if the Funded Ratio is at least 100%, all existing Amortization Bases, 
including the Legacy Liability, will be considered fully amortized and eliminated, 
and changes to other plan assumptions may be mutually agreed upon, and then, 
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7. Eighth, reduce employee contributions and increase other pension benefits 
pursuant to a written agreement between the City and HPOPS. 

1. If an agreement has not been reached within 120 days of the release of 
the RSVS, then HPOPS shall reduce member contributions and increase 
COLAs such that the City Contribution Rate is increased to the Minimum 
Contribution Rate. 

 
b. RISING COST 

1. If the City Contribution Rate is greater than the Maximum City Contribution Rate for the 
corresponding year, then the City shall make adjustments as follows: 

1. First, reduce the City Contribution Rate to no less than the Corridor Midpoint by 
extending the Payoff Year of existing Liability Layers, including the Legacy 
Liability, but to no more than the original 30-year Payoff Year, newest layers 
first, and then, 

2. Second, if the City Contribution Rate is greater than the Third Quarter Line, 
reduce the City Contribution Rate to the Third Quarter Line, pursuant to a 
written agreement between the City and HPOPS, by increasing employee 
contributions and make any other benefit changes permissible by all applicable 
law. Consider other plan changes as necessary. 

1. If an agreement has not been reached within 120 days of the final 
release of the RSVS for the corresponding year, then HPOPS shall 
increase member contributions, suspend COLAs, and/or increase 
retirement age such that the City Contribution Rate is decreased to the 
Corridor Midpoint. 

3. Third, if the City Contribution Rate in the third year after adjustments were 
required per Section III.b.1 is greater than the Corridor Midpoint, then, the City 
Contribution Rate shall be reduced to the Corridor Midpoint, pursuant to a 
written agreement between the City and HPOPS, by increasing employee 
contributions and make any other benefit changes. Consider other plan changes 
as necessary.  

1. If an agreement has not been reached within 120 days of the final 
release of the RSVS for the corresponding year, then HPOPS shall 
increase member contributions,  suspend COLAs, and/or increase 
retirement age such that the City Contribution Rate is decreased to the 
Corridor Midpoint. 

 

 

 

 

54 SUSTAINABLE



 

IV. RISK SHARING VALUATION STUDY (“RSVS”) 
 

This study shall be included in the pension system’s standard valuation study, shall be conducted 
annually by both HPOPS’ retained actuary and the City’s actuary within 180 days of the end of each 
HPOPS’ fiscal year, shall detail the City Contribution Rate before and after any adjustments required by 
this Risk Sharing Provision, and shall include the following assumptions and methods.  All other 
assumptions and methods not listed below are set by the Fund consistent with Actuarial Standards of 
Practice:  

a. Standard Entry Age Normal, 
b. A smoothing method of actuarial losses and gains for no more than 5 years that is selected 

by the Fund, that treats actuarial losses and gains in the same fashion, and is consistent with 
Actuarial Standards of Practice, applied prospectively with the actuarial value of assets 
marked to mark as of June 30, 2016. 

c. Closed amortization matching the Amortization Period, 
d. The Discount Rate, 
e. The Price Inflation Assumption, and 
f. Salary increases and pensionable payroll growth rates set in consultation with the City’s 

Finance Director.  

This RSVS will be performed by both HPOPS and the City’s actuary.  HPOPS will provide the necessary 
census data and assumptions to the City’s actuary under a confidentiality agreement, as well as any 
other data used by the plans’ actuary, within 90 days of the end of HPOPS’ fiscal year for independent 
replication of the Risk Sharing Valuation Study.  If the City Contribution Rate measurement performed 
by each party is within 2% of pensionable payroll, the results from the pension system’s study will be 
used.  If the independently measured results have a variance that is greater than 2% of pensionable 
payroll, then the actuaries for the two parties will have two weeks to work together in an attempt to 
reconcile the difference.  If after such attempts, there remains a variance of greater than 2% of 
pensionable payroll, the arithmetic average of the two sets of results determined by the HPOPS actuary 
and the City’s actuary, respectively, will be used. If, for any year, the City does not perform a RSVS then 
the results from the RSVS performed by HPOPS will be used. 

The Initial RSVS, which will serve as the basis for the Corridor Midpoint, performed by each party must 
be within 2% of pensionable payroll in each year. The actuaries of the two parties shall work together to 
reconcile differences greater than 2% of pensionable payroll. If after such attempts, there remains a 
variance of greater than 2% of pensionable payroll, the arithmetic average of the two sets of results 
determined by the HPOPS actuary and the City’s actuary, respectively, will be used. 
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V. DEFINITIONS 

Amortization Base – Means the Legacy Liability and, as determined pursuant to each annual RSVS 
following the Initial RSVS, an amount equal to the unanticipated change in the unfunded actuarial 
accrued liability (UAAL) from the prior year. These bases could be due to demographic experience, 
investment experience, assumption changes, City contributions in excess of the City Contribution Rate, 
etc.  

Amortization Period – The length of time it will take to fully pay an Amortization Base. Each 
Amortization Base will be layered and have its own Amortization Period. This initial amortization for 
each Amortization Base will set a Payoff Year for that Liability Layer. This closed Amortization Period 
shall initially be 30 years from the creation of the Liability Layer for each “Loss Base.” The Amortization 
Period for each  “Gain Base” shall be equal to the remaining Amortization Period on the largest 
remaining “Loss Base,”.   

City’s Actuary - The City will select an actuary from a professional service firm to perform the RSVS.  The 
principal actuary may not already be providing actuarial services to any of the City’s retirement systems, 
must have a minimum of 10 years of professional actuarial experience, and must be a member of the 
American Academy of Actuaries or a Fellow of the Society of Actuaries who has met the requirements to 
issue Statements of Actuarial Opinion. 

City Contribution Rate – A percent of pensionable payroll sufficient to pay Employer Normal Cost plus 
the amortization of Liability Layers, including the Legacy Liability.  

Corridor – The range of City Contribution Rates that are greater than or equal to the Minimum 
Contribution Rate and less than the Maximum Contribution Rate. 

Corridor Margin – Set at five (5) percent of pensionable payroll. 

Corridor Midpoint –The Corridor Midpoint in any given year shall equal the City Contribution Rate, 
rounded to XX.XX%, as projected out for 31 years according to the Initial RSVS. Two years prior to the 
Payoff Year of the Legacy Liability, pursuant to a written agreement between the City and HPOPS, the 
Parties shall agree upon a transition plan such that the Corridor Midpoint will be reset within no more 
than three years from the Payoff Year of the Legacy Liability to the projected City Contribution Rate of 
the 31st year as determined pursuant to the Initial RSVS. 

Discount Rate – The assumed rate of return on investments, initially 7%, but subject to reduction 
according to Section III of this Risk Sharing Provision. The discount rate shall never be reduced below 
The Public Fund Survey’s median return assumption minus 150 basis points (Summary of Findings for FY 
2014 dated March 2016 reports a median of 7.75% making the initial minimum assumed discount rate 
6.25%). The reference point may be modified by mutual agreement between the City and HPOPS if The 
Public Fund Survey becomes unavailable or if the data is provided in such a way as to be unusable. 

Employer Normal Cost – The portion of the actuarial present value of additional member contributions 
different from the year of the RSVS. 
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Funded Ratio - The ratio of the pension plan’s actuarial value of assets available for paying benefits 
divided by the Actuarial Accrued Liability. 

Gain Base – Each Amortization Base resulting from an unanticipated change decreasing the UAAL. 

Initial RSVS – The Risk Sharing Valuation Study as of June 30, 2016 which will set the Corridor Midpoint 
in each year for 31 years. 

Legacy Liability – The Unfunded Actuarial Accrued Liability (UAAL) as of June 30, 2016 reduced by the 
final agreement on pension plan design reform and the amount of any Pension Obligation Bonds issued 
by the City to HPOPS and paid down over time. The Legacy Liability may be reduced further by any other 
City contributions made in excess of these those required by this Risk Sharing Provision and the Payoff 
Year of the Legacy Liability shall be accelerated such that the updated City Contribution Rate equals the 
City Contribution Rate calculated without such excess contributions.  

Level Percent of Payroll Method – Amortization method which defines the amount recognized each 
year as a level percent of pensionable payroll (actual dollar amount recognized increases each year). 

Liability Layer – Amortization Base established in each RSVS.  

Loss Base – The Legacy Liability and each other Amortization Base resulting from an unanticipated 
change increasing the UAAL. 

Maximum Contribution Rate – The sum of the Corridor Midpoint and the Corridor Margin. 

Minimum Contribution Rate – The difference between the Corridor Midpoint and the Corridor Margin.  

Payoff Year – The payoff year of an amortization is the year set when a base is fully amortized according 
to the Amortization Period. According to Section III, this Payoff Year may move forward or backwards in 
time, but to no more than 30 years or less than 20 years from the original year of the Liability Layer. If a 
“Gain Base” has the same Payoff Year as a “Loss Base,” the acceleration of the Payoff Year must be 
applied to both. 

Price Inflation Assumption – As set with each experience study conducted by HPOPS, but no less than 
every five years, the most recent Fed’s Survey of Professional Forecasters current Headline CPI ten year 
forecast; (currently 2.15%) (https://www.philadelphiafed.org/research-and-data/real-time-
center/survey-of-professional-forecasters) plus or minus up to 50 basis points. The reference point may 
be modified by mutual agreement between the City and HPOPS if the Fed’s Survey of Professional 
Forecasters Headline CPI ten year forecast becomes unavailable. 

Third Quarter Line – The Corridor Midpoint plus half of the Corridor Margin. 
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City of Houston, Texas 
Houston Firefighters' Relief and Retirement Fund 

Pension Reform Proposal Terms and Conditions 
   
Note: This document constitutes the essential terms and conditions of pension system reform for the purpose of 
guiding the Parties in connection with preparing pension reform legislation, and other implementing legal 
documents as required, and is designed to provide a sustainable pension plan. 
 

Page 1 

I. Summary of Transaction 

Parties 

Plan Sponsor City of Houston, Texas (the "City") 
Plan Government Entity Houston Firefighters' Relief and Retirement Fund ("HFRRF") 
Proposed Effective Date July 1, 2017 or such other effective date(s) as may be agreed by the 

Parties 
 

The summary that follows is subject to (1) appropriate validation by HFRRF’s actuary of estimated 
impacts, (2) validation by the City’s actuary, Retirement Horizons Incorporated (“RHI”), of estimated 

impacts utilizing data as provided under a mutually agreeable confidentiality agreement between 

HFRRF and RHI, (3) approval of the summary by the authorized governing bodies, and (4) legislation 

reflecting these terms and conditions, but no others (except as otherwise agreed by each of the 

parties in a mutually signed writing) enacted by the Texas Legislature. Execution of this document 

does not modify any existing statutory obligation.  The parties intend to present a mutually agreed 

pension reform solution embodied in mutually agreed bill language in the form of legislation to the 

Legislature in November 2016 and to oppose amendments to such jointly proposed bill language other 

than those agreed to by the parties in writing executed by both parties.  The Parties agree to oppose 

any bill or bill amendment, other than the jointly proposed bill language, that would materially alter 

the benefit terms, or effects of the jointly agreed and proposed bill language, or the risk sharing 

provisions which the Parties have agreed to, or any provisions of the current statute governing HFRFF, 

or any legislation that would otherwise make any changes to HFRRF, or the HFRRF plan to which the 

Parties have not mutually agreed. No terms and conditions exist other than those described in this 

summary, unless as otherwise might become agreed by each of the parties in a mutually signed 

writing.  With the exception of retiree health insurance, which nonetheless is an important 

independent undertaking of the City, each proposed term or condition herein is dependent upon the 

others summarized herein and none may be regarded or considered piecemeal fashion or as an 

individually proposed change.  The City and HFRFF must mutually agree upon which elements of these 

terms and conditions are to be contained in legislation and which are to be contained only in an 

agreement for this document to be valid.  For purposes of these terms and conditions a reference to 

the “current statute” means Texas Civil Statutes, art. 6243e.2(1) on the date of signing of this 

document.   No changes are intended to any sections or subsections of the current statute that are not 

referenced in this document, except if agreed by each of the parties in a mutually signed writing.  All 

benefit changes operate prospectively only, unless specifically noted otherwise. 

Neither party will oppose passage of the agreed-upon legislation, and will assist in its passage where 

appropriate. The parties understand that agreed-to changes to the Terms and Conditions may be 

reflected in the submitted legislation, and such agreed-upon changes control.  
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City of Houston, Texas 
Houston Firefighters' Relief and Retirement Fund 

Pension Reform Proposal Terms and Conditions 
   
Note: This document constitutes the essential terms and conditions of pension system reform for the purpose of 
guiding the Parties in connection with preparing pension reform legislation, and other implementing legal 
documents as required, and is designed to provide a sustainable pension plan. 
 
II. Assumptions and Methodology of Calculations 

Pension System Annual Report 
Dated 

June 30, 2015 

Pension System Actuarial 
Valuation Report Dated 

June 30, 2015 

Net Asset Values Unaudited values as of June 30, 2016 
Actuarial Method Section III utilizes entry age normal actuarial cost method (per GASB 

68) and fair market value of assets. 
Section VII Risk Sharing Provision will utilize standard entry age 
normal. 

Assumed Rate of Return 7.00% 
NOTE: The City of Houston, Texas Comprehensive Annual Financial Report 
dated June 30, 2015 assumes a rate of return of 8.50% 

Amortization Amortization of the unfunded liability over a 30-year closed period 
City Funding Requirement Pay the full City Contribution Rate as defined in Section VII, at the 

intervals specified in the statute or no less frequently than on a bi-
weekly basis 
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City of Houston, Texas 
Houston Firefighters' Relief and Retirement Fund 

Pension Reform Proposal Terms and Conditions 
   
Note: This document constitutes the essential terms and conditions of pension system reform for the purpose of 
guiding the Parties in connection with preparing pension reform legislation, and other implementing legal 
documents as required, and is designed to provide a sustainable pension plan. 
 
III. Estimated Financial Impacts 

 

Net Pension Liability: 
- As of June 30, 2015 Comprehensive Annual Financial 
Report 

$578 million @8.5% 

- Estimated Net Pension Liability as of June 30, 2016 
- Section II Assumptions and Methodology 

$1.46 billion @7.0% 

- Estimated Net Pension Liability as of June 30, 2016 
- Section II Assumptions and Methodology 
- Proposed Pension Reforms according to Section IV 

$658 million @7.0% 

Proposed Pension Reform Estimated Reduction to 
the Net Pension Liability 

$802 million @7.0% 

Contribution Rates (% of payroll): 
FY 2017 Budgeted Rate 33.20% 
FY 2017 City Contribution Rate @ 8.50% 30.80% 
Estimated FY 2018 City Contribution Rate @ 7.00% 56.10% 
Estimated FY 2018 City Contribution Rate @ 7.00% with 
Proposed Pension Reforms 

30.30% 

Proposed Pension Reform Estimated Reduction to 
the Contribution Rate 

25.80% 

Annual Contribution Amounts ($millions): 
FY 2017 Budget $91.6 million 
FY 2017 Actuarially Determined Contribution @ 8.50% $85.0 million 
Estimated FY 2018 Actuarially Determined Contribution 
@ 7.00% 

$154.8 million 

Estimated FY 2018 Actuarially Determined Contribution 
@ 7.00% with Proposed Pension Reforms 

$79.1 million 

Proposed Pension Reform Estimated Cost 
Avoidance 

$71.2 million 

NOTE: Any changes made to benefit reductions stated herein will be offset so that the amount of total 
proposed pension reform estimated reduction to the NPL remains $802 Million without issuance of 
POBs. 
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City of Houston, Texas 
Houston Firefighters' Relief and Retirement Fund 

Pension Reform Proposal Terms and Conditions 
   
Note: This document constitutes the essential terms and conditions of pension system reform for the purpose of 

guiding the Parties in connection with preparing pension reform legislation, and other implementing legal 

documents as required, and is designed to provide a sustainable pension plan. 

 

IV. Proposed Revisions to Plan Provisions 

Age of 
Retirement 
Eligibility 

Current 20 years of service 

Proposed Rule of 70 for new hires 

Average Salary Current Highest 78 pay periods of salary, as defined in current statute including 

overtime 

Proposed Highest 78 pay periods of salary, as defined in current statue, for tested 

positions; excluding overtime, but overtime earned prior to bill or 

provision effective date remains credited 

Base Benefit 
Accrual Rate 

Current Service years 1-20: 2.5% per year 

Service years 20+ : 3.0% per year 

80% max 

Proposed Prospectively for future service only: 2.5% per year of service; accrual of 

service time for base pension benefit purposes capped at 80% 

Average Salary 
for DROP 
Participants 

Current The monthly benefit for a participant at actual retirement will increase 

2% for each of ten years of DROP participation as an active member 

(Max 20%) 

Proposed Those entering DROP after the Effective Date of the statue will not 

receive the increase in annuity benefit. 

COLA Current 3% compounded beginning at age 48 for active DROP participants and 

retirees 

Proposed - Pre-1997 retirees receive COLA based on what is granted by Social 

Security with a 1% floor for three years 

- Post-1997 retirees receive no COLA for three years 

- After the three years, COLA for all members is based on what is 

granted by Social Security 

- COLA eligibility beginning at age 50 

Member 
Contributions 

Current 9.00% 

Proposed 10.50% 

DROP Eligibility Current 20 years of service 

Proposed 20 years of service if hired prior to the Effective Date 
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City of Houston, Texas 
Houston Firefighters' Relief and Retirement Fund 

Pension Reform Proposal Terms and Conditions 
   
Note: This document constitutes the essential terms and conditions of pension system reform for the purpose of 
guiding the Parties in connection with preparing pension reform legislation, and other implementing legal 
documents as required, and is designed to provide a sustainable pension plan. 
 

DROP Length of 
Participation 

Current May elect to participate for up to 13 years as an active member, 
member contributions will only be credited for the first 10 years; 
annuity increases, per above, per year of participation; COLA at age 48; 
DROP account may be maintained with system at retirement 

Proposed - If already in DROP, can stay in DROP up to 13 years; DROP account 
may be maintained with system at retirement 
- 10 years as an active member, if years of service is equal to or greater 
than 10 years as of the Effective Date; DROP account may be 
maintained with system at retirement 
- 7 years as an active member, if years of service is less than 10 years as 
of the Effective Date; DROP account may be maintained with system at 
retirement 

DROP COLA 
Credit 

Current The COLA on the annuity credited to DROP account for active members 
in DROP. 

Proposed Eliminate the COLA on the annuity credited to DROP accounts for active 
members in DROP (prospectively for participants currently in DROP and 
for future active participants) 

DROP Interest 
Credit 

Current Five (5) year average investment earnings/losses with floor of 5% and 
ceiling of 10% 

Proposed 70% of five (5) year arithmetic average return; not less than 4% or 
greater than 7% 

PROP Eligibility Current Retired 

Proposed No future contributions to PROP by PROP participants and no eligibility 
to become a new PROP participant. Current balances will receive 
revised DROP interest credit. 

Drag-Up Pay to 
DROP Accounts 

Current Unused leave pay is paid out to member as mustering out pay. 

Proposed For all members with DROP accounts, Unused Leave Pay (as defined 
below) is contributed on a non-elective basis by the City at retirement 
to the individual DROP account instead of being paid out to member as 
mustering out pay.  "Unused leave pay" means the accrued value of 
unused leave time payable to an employee after separation from 
service in accordance with applicable law and agreements. 
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City of Houston, Texas 
Houston Firefighters' Relief and Retirement Fund 

Pension Reform Proposal Terms and Conditions 
   
Note: This document constitutes the essential terms and conditions of pension system reform for the purpose of 
guiding the Parties in connection with preparing pension reform legislation, and other implementing legal 
documents as required, and is designed to provide a sustainable pension plan. 
 

DROP Length of 
Participation 

Current May elect to participate for up to 13 years as an active member, 
member contributions will only be credited for the first 10 years; 
annuity increases, per above, per year of participation; COLA at age 48; 
DROP account may be maintained with system at retirement 

Proposed - If already in DROP, can stay in DROP up to 13 years; DROP account 
may be maintained with system at retirement 
- 10 years as an active member, if years of service is equal to or greater 
than 10 years as of the Effective Date; DROP account may be 
maintained with system at retirement 
- 7 years as an active member, if years of service is less than 10 years as 
of the Effective Date; DROP account may be maintained with system at 
retirement 

DROP COLA 
Credit 

Current The COLA on the annuity credited to DROP account for active members 
in DROP. 

Proposed Eliminate the COLA on the annuity credited to DROP accounts for active 
members in DROP (prospectively for participants currently in DROP and 
for future active participants) 

DROP Interest 
Credit 

Current Five (5) year average investment earnings/losses with floor of 5% and 
ceiling of 10% 

Proposed 70% of five (5) year arithmetic average return; not less than 4% or 
greater than 7% 

PROP Eligibility Current Retired 

Proposed No future contributions to PROP by PROP participants and no eligibility 
to become a new PROP participant. Current balances will receive 
revised DROP interest credit. 

Drag-Up Pay to 
DROP Accounts 

Current Unused leave pay is paid out to member as mustering out pay. 

Proposed For all members with DROP accounts, Unused Leave Pay (as defined 
below) is contributed on a non-elective basis by the City at retirement 
to the individual DROP account instead of being paid out to member as 
mustering out pay.  "Unused leave pay" means the accrued value of 
unused leave time payable to an employee after separation from 
service in accordance with applicable law and agreements. 
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City of Houston, Texas 
Houston Firefighters' Relief and Retirement Fund 

Pension Reform Proposal Terms and Conditions 
   
Note: This document constitutes the essential terms and conditions of pension system reform for the purpose of 
guiding the Parties in connection with preparing pension reform legislation, and other implementing legal 
documents as required, and is designed to provide a sustainable pension plan. 
 
V. Proposed Revisions to Governance Structure 

NOTE: The pension system may already practice the following and commits to future practice of 
the following:  

Frequency of 
Reporting 

Statutorily prescribed annual financial audit remains.  Annual Risk Sharing Valuation 
audit as provided herein. 

Investment 
Audit 

The pension system shall conduct an outside investment review and publish a report 
at least once every three (3) years or demonstrate in the published annual financial 
report that the following items have been reviewed by an outside investment 
professional. 
x Investment Policy Statement (which can include review or creation of policies on 

Gifts, Ethics, Insider Trading) 
x Asset Allocation, including a discussion of the various risks, objectives, and 

expected future cash flows 
x Portfolio Structure, including need for liquidity, cash income, real return, inflation 

protection, and active/passive/index approaches for different portions of the 
portfolio 

x Manager Performance Review and the processes used to retain and evaluate 
managers 

x Benchmarks used for asset classes and/or particular managers 
x Fees, Trading Costs 
x Any Leverage, FX hedging, or other hedging 
x Investment-Related Disclosures in retirement system annual reports 

Investment 
Consultant 

Utilization of general consultant 
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City of Houston, Texas 
Houston Firefighters' Relief and Retirement Fund 

Pension Reform Proposal Terms and Conditions 
   
Note: This document constitutes the essential terms and conditions of pension system reform for the purpose of 
guiding the Parties in connection with preparing pension reform legislation, and other implementing legal 
documents as required, and is designed to provide a sustainable pension plan. 
 
VI. Information Sharing  

 

Subject to an agreement containing confidentiality provisions between the pension system and the 
City’s retained actuary (“Information Agreement”), the pension system agrees to provide the City’s 
actuary with access to the same census data that is routinely used by the pension system’s actuary for 
the pension system’s valuation studies and which is reasonably necessary in connection with the Risk 
Sharing provisions agreed to by the parties.  Such census data shall not include identifying information, 
as established in the Information Agreement. 

The census data shall be protected from disclosure and may not be obtained by open records request 
through Texas Government Chapter 552, the governing statute of the pension system, the Freedom of 
Information Act, or any other applicable statutes. 

Subject to the Information Agreement, the census data described above shall be supplied by the pension 
system only to the City’s retained actuary acting as the City’s representative or agent. At no time will the 
census data be shared directly with the City or its representatives or agents other than the City’s 
retained actuary, except that the City’s retained actuary acting as the City’s representative or agent may 
perform analyses and create reports based on the census data for the City and its representatives or 
agents in connection with the Risk Sharing provisions agreed to by the parties solely to the extent such 
analyses and reports contain no information in a form identifiable with a specific individual.  Further, in 
no way will such analyses or reports provide sensitive data for individuals or be grouped in such a way 
that sensitive data about individuals (or groups of individuals) could be discerned from the report.  The 
scope and duration of use of the census data shall be determined in the Information Agreement. 

 
VII. Proposed Risk-Sharing Provision 

 
Attachment A 
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City of Houston, Texas 
Houston Firefighters' Relief and Retirement Fund 

Pension Reform Proposal Terms and Conditions 
   

Note: This document constitutes the essential terms and conditions of pension system reform for the purpose of 

guiding the Parties in connection with preparing pension reform legislation, and other implementing legal 

documents as required, and is designed to provide a sustainable pension plan. 

 

VIII. Other Items 
 
A. Upon the next business day after the agreed legislation becomes law,  the City will move to 

dismiss with prejudice each of the following cases relating to the Fund regardless of which 

court (district court, court of appeals, or Supreme Court) is hearing the case or has 

jurisdiction over the case, the case’s procedural stance, or any court decisions issued before 
the date that the City must move to dismiss the case; and the City further agrees not to 

bring any lawsuit based on the same or similar allegations as appear in such case based in 

whole or in part on events that occurred prior to the date of such agreed legislation 

becoming law: 

(1) The Board of Trustees of the Houston Firefighters’ Relief and Retirement Fund v. The 
City of Houston  Te as, Tex. App. 466 S.W. 3d 182 (Tex. App. - Houston [1

st
 Dist.] 

2015  pet. filed no. 15-0653) and   

(2) City of Houston v. Houston Firefighters’ Relief and Retirement Fund, No. 14-14-

00437-CV (Tex. App.—Houston 14
th

 Dist. 2016). 

 

 

B. Not as any covenant in any agreement between  HFRRF with the City and not in exchange 

for, or forbearance of, any benefit for HFRRF members, or reduction in funding to be 

received by HFRRF, the HFRRF Trustees are advised that the City has  chosen to reduce 

health insurance rates for Houston Fire Department retirees under the age of 65 to match 

those of Houston Police Department retirees of equivalent age, resulting in approximately a 

9% savings in rates for retirees, effective July 1, 2017, or earlier. 

 

C. To the extent reasonably possible and consistent with the City’s obligations to the parties 

engaged in collective bargaining with the City, the City will use best efforts to provide 

notification to the Pension System that such collective bargaining negotiations are 

occurring.    

 

  

66 SUSTAINABLE



 

ATTACHMENT A 

RISK SHARING PROVISION 

I. RISK SHARING OBJECTIVES 
 

a. The goal is to agree upon a formal risk-sharing plan. 
b. To give greater certainty to all stakeholders of the circumstances under which changes may 

occur to plan design. 
c. To recognize that a defined benefit model requires a framework of regulation over time to 

ensure that it remains sustainable given changes that may occur to the overall economic 
environment. 
 

II. RISK SHARING STRUCTURE 
 

a. The City shall pay the City Contribution Rate under the parties’ proposed, mutually agreed 
legislation. Based on the assumptions and methods contained within this Risk Sharing Provision, 
no new unfunded liability is projected to accumulate. The parties acknowledge that the Risk 
Sharing Valuation Study (“RSVS”) (as described in Section IV of this Risk Sharing Provision) is 
based on a single set of assumptions and that actual results are expected to differ in the future 
resulting in an increase or decrease in the pension liabilities. These future deviations shall be 
amortized and treated as a component of the City Contribution Rate.  

b. The Initial RSVS shall be marked to market, thus there shall be no unrecognized gain or loss in 
the value of assets in the Initial RSVS. Future RSVS shall employ asset smoothing as described in 
Section IV.b of this Risk Sharing Provision. 

c. The RSVS shall employ actuarial methods as described in Section IV and is intended to serve as 
the funding valuation.  

d. Each RSVS will be completed annually within 180 days of the end of HFRRF’S fiscal year. 
e. The City Contribution Rate shall not go above the Maximum Contribution Rate or below the 

Minimum Contribution Rate. 
f. HFRRF and the City may mutually agree in writing to benefit changes outside of those required 

by this Risk Sharing Provision, to the extent permitted by all applicable laws and regulations. 
g. In any written agreement between the City and HFRRF, the parties shall not fundamentally alter 

this Risk Sharing Provision, increase the Discount Rate to more than The Public Fund Survey’s (or 
other reference point as mutually agreed upon by the City and HFRRF if The Public Fund Survey 
is unavailable or the data provided by The Public Fund Survey is unusable) median return 
assumption minus 150 basis points, extend the amortization of a Liability Layer to more than 30 
years from the creation of the Liability Layer, or to allow a City Contribution Rate in any year 
that is less than the calculated City Contribution Rate as determined pursuant to the RSVS for 
that year. 

h. Should any legislative or regulatory or governmental agency interpretation change materially 
affecting the pension plan occur at any point in time that is not mutually agreed to by the City 
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and HFRRF, the parties shall mutually agree upon an appropriate Meet and Confer response 
within 120 days of the passage of the legislative or regulatory change to address the impacts of 
the legislative or regulatory change; until such time as the Parties reach a mutual agreement as 
required by this paragraph, the City shall continue to pay the then-current year’s City 
Contribution Rate. 

i. This Agreement establishes a method for future years to regulate the sustainability of pension 
costs so that except as provided herein, the City Contribution Rate for that year is less than or 
equal to the Maximum Contribution Rate and greater than or equal to the Minimum 
Contribution Rate, and that if actual results fail to meet that purpose, pursuant to a written 
agreement between the City and HFRRF, the Parties will adjust the language herein as necessary 
to achieve such purpose. 

j. [PENDING: MUTUAL  PENSION REFORM ENFORCEMENT MECHANISMS] 

 

III. RISK SHARING 
 
a. FALLING COST 

1. If the Funded Ratio is less than 90% and the City Contribution Rate is less than the 
Corridor Midpoint for the corresponding year, but equal to or greater than the 
Minimum Contribution Rate, then the City shall pay the Corridor Midpoint. 

2. If the Funded Ratio is greater than or equal to 90% and the City Contribution Rate is less 
than the Corridor Midpoint for the corresponding year, but equal to or greater than the 
Minimum Contribution Rate, then the City shall pay the calculated City Contribution 
Rate. 

3. If the City Contribution Rate is less than the Minimum Contribution Rate for the 
corresponding year, then the City shall contribute a rate equal to the Minimum 
Contribution Rate, unless stated otherwise, and make adjustments as follows: 

1. First, prospectively restore all or part of benefit cuts that may have been made 
subsequent to this agreement as a result of this Risk Sharing Provision pursuant 
to a written agreement between the City and HFRRF, and then, 

2. Second, accelerate the Payoff Year of existing Liability Layers, including the 
Legacy Liability, oldest layers first, and then, 

3. Third, consider and, if mutually agreed upon by the City and HFRRF, reduce the 
Discount Rate, and then, 

4. Fourth, if the Funded Ratio is less than 90%, the City shall pay the amount 
required by the Corridor Midpoint, and the payment will be applied to increase 
the Funded Ratio, and then, 

5. Fifth, if the Funded Ratio is between 90% and 100%, the City shall pay the 
amount required by the Minimum Contribution Rate, and the payment will be 
applied to increase the Funded Ratio, and then, 
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6. Sixth, if the Funded Ratio is at least 100%, all existing Amortization Bases, 
including the Legacy Liability, will be considered fully amortized and eliminated, 
and changes to other plan assumptions may be mutually agreed upon, and then, 

7. Eighth, reduce employee contributions and increase other pension benefits 
pursuant to a written agreement between the City and HFRRF. 

1. If an agreement has not been reached within 120 days of the release of 
the RSVS, then member contributions shall be reduced and COLAs shall 
be increased in a manner as determined by HFRRF such that the City 
Contribution Rate is increased to the Minimum Contribution Rate. 

 
b. RISING COST 

1. If the City Contribution Rate is greater than the Maximum City Contribution Rate for the 
corresponding year, then the City shall make adjustments as follows: 

1. First, reduce the City Contribution Rate to no less than the Corridor Midpoint by 
extending the Payoff Year of existing Liability Layers, including the Legacy 
Liability, but to no more than the original 30-year Payoff Year, newest layers 
first, and then, 

2. Second, if the City Contribution Rate is greater than the Third Quarter Line, 
reduce the City Contribution Rate to the Third Quarter Line, pursuant to a 
written agreement between the City and HFRRF, by increasing employee 
contributions and make any other benefit changes permissible by all applicable 
laws and regulations.  

1. If an agreement has not been reached within 120 days of the final 
release of the RSVS for the corresponding year, then HFRRF shall 
increase member contributions, suspend COLAs, and/or increase 
retirement age such that the City Contribution Rate is decreased to the 
Corridor Midpoint. 

3. Third, if the City Contribution Rate in the third year after adjustments were 
required per Section III.b.1 is greater than the Corridor Midpoint, then, the City 
Contribution Rate shall be reduced to the Corridor Midpoint, pursuant to a 
written agreement between the City and HFRRF, by increasing employee 
contributions and make any other benefit changes permissible by all applicable 
laws and regulations.  

1. If an agreement has not been reached within 120 days of the final 
release of the RSVS for the corresponding year, then HFRRF shall 
increase member contributions, suspend COLAs, and/or increase 
retirement age such that the City Contribution Rate is decreased to the 
Corridor Midpoint. 
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IV. RISK SHARING VALUATION STUDY (“RSVS”) 
 

This study shall be included in the pension system’s standard valuation study, shall be conducted 

annually by both HFRRF’s retained actuary and the City’s actuary within 180 days of the end of each 

HFRRF’s fiscal year, shall detail the City Contribution Rate before and after any adjustments required by 

this Risk Sharing Provision, and shall include the following assumptions and methods.  All other 

assumptions and methods not listed below are set by the Fund consistent with Actuarial Standards of 

Practice:  

a. Standard Entry Age Normal, 

b. A smoothing method of actuarial losses and gains for no more than 5 years that is selected 

by the Fund, that treats actuarial losses and gains in the same fashion, and is consistent with 

Actuarial Standards of Practice, applied prospectively with the actuarial value of assets 

marked to mark as of June 30, 2016. 

c. Closed amortization matching the Amortization Period, 

d. The Discount Rate, 

e. The Price Inflation Assumption, and 

f. Salary increases and pensionable payroll growth rates set in consultation with the City’s 
Finance Director.  

This RSVS will be performed by each of the parties’ actuaries.  HFRRF will provide  census data  and 

assumptions used for RSVS purposes to the City’s actuary under an agreement containing confidentiality 

terms, , within 90 days of the end of HFRRF’S fiscal year for  replication of the Risk Sharing Valuation 

Study.  If the City Contribution Rate measurement performed by each party is within 2% of pensionable 

payroll, the results from the pension system’s actuary will be used.  If the  measured results have a 

variance that is greater than 2% of pensionable payroll, then the actuaries for the two parties will have 

two weeks to work together in an attempt to reconcile the difference.  If after such attempts, there 

remains a variance of greater than 2% of pensionable payroll, the arithmetic average of the two sets of 

results determined by the HFRRF actuary and the City’s actuary, respectively, will be used. If, for any 

year, the City does not perform a RSVS then the results from the RSVS performed by HFRRF’s actuary 

will be used. 

The Initial RSVS will serve as the basis for the Corridor Midpoint.  The Initial RSVS will be performed by 

each of the parties.  If the results are not within 2% of pensionable payroll in each year, then the 

actuaries of the two parties shall work together to reconcile differences greater than 2% of pensionable 

payroll. If after such attempts, there remains a variance of greater than 2% of pensionable payroll, the 

arithmetic average of the two sets of results determined by the HFRRF actuary and the City’s actuary, 
respectively, will be used. 
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V. DEFINITIONS 

Amortization Base – Means the Legacy Liability and, as determined pursuant to each annual RSVS 
following the Initial RSVS, an amount equal to the unanticipated change in the unfunded actuarial 
accrued liability (UAAL) from the prior year. These bases could be due to demographic experience, 
investment experience, assumption changes, City contributions in excess of the City Contribution Rate, 
etc.  

Amortization Period – The length of time it will take to fully pay an Amortization Base. Each 
Amortization Base will be layered and have its own Amortization Period. This initial amortization for 
each Amortization Base will set a Payoff Year for that Liability Layer. This closed Amortization Period 
shall initially be 30 years from the creation of the Liability Layer for each “Loss Base.” The Amortization 
Period for each “Gain Base” shall be equal to the remaining Amortization Period on the largest 
remaining “Loss Base”.   

City’s Actuary - The City will select an actuary from a professional service firm to perform the RSVS.  The 
principal actuary may not already be providing actuarial services to any of the City’s retirement systems, 
must have a minimum of 10 years of professional actuarial experience, and must be a member of the 
American Academy of Actuaries or a Fellow of the Society of Actuaries who has met the requirements to 
issue Statements of Actuarial Opinion. 

City Contribution Rate – A percent of pensionable payroll sufficient to pay Employer Normal Cost plus 
the amortization of Liability Layers, including the Legacy Liability.  

Corridor – The range of City Contribution Rates that are greater than or equal to the Minimum 
Contribution Rate and less than the Maximum Contribution Rate. 

Corridor Margin – Set at five (5) percent. 

Corridor Midpoint –The Corridor Midpoint in any given year shall equal the City Contribution Rate, 
rounded to XX.XX% (i.e. rounded to the nearest hundredths  decimal place), as projected out for 31 years 
according to the Initial RSVS. Two years prior to the Payoff Year of the Legacy Liability, pursuant to a 
written agreement between the City and HFRRF, the Parties shall agree upon a transition plan such that 
the Corridor Midpoint will be reset within no more than three years from the Payoff Year of the Legacy 
Liability to the projected City Contribution Rate of the 31st year as determined pursuant to the Initial 
RSVS. 

Discount Rate – The assumed rate of return on investments, initially 7%, but subject to reduction 
according to Section III of this Risk Sharing Provision. The discount rate shall never be reduced below 
The Public Fund Survey’s median return assumption minus 150 basis points (Summary of Findings for FY 
2014 dated March 2016 reports a median of 7.75% making the initial minimum assumed discount rate 
6.25%). The reference point may be modified by mutual agreement between the City and HFRRF if The 
Public Fund Survey becomes unavailable or if the data is provided in such a way as to be unusable. 
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Employer Normal Cost – The portion of the actuarial present value of additional member contributions 
different from the year of the RSVS. 

Funded Ratio - The ratio of the pension plan’s actuarial value of assets available for paying benefits 
divided by the Actuarial Accrued Liability. 

Gain Base – Each Amortization Base resulting from an unanticipated change decreasing the UAAL. 

Initial RSVS – The Risk Sharing Valuation Study as of June 30, 2016 which will set the Corridor Midpoint 
in each year for 31 years. 

Legacy Liability – The Unfunded Actuarial Accrued Liability (UAAL) as of June 30, 2016 reduced by the 
final agreement on pension plan design reform and the amount of any Pension Obligation Bonds issued 
by the City to HFRRF and paid down over time. The Legacy Liability may be reduced further by any other 
City contributions made in excess of these those required by this Risk Sharing Provision and the Payoff 
Year of the Legacy Liability shall be accelerated such that the updated City Contribution Rate equals the 
City Contribution Rate calculated without such excess contributions.  

Level Percent of Payroll Method – Amortization method which defines the amount recognized each 
year as a level percent of pensionable payroll (actual dollar amount recognized increases each year). 

Liability Layer – Amortization Base established in each RSVS.  

Loss Base – The Legacy Liability and each other Amortization Base resulting from an unanticipated 
change increasing the UAAL. 

Maximum Contribution Rate – The sum of the Corridor Midpoint and the Corridor Margin. 

Minimum Contribution Rate – The difference between the Corridor Midpoint and the Corridor Margin.  

Payoff Year – The payoff year of an amortization is the year set when a base is fully amortized according 
to the Amortization Period. According to Section III, this Payoff Year may move forward or backwards in 
time, but to no more than 30 years or less than 20 years from the original year of the Liability Layer. If a 
“Gain Base” has the same Payoff Year as a “Loss Base,” the acceleration of the Payoff Year must be 
applied to both. 

Price Inflation Assumption – As set with each experience study conducted by HFRRF, but no less than 
every five years, the most recent Fed’s Survey of Professional Forecasters current Headline CPI ten year 
forecast; (currently 2.15%) (https://www.philadelphiafed.org/research-and-data/real-time-
center/survey-of-professional-forecasters) plus or minus up to 50 basis points. The reference point may 
be modified by mutual agreement between the City and HFRRF if the Fed’s Survey of Professional 
Forecasters Headline CPI ten year forecast becomes unavailable. 

Third Quarter Line – The Corridor Midpoint plus half of the Corridor Margin. 

72 SUSTAINABLE



March 18, 2016 (Partial Report)

Standard & Poor’s Ratings Services lowered its rating on the 
City of  Houston, Texas’ existing general obligation (GO) debt 
by one notch to ‘AA’ from ‘AA+’. The outlook is negative.

The downgrade reflects our opinion of  the city’s large un-
funded pension liability that has been exacerbated by what we 
consider optimistic rate of  return assumptions and a history 
of  lower-than-actuarially determined contributions, which the 
current administration is seeking to correct. The impact that 
growing pension costs have on Houston’s budgetary flexibil-
ity are magnified by charter limitations on revenue increases 
and more recently, the impact of  low oil prices on local tax 
revenues. The negative outlook reflects our view that there 
is at least a one-in-three probability that we could lower the 
rating again within the next two years if  Houston is unable to 
develop and implement a credible plan that lowers its unfund-
ed pension liability or if  continued softness in oil prices leads 
to ongoing contractions in tax revenue.

At the same time, Standard & Poor’s assigned its ‘AA’ rat-
ing, and negative outlook, to the city’s series 2016A public 
improvement refunding bonds. The series 2016A bonds 
are payable from an ad-valorem tax, levied within the limits 
prescribed by law, on all taxable property in the city. Bond 
proceeds will be used to refund commercial paper notes into 
longer-term financing commensurate with the useful lives of  
the assets funded by the commercial paper, and also refund 
existing debt for an estimated present value savings of  roughly 
$45 million. Officials intend to take the bulk of  savings over 
the next two years.

Therefore, the ‘AA’ rating reflects our opinion of:

•  Strong economy, with access to a broad and diverse 
metropolitan statistical area (MSA);

•  Adequate budgetary performance, with an operating 
surplus in the general fund but an adjusted operating deficit at 
the total governmental fund level in fiscal 2015;

•  Adequate budgetary flexibility, with an available fund 
balance in fiscal 2015 of  14.5% of  operating expenditures, as 
well as limited capacity to raise revenues due to charter-im-
posed revenue-raising limitations;

•  Very strong liquidity, with total government available 
liquidity at 47.5% of  total governmental fund expenditures 
and 4.1x governmental debt service, and access to external 
liquidity we consider exceptional;

•  Very strong management, with “strong” financial pol-
icies and practices under our financial management assessment 

(FMA) methodology;

•  Very weak debt and contingent liability position, with 
debt service carrying charges at 11.6% of  expenditures and net 
direct debt that is 111.7% of  total governmental fund revenue, 
as well as a large pension and other postemployment benefit 
(OPEB) obligation; and

•  Strong institutional framework score.

Strong economy
We consider Houston’s economy strong. The city, with an 
estimated population of  2.2 million, is located in Fort Bend, 
Harris, and Montgomery counties in the Houston-The Wood-
lands-Sugar Land MSA, which we consider to be broad and 
diverse. The city has a projected per capita effective buying 
income of  91.6% of  the national level and per capita market 
value of  $92,008. Overall, the city’s market value grew by 
10.1% over the past year to $206.1 billion in 2016.

The weight-averaged unemployment rate of  the counties was 
4.9% in 2014.

In the years following the Great Recession, Houston emerged 
as one of  the fastest-growing large MSAs in the nation.

Over a three-year period (ended in 2014), property tax reve-
nues grew by 30% while sales tax revenues rose by 28%.

However, the oil industry, which has a sizable presence in 
Houston, has experienced slowdowns over the past year due to 
low oil prices. This, when combined with revenue caps has led 
to some softness in tax revenues. For fiscal 2016, officials are 
projecting property tax collections to increase by 2.4% relative 
to the previous year while year-to-date sales taxes are down 
4.6% from the previous year.

While currently low oil prices create some uncertainty over 
near-term employment levels in the oil industry (which con-
tains a significant presence in Houston), we believe the local 
economy is broad and diversified enough to withstand ongo-
ing slowdowns in oil-related activity as long as they are not 
too protracted. Although it has not yet occurred, a prolonged 
slowdown could result in muted property tax base growth 
over the next few years. However, the city continues to see a 
boom in downstream petrochemical activity and continues to 
maintain a large medical presence, both of  which are expected 
to help mitigate the impact of  low oil prices.

Adequate budgetary performance
Houston’s budgetary performance is adequate in our opinion. 
The city had surplus operating results in the general fund of  
1.9% of  expenditures, but an adjusted deficit result across all 
governmental funds of  1.8% in fiscal 2015.
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The results discussed above is adjusted to account for, among 
other things, what the city’s financial results would have been 
had its funded its full actuarially determined contributions for 
its pension plans. Property taxes generated 49% of  fiscal 2015 
general fund revenue, followed by sales taxes (31%). The city 
is projecting a roughly $85.9 million reduction of  its fiscal 
2016 year-end general fund balance, which can be attributed 
partially to sales tax revenue declines. While the city has not 
yet finalized its fiscal 2017 budget, officials expect to adopt 
a budget that demonstrates roughly break-even general fund 
and keeps the fund balance at just over 9.0%, which is over the 
formal policy of  7.5%.

Long-term financial forecast calls for continued operating 
deficits through fiscal year-end 2020. The city, however, has 
a demonstrated track record outperforming its budget with 
long-term forecasts serving as very conservative projections 
that are used more as a planning tool.

Weakening our view of  Houston’s budgetary performance is 
our opinion of  the city’s budgetary pressures related to pen-
sion costs, which we discuss in more detail below. We believe 
continued cost increases related to pension funding will remain 
a budgetary challenge, which is compounded by revenue-rais-
ing limitations and the impact of  low oil prices. While the city 
is managing discretionary expenditures and reducing certain 
non-essential services, it is also exploring additional avenues to 
reduce future pension costs and increase future revenue. We 
will continue to monitor future budgetary performance; failure 
to maintain structural balance while addressing pension costs 
will likely lead to a lower rating.

Outlook
The negative outlook reflects our view of  at least a one-in-
three chance that we could lower the rating again within the 
next two years if  the city is unable to enact sustainable pension 
reforms that reduces its unfunded liability and future annual 
costs. Supporting the negative outlook is the recent slowdown 
in oil activity that has impacted sales tax revenues and Hous-
ton’s charter-imposed revenue-raising limitations, which have 
resulted in an estimated cumulative lost property tax revenue 
of  $120 million in fiscal years 2015 and 2016, with the expec-
tation that this loss will increase over the next few years. If  the 
city is unable to address its pension liabilities within the next 
two years while maintaining structurally balanced operations, 
we will likely lower the rating. 

However, if  Houston is able to implement pension reform, we 
could revise the outlook to stable if  we feel that such changes 
lead to a sustainable, structurally balanced budget that also 
addresses pension liabilities. Over the long term, we believe 
any modifications to existing charter-imposed revenue-raising 
limitations that reduces the amount of  lost property tax reve-
nue could provide additional credit strength.
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“However, if Houston is able to 
implement pension reform, we 

could revise the outlook to stable if 
we feel that such changes lead to a 
sustainable, structurally balanced 
budget that also addresses pension 

liabilities. 
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March 16, 2016 

Moody’s Investors Service has downgraded the City of  
Houston’s (TX) general obligation limited tax rating to Aa3 
from Aa2, affecting approximately $3 billion in previously 
issued bonds. Concurrently, Moody’s assigns a Aa3 to the 
City of  Houston, TX’s $600 million Public Improvement 
Refunding Bonds, Series 2016A. The outlook remains 
negative.

The downgrade to Aa3 reflects weakening economic and 
financial performance driven by prolonged decreases in oil 
prices. It also reflects the city’s high fixed costs, large un-
funded pension liabilities (among the highest in the nation), 
as well as property tax caps.

The Aa3 also considers recent positive General Fund per-
formance, and growth in non-energy sectors that has offset 
some of  the softening. Additionally, the rating recognizes 
the positive actions taken by the new Mayor and his plan to 
engage several stakeholders to modify the city’s fixed costs 
and generate additional revenues, all within the next 18 to 
24 months. These plans signal a change from past initiatives, 
and positive movement on the plans will be key to stabiliz-
ing the credit profile.

Rating Outlook
The negative outlook reflects the recent weakness in eco-
nomic and sales tax performance, fueled by energy com-
panies’ reduced investments in personnel and capital, as oil 
prices have remained low. The recent weakening in sales tax-
es is also contributing to the expected budget gap at fiscal 
year end 2016, with the city expecting to draw on an already 
somewhat limited reserve position, compared to peers.

The negative outlook additionally reflects the challenges 
the city faces from growing pensions costs and liabilities, 
which are compounded by significantly limited revenue 
raising flexibility. Fixed costs remain a high portion of  the 
budget (a little over 31% in FY 2015). Costs have grown 
significantly over the past five years, and are expected to 
grow absent any pension reform. Management, under the 
new Mayor, has identified initiatives to address the structur-
al imbalance and stem the increase in long-term liabilities. 
Positive momentum and implementation of  the plans will 
be key credit considerations going forward.

Factors that Could Lead to an Upgrade
Stabilized economy with a return to strong growth; im-
provement in employment performance and other econom-
ic indicators

A sustainable plan to manage pension liabilities that do not 
threaten city’s fiscal health; structurally balanced operations 
with full pension contribution

Removal of  revenue cap, providing city with flexibility to 
capture growth in assessed values

Strong operating performance with a trend of  surpluses to 
boost the reserve position, and increase liquidity

Factors that Could Lead to a Down-
grade
Further economic deterioration beyond current projections

Failure to address projected deficits either through revenue 
flexibility, reduced spending or a combination thereof, lead-
ing to a reduction in reserves

Lack of  sustainable plan to address growing pension liabil-
ity

Legal Security
The bonds are secured by a direct and continuing annual ad 
valorem tax, levied against all taxable property within the 
limits prescribed by law.

Use of  Proceeds
Proceeds of  the sale will refund about $100 million of  
existing commercial paper debt, while the remainder will 
refund certain maturities of  the city’s outstanding debt for 
an expected net present value savings of  8.5%.

Obligor Profile
The City of  Houston is the largest city in the state, and 
fourth largest city by population in the U.S.. Located in 
Harris County, the city has home to an estimated 2.2 million 
people. Some of  its main economic drivers include energy 
and resources, manufacturing, and logistics.

Methodology
The principal methodology used in this rating was US Local 
Government General Obligation Debt published in January 
2014. Please see the Ratings Methodologies page on www.
moodys.com for a copy of  this methodology.
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