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EXECUTIVE SUMMARY

The State of Connecticut continues to face the consequences of decades of failure by
prior administrations to adequately and responsibly fund the state’s pension obligations.
These failures have threatened not only the financial and economic stability of the state,
but have jeopardized the future of retirement security for hundreds of thousands of
working people and their families, including teachers, law enforcement officers and
caregivers to our state’s most vulnerable citizens.

State leaders have taken essential steps over the last eight years to begin the hard work
of righting Connecticut’s history of pension underfunding. These collaborations have
resulted in sacrifices by workers and have created new innovative payment reform plans
to set Connecticut on a more disciplined path to financial recovery. Recent Labor-
Management agreements have created new retirement tiers that increase employee
contributions, prevent overtime spiking and require other sacrifices. New annual “stress
tests” of the state’s retirement systems will serve as an important monitoring tool for
policymakers, better assuring that future generations do not repeat the mistakes of the
past.

These steps have already improved the financial health of the state’s retirement systems,
but more is necessary to adequately strengthen the state’s financial outlook, and
reaffirm Connecticut’'s obligations to those who have spent their lives working and
sacrificing under the belief and promise of financial security and stability for their
families.

Policy makers across government are continuing to explore new and innovative
solutions to manage Connecticut's unfunded liabilities. A new state administration, as
well as a new team of constitutional officers and lawmakers, is beginning the process of
declaring its proposals for consideration.

The Connecticut General Assembly, through Public Act 17-2 June Special Session, Sec.
180, established the Connecticut Pension Sustainability Commission to assist with this
work. The Commission was mandated to study the feasibility of placing state capital
assets in a trust and maximizing those assets for the sole benefit of the state pension
system.

More specifically, this legislation mandated that the Commission fulfill the following:

1. Perform a preliminary inventory of state capital assets for the purpose of determining the
extent and suitability of those assets for including in such a trust;
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2. Study the potential impact that the inclusion and maximization of such state capital
assets in such a trust may have on the unfunded liability of the state pension system;
3. Make recommendations on the appropriateness of placing state assets in a trust and
maximizing those assets for the sole benefit of the state pension system;
4. Examine the state facility plan prepared pursuant to section 4b-67g of the general
statutes; and
5. If found to be appropriate by the members of the commission, make recommendations
for any legislation or administrative action necessary for establishing a process to
a. Create and manage such a trust, and
b. Identify specific state capital assets for inclusion in such a trust.

The Commission’s key findings, conclusions and recommendations are outlined in more
detail later in this report but may be summarized as:

e Trust Concept - The Commission believes it may be feasible for the state to
establish a mechanism to identify and transfer state assets into a trust for the sole
benefit of the state’s pension funds

e Asset Eligibility / Public Policy Considerations — the Commission recommends
that the legislature provide specific policy guidelines before specific assets are
considered for potential contribution to a trust mechanism

e Trust Governance — The Commission concludes that the Office of the State
Treasurer is the appropriate authority to provide oversight and direction on the
management of any kind of asset trust

e State Lottery - The Commission believes that the concept of using the proceeds
of the Connecticut Lottery for the benefit of the pension funds or the wholesale
transfer of the Connecticut Lottery, as an asset to the funds, is technically feasible.
Additional consideration on how either action would affect the liquidity of the
pension funds requires further study.

e Further Analysis — The Commission recommends that, should the legislature
wish to explore the specific concepts identified in this report further, that such
work be conducted by either the Office of the State Treasurer and/or through the
continuation of the existing Connecticut Pension Sustainability Commission in
order to avoid duplicative work by another newly established state entity. The
Commission also recommends that the legislature, in pursuing additional
analysis, designate sufficient resources to allow for professional legal, accounting,
actuarial and/or other necessary consulting services to verify the feasibility of
these concepts. The determination of what constitutes sufficient resources will
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depend on the scope of analysis mandated by the legislature however the
commission notes that professional consulting services may exceed $100,000.

Background

The State of Connecticut has experienced serial budget deficits dating back more than a
decade. Analysis of these deficits indicate that escalating fixed costs have contributed
significantly to the imbalance, specifically required annual contributions to retired
teachers’ and state workers’ pension funds. This growing obligation has crowded out
spending for other governmental programs and created uncertainty and concern for
businesses and credit markets, conceivably depressing economic vitality.

The cause of these burgeoning pension costs is primarily the failure by previous
governors and legislatures to make annual contributions to the pension funds in
anticipation of actuarially-projected future obligations — typically described today as the
“unfunded liabilities.”

The State has struggled to find a path to a balanced budget with these increasing fixed
costs. Early in 2017, an information forum sponsored by members of the Finance,
Revenue & Bonding Committee included a presentation posing the opportunity to
consider a new concept, what subsequently came to be called the Legacy Obligation
Trust, or LOT. It was this concept, viewed as a potential means to mitigate state pension
unfunded liabilities, which led to the Legislature’s decision to create the Pension
Sustainability Commission, specifically tasked with proving out the concept. It is
important to note that this commission was not tasked with solving all aspects of
pension sustainability.

Commission Formation & Information Gathering Process

Although the Commission was given a one-year term to perform its labors, beginning
on January 1, 2018, the slow appointment process resulted in a July 2018 start. The
Commission spent approximately six months researching and receiving presentations of
verbal and written testimony from project managers, actuaries, academics and various
experts from across sectors and across the country. The goal was to better understand
the costs, benefits and opportunities in reinvesting public assets to optimize those
assets, while strengthening the state’s financial position.

On a parallel track, the Commission worked to identify legal and policy considerations
and criteria that must or should be factored into any decision to transfer any state asset
for the purposes of reinvesting it into the state’s pension funds (Legal Subgroup Report).
The Commission has been working closely with the State Office of Policy and
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Management (OPM) in an effort to apply these proposed criteria to the state’s inventory
of capital assets so that the state can determine what assets may be appropriate for a
state entity to consider reinvesting for the benefit of the state’s pension funds. That
effort by OPM remains ongoing as of the publication of this report.

At the beginning of the Commission’s tenure, the focus of invited presenters was on the
background and causes of the State’s fiscal condition and deficit history. Presenters
included Ben Barnes, Secretary of the Office of Policy & Management, and Jim Millstein,
Principal of Millstein & Co (Millstein Presentation). This report contains a number of
charts and other data-derived documents which illustrate the sources and consequences
of both the current and future budget situations. The presentations also noted efforts to
date intended to address the deficit situation. Presenters included Jim Smith and Bob
Patricelli, the Chairs of the former Connecticut Commission on Fiscal Stability and
Economic Growth, which had previously considered transfer of the CT Lottery to the
pension funds (Fiscal Stability and Economic Growth Presentation).

Subsequent presentations focused on examples of initiatives similar to the LOT concept
instituted overseas as well as New Jersey's experience in seeking to use its state lottery
to reduce budget deficits there. Lastly, but very importantly, the Commission examined
the consequences of doing nothing, leaving the State in the untenable circumstances of
increasing budget deficits on State services and the local economy.

Commission Deliberative Process

Early on in the Commission’s discussions, it was agreed that the process would be best
served by a better understanding of several key areas: accounting/actuarial benefits; the
state capital real estate asset universe (including the CT Lottery) for potential donation
to the funds; legal issues; and economic opportunity considerations. Workings groups
comprised of Commission members, were created to investigate these subjects more
thoroughly and then report back to the full Commission on issues, insights and
recommendations (Working Group Assignments). The group entrusted with evaluating
the State capital asset opportunity was particularly important. Much discussion centered
on the critical issue of whether there were sufficient “eligible” assets to justify the
creation of an independent LOT manager structure to implement the concept.
Unfortunately, the short timeframe for the workgroup’s deliberations and the
aforementioned lack of resources made it virtually impossible to reach conclusions on
several of the essential issues, including policy considerations and valuation matters.

The Commission’s final report was to be delivered to the Legislature’s Finance, Revenue
& Bonding Committee as of January 1, 2019. However, a temporary extension was
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sought and granted by the Speaker of the House so that the Commission could
complete its report.

The Legacy Obligation Trust Concept

The Legacy Obligation Trust (LOT) concept is predicated on the assumption that
governmental entities own a multitude of capital assets but typically do not manage
such assets to optimize economic value, primarily because that's not the purpose of
governmental entities (LOT Presentation). The LOT concept involves the governmental
unit making an in-kind contribution of real assets -- such as land, buildings,
infrastructure or enterprises — to a professionally and independently managed trust. The
trust “manager’s” responsibility would be to manage such donated assets to maximize
value for the express benefit of one or more underfunded pension funds. In return, the
manager would be compensated for the additional value created. State-owned assets
may offer immediate value and a dedicated cash stream to support the legacy
obligations. Additional value may be realized if these assets are managed more
efficiently but the upside may be limited. Undeveloped assets, such as raw land and
government occupied buildings, can be assessed for their potential to be repurposed for
a "higher and better use “as defined by real estate appraisers. To the extent that their
present utility can be substituted or eliminated, such assets can be developed to
generate cash flows, unlocking value that will offset legacy obligations and afford
budget relief.

Importantly, the LOT concept was not intended to be a “silver bullet” for the pension
sustainability problem. Rather, it might serve, at best, as a contributory means to
mitigate the pension crisis by increasing funded ratios and restoring confidence in the
State’s fiscal stability.

Several potential benefits may accrue from such a trust, specifically:

e The government unit would receive an immediate credit against its unfunded liability
based on fair market valuation of the assets contributed to the trust;

e The pension funded ratios could increase, potentially improving the credit agencies’
assessment of the governmental unit;

e The pension funds could receive an immediate, positive cash flow which would positively
impact the state’s budget, as the “catch up” payment for the underfunding is reduced.

An adjunct to the LOT concept is the potential creation of Certificates of Trust (COTs), an
instrument, which could potentially increase the liquidity of donated assets by
establishing a public market for such certificates, suitable for investment by public and
private sector portfolio investors.


https://www.cga.ct.gov/fin/tfs/20180710_Pension%20Sustainability%20Commission/20180907/The%20Legendary%20Obligation%20Trust.pdf

Proposed Alternative

Then-State Treasurer Denise Nappier and staff presented an alternative approach to the
LOT concept, embedding the manager’s role within the Office of the Treasurer
(Treasurer Nappier Presentation). As stated in the presentation, “A prudent transfer of
State assets that can be developed and improved within the confines and authorities of
current pension fund governance.”

Components of the plan:

1. Monetize CT Lottery revenues and transfer other state capital assets to the Teacher
Retirement System (TRS) in order to mitigate the impact of moving to a more realistic
investment return assumption of 7.5% (from 8%). Assets would be invested consistent
with the Investment Policy Statement, including asset allocations, approved by the
Investment Advisory Council, and the requirements of pension fund governance.

2. Pay off the Pension Obligation Bonds (POBs) in Fiscal Year 2026 (the first full fiscal year
they can be redeemed), thereby allowing for more options for responsible recalculation
of future contributions.

3. Following payoff of the POBs, re-amortize the TRS's remaining unfunded liability and
further reduce the investment return assumption to 7%, consistent with capital market
expectations.

This proposal would potentially generate net General Fund savings of $440 million from
FY 2020 through 2025, bring General Fund costs roughly in line with budgetary funding
“constraint,” and improve TRS cash flow by $560 million.

After Fiscal Year 2025, the State would be in a position to pay off the POBs for roughly
$1.9 billion, using the estimated Actuarially Determined Employer Contribution (ADEC)
and the POB debt service payment for that year, subsequently saving $2.25 billion in
debt.

Key Findings, Conclusions & Recommendations

The Commission’s key feasibility findings and conclusions with regard to this concept
are outlined below.

Trust Concept

The Commission believes it may be feasible for the state to establish a mechanism to
identify and transfer state assets into a trust for the sole benefit of the state’s pension
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funds, but that the concept will require further analysis and action by this Commission
or another state entity or agency for reasons explained below.

Identification of Real Estate Assets

There is insufficient information at this time for the Commission to conclusively identify
any specific state real estate assets that may be appropriate for contribution into a trust
for the benefit of the state pension funds. The Commission has developed a list of
criteria that should be considered in a state evaluative process — involving OPM, the
Office of the State Treasurer and any other state authority that the legislature should
designate — for the purposes of determining what real assets are appropriate for transfer
into a trust for the benefit of the state’s pension funds (Capital Asset Selection Criteria).

The Commission established some criteria to ensure that any transfer process take into
account all legal, policy and practical considerations before making such transfer. In the
event that the legislature decides to continue exploring the concept of reinvesting state
real estate for the benefit of the state pension funds, it is imperative that the legislature
provide explicit policy guidance as to whether properties classified as state parks or as
forest land or state farm land, or properties designated as "Historic”, or any other type(s)
of properties should or should not be considered in addition to those simply designated
as surplus. The policy implications for such an asset reinvestment and transfer, while
potentially worthwhile, are too significant for the scope of this Commission’s existing
charge.

Trust Governance

The Commission considered two basic governance structures: one by an independent
trust manager and the other by the Office of the State Treasurer. The Commission has
found that it is only feasible for any such trust, as outlined in this report, to be managed
under the sole authority of the State Treasurer who has sole fiduciary authority over the
pension funds. The Commission does not believe it is legally feasible or advisable for
any trust to be managed by an independent non-state authority over pension fund
investments outside of the authority of the State Treasurer. Attempting to do so has the
potential to interfere with the State Treasurer's fiduciary responsibility, as well as the
essential tax exempt status of the pension funds.

Transfer of Lottery Proceeds vs. Transfer of Lottery Asset

The Commission explored various concepts involving the use of Connecticut Lottery
revenue for the benefit of the state pension funds, including the securitization of all or
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some of the anticipated value of the Connecticut Lottery or an entire asset transfer.
Based on research and analysis presented to the Commission and attached to this
report, including analysis by the Office of the State Treasurer (Treasurer Nappier
Presentation), the Commission believes that the concept of using the proceeds of the
Connecticut Lottery for the benefit of the pension funds is feasible. The Commission
also believes that wholesale transfer of the Connecticut Lottery, as an asset to the funds,
is technically feasible, although the Commission notes that the Office of the State
Treasurer raised important concerns about how that approach would affect the liquidity
of the pension funds. A wholesale asset transfer would increase the value of the pension
funds’ assets and reduce the unfunded liability; however, it would also reduce the ADEC
and result in negative cash flows to the funds. Donation of the lottery as an asset may
be feasible subject to certain concerns related to liquidity and the need to create or
modify the governance structure.

Further Analysis

The Commission recommends that, should the legislature wish to explore the specific
concepts identified in this report further, that such work be conducted by either the
Office of the State Treasurer and/or through the continuation of the existing
Connecticut Pension Sustainability Commission in order to avoid duplicative work by
another newly established state entity. The Commission also recommends that the
legislature, in pursuing additional analysis, designate sufficient resources to allow for
professional legal, accounting, actuarial and/or other necessary consulting services to
verify the feasibility of these concepts. The determination of what constitutes sufficient
resources will depend on the scope of analysis mandated by the legislature however the
commission notes that professional consulting services may exceed $100,000.

REPORT OF THE PENSION SUSTAINABILITY COMMISSION
HISTORY OF PENSION FUNDING
State Employees Retirement System (SERS)

The primary reason for the poor funding status of the State Employees Retirement
System (SERS) is that, while it began offering benefits from 1939 onward, it was
operated entirely on a "pay as you go” basis until 1973, when a phase-in to actuarial
funding first began. The first full ARC payment wasn’t made until 1987. Between 1989
and 2009, five retirement incentive programs (RIPs) were adopted; however, no
adjustment was made in the state’s funding plan to account for the actuarial cost of
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these RIPs. The state’s actuarially required contribution (ARC) was also routinely reduced
between 1993 and 2000 and was further reduced by over $300 million between FY 2009
and 2011 (ARC 2.0 Article).

In an effort to reduce the cost of the system, new less-generous tiers were established in
1982 (tier 2), 1997 (tier 2A), 2011 (tier 3), and 2017 (tier 4). In addition, there is an
increasingly less-generous formula for retiree cost-of-living adjustments (COLAs) for
employees who retire after June 30, 1999, October 2, 2011, and June 30, 2022. Finally,
changes to the normal retirement age, an early retirement penalty, and new employee
contributions that applied to existing employees were adopted in 2011 and 2017.

As noted above, funding for the system began to transition from “pay as you go” to a
pre-funding model starting in 1973, with the first full ARC contribution made in 1987. In
1995 the actuarial method was changed from “entry age normal” to “projected unit
credit” and a new 40-year amortization schedule was adopted. That amortization
schedule was rebased in 1996 and 1997. Subsequent to the global financial crisis, the
return assumption was reduced from 8.5% to 8.25%, and then further reduced to 8.0%
in 2013. In 2017, a major modernization of the funding approach was adopted which
included returning to entry age normal, reducing the return assumption to 6.9%,
transitioning from “level percent of payroll” to “level dollar amortization” over a five year
period, extending the amortization period to 2047 for approximately 4/5ths of the
outstanding liability and layering future gains and losses over separate 25-year periods.
This approach was widely viewed as positive by ratings agencies, and stress testing
performed by the Pew Charitable Trust has shown that the state faces very little risk of
insolvency in the SERS plan due to market variations (PEW Charitable Trusts Article).

Subsequent to the Commission’s deliberations, Governor Ned Lamont proposed
combining the transitional and statutory amortization bases that are to be paid-off by
2047 as well as the adoption of market performance risk-sharing features for future
retiree’s COLAs.

Teacher’s Retirement System (TRS)

The reasons for the poor funding status of the Teachers’ Retirement System (TRS), like
SERS, include late adoption of actuarial prefunding, consistent underpayment by
previous legislatures of the statutorily required annual contribution and optimistic
return assumptions. TRS began promising benefits in 1917, but was funded on a pay as
you go basis until 1980, and full funding of the ARC was not achieved until 2006. While
the full calculated ARC has been paid since then, the return assumption was 8.5% until
2017 when it was reduced to 8.0%. Changes in retiree COLA formula were adopted for
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members who retire after 1992 and will be further reduced for members who joined the
system after 2007. Member contributions were increased in 1992 and 2018 (SERS Report

and TRB Report).

Seeking to improve the funding of the system, the state issued $2.2 billion in Pension
Obligation Bonds in 2008. These bonds contained a covenant that pledged that the
state would make the ARC payments under the amortization scheme that was adopted
at the time. This covenant constrains the State’s ability to mitigate TRS pension
obligations to this day.

In February 2019, Governor Lamont proposed that unfunded liabilities in both the
Teachers’ Retirement Fund and the State Employees’ Retirement Fund be treated in a
similar fashion. For SERS, the unfunded liability as of June 30, 2016 would be funded
over a 30-year period ending in FY 2047 and for TRS, the liability as of June 30, 2018
would be funded over a 30-year period ending in 2049. In both systems, future gains
and losses would be amortized over new 25-year periods. If we assume that any
potential asset contribution would therefore be treated as an actuarial gain in the year
in which that asset was contributed, the impact on annually recommended
contributions, at an assumed 6.9% discount rate for 25 years, is equal to approximately
8.5% of the value of the asset contributed. For example, if either fund were to receive an
asset valued at $100 million, the State’s contribution toward the unfunded liability in
that fund would be expected to decrease by approximately $8.5 million per year for the
next 25 years.

Two other factors will influence the estimate provided above. First, SERS is in the middle
of a transition from level percent of payroll to level dollar amortization, but TRS would
only begin that transition under the Governor's proposed budget. That means that, if
the asset transfer were to be made before the change in amortization method was
complete; the impact of an asset transfer would be somewhat smaller than the figure
noted above prior to the end of the transition period and somewhat higher thereafter.
Second, while the General Fund supports 100% of the unfunded liability for TRS, it only
supports approximately 72% of the cost of SERS (the remainder being attributable to
positions funded by non-General Fund sources), so the General Fund impact of a $100
million asset transfer to SERS would be expected to be about $6 million per year.

OVERVIEW
The Legacy Obligation Trust (“LOT") design is where a government makes an in-kind
contribution of real assets — like land, buildings, infrastructure, enterprises - to a

professionally managed trust for the benefit of one or more underfunded government
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pensions. The trust issues Certificates of Trust ("COTs"), much like shares of stock, and
divides them among the various pension funds the government unit sponsors. The
COTs convey the fair market value of the assets to the pension funds.

To maximize economic utility of trust assets, which will in turn, increase the fair market
value of the COTs, the independent LOT manager could be awarded a limited share of
COTs to align a powerful profit incentive with the recovery of stakeholders and the
State. The LOT manager can explore various alternatives including a sale, lease, or other
strategic partnerships and joint ventures with the private sector and / or existing
stakeholders. Driving economic value of the assets contributed to the trust further
offsets the legacy obligations.

LOCAL
GOVERNMENT
UNIT (“LGU”)

REAL ESTATE

Vacant land
STEP 2: LOT issues

Buildings
Foreclosures STEP 1 Unit marketable Certificates of
transfers Trust (“COT”) to the pension
assets fo funds evidencing beneficial

INFRASTRUCTURE LOT
Bridges, Tunnels,
Airports, Roads

ownership

ENTERPRISE LOT
Hospitals,
Nursing homes, MANAGER
Utilities
STEP 3. Hire
independent
manager

There are five basic steps to the establishment and functioning of the Legacy Obligation
Trust construct.

STEP 1 - Asset Evaluation

The first task of the asset evaluation process is where a government unit takes inventory
of all of its capital assets, including real estate, infrastructure, and enterprises. An
underlying premise is that government assets often hold unrealized equity value that, if
managed for profit, could be unlocked to increase actual value and drive economic
growth.
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The universe of government-owned assets can generally be divided into two broad
categories: (a) developed enterprise assets and (b) undeveloped assets:

o DEVELOPED ENTERPRISE ASSETS: State-owned enterprises, authorities, utilities, and
other cash generating assets offer immediate value and a dedicated cash stream to
support the legacy obligations. Additional value may be realized if these assets are
managed more efficiently but the upside may be more limited. The disadvantage of
contributing such assets is that the related cash flows already have a constituency that
will be deprived of that benefit. Other sources of funding would be required for that
constituency to remain unimpaired.

e UNDEVELOPED ASSETS: raw land and government occupied buildings can be assessed
for their potential to be repurposed for a higher and better use. To the extent that their
present utility can be substituted or eliminated, such assets can be developed to
generate cash flows, unlocking value that will offset legacy obligations and afford budget
relief. Examples might include:

@

% raw land to be developed into alternative commercial use like retail, residential, or
even alternative energy production like solar farms

«» State offices are consolidated to empty entire buildings that could be leased or sold

to the private sector

The advantage of undeveloped assets is that they hold great upside potential and can
generate an economic multiplier effect. The disadvantage of such assets is that that
they require professional management and the benefit of time to unlock the higher and
better use value. To the extent that contributed assets exist in the government'’s
designated Opportunity Zones, such assets’ investment attractiveness is enhanced.

The fair market value of the in-kind contributed assets provides immediate credit to the
pension funds.

The second task is to establish criteria for asset-selection. The criteria evaluation should
consider whether the government could part with an asset either by virtue of its surplus
status or by a re-prioritization of public policy.

STEP 2 - Certificates of Trust:

The LOT issues Certificates of Trust to the government unit’s pension fund(s); the LOT
could issue, say, 100,000 certificates — much like shares of stock. The large number of
issues COTs accommodates a division of ownership between multiple pension funds.
The COTs' value is based on the professional valuation of the assets at time of
contribution and annually thereafter.
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The COTs could be structured as marketable securities. Over time, as the LOT assets
generate steady cash dividends, the COTs may become an attractive investment
opportunity for third-party money managers. Such a secondary market gives the
pension funds a liquidation option without forcing the sale of the assets from the LOT.
A reliable secondary market for COTs eliminates the need for an annual desk-top
valuation. Ultimately, the COT market price becomes a proxy measure of the economic
fortunes of the government that has contributed the assets.

STEP 3: LOT Manager:

Critical to the success of unlocking the hidden equity value in contributed assets is the
on-going management of the assets. The selection of the LOT Manager is a
consequential exercise for the pension retirees. The skill set of the LOT Manager must
be matched to the majority of assets that are contributed. A large firm, with a deep
professional bench, might be best suited to the long-term nature of the management
effort. Realistically, there is no single firm that could bring the breadth of expertise to
manage all assets; the LOT Manager should be enabled to sub-contract the necessary
expertise to manage specialized assets but still take responsibility for performance.

The governing charter for controlling the LOT Manager is a subject that requires further
development. Ideally, the LOT Manager should be able to function independently of
government control or influence — or as much as politically feasible. Independence and
minimization of government interference is presumed to enhance the ease of
repurposing contributed assets to higher and better utility.

PRIVATE SECTOR
PENSION FUNDS ENTERPRIBE

OPEB FUNDS

STEP 4 LOT Manager
negotiates sale, lease, or other
economic interest with private
sector enterprise where all
beneficial interest accrues for
the LOT

STEP 5 Success of deployed
assets increase the value of the
MANAGER COT which benefits the pension
& OPEB funds

Assets are re-valued each year
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STEPS 4 & 5: LOT Manager Authority & Empowerment:

The LOT Manager should be authorized and empowered to sell, lease, or contribute the
assets to joint ventures with the private sector. New money invested in the LOT has the
potential to enhance asset value, create new jobs and drive COT valuation that benefit
the creditors and pension plans.

The range of the LOT Manager's authority must be memorialized in a management
contract a set of by-laws so that there is no ambiguity that would interfere with the
disposition and re-purposing of contributed assets. Such a contract can mirror other
management contracts that the pension fund may use to engage other asset managers.
By structuring the COTs as marketable securities, the creditors and pension plans have a
liquidity option to monetize their recovery once the assets in the trust are perceived to
be growing in value.

Above all else, the LOT Manager's reputation and integrity must be of the highest
caliber and beyond reproach. From the selection process to the continuing oversight of
the LOT Manager, there has to be transparency of behavior that is consistent with other
pension asset manager protocols.

Oversight of the LOT Manager will likely vary from government to government. A Board
of Trustees providing oversight is one approach; Board members might include
representatives of the beneficiary pension funds, members of the business community,
and labor.

In Connecticut, the single fiduciary role of the State Treasurer would compel that
office’s direct oversight of the LOT Manager.

New value creation is the ultimate measure of success and, consistent with the effort to
align incentives, should be tied to the LOT Manager’'s compensation. While
compensation design has not yet been fully developed, a combination of fees and a
small percentage of COTs could be granted to the LOT Manager. The COTs could be
restricted: some would be earned over time and some earned based on valuation
enhancement performance. Growing LOT asset value further offsets unfunded pension
liability, minimizes “catch-up” payments, and stimulates the economy.

PRIOR EXAMPLES OF IN-KIND CONTRIBUTIONS

The LOT concept is a new idea that has not been previously implemented in the U.S. In-
kind contributions, however, to satisfy legacy obligations like bond indebtedness and
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pensions have, however, been utilized in the U.S. and internationally. Four examples
include:

e City of Detroit - The use of real assets as a form of payment was the key to settling the
City of Detroit's Chapter 9 bankruptcy in 2013-2014. Several European banks had
financed a $1.4 billion contribution to Detroit's grossly underfunded pension; these
creditors accepted the transfer of certain valuable real estate along Detroit's waterfront
and downtown area, including the Joe Louis Arena and the Detroit Windsor Tunnel. As
the new owners of City assets, these creditors’ long-term recovery became dependent on
their willingness to invest new money to maximize the economic value of their assets.
Presiding bankruptcy court Judge Steven Rhodes specifically cited this creative alignment
of the City’'s redevelopment with creditor recovery as an important feature of the City's
successful exit from bankruptcy.

e City of Hartford - In 2017, the City of Hartford received a $5 million credit against its
pension liability when it transferred the title of Batterson Park to the City’s pension fund.
This action helped the City narrow its cash budget deficit and demonstrates that an in-
kind contribution of real assets can successfully be used to offset pension liability.

e State of New Jersey - New Jersey's 2017 transfer of its lottery to the State’s pension
system was nationally recognized as an in-kind asset contribution that dedicated a
substantial revenue stream to satisfying pension obligations. This transfer, however,
took that same revenue stream away from the state’s general fund budget that was
otherwise funding education and senior citizen-oriented programs. The bond rating
agencies generally regarded this particular move as either “credit neutral” or slightly
“credit positive”.

¢ Queensland Australia - Australia’s third largest state, Queensland, experienced a fiscal
budget deficit in 2009 in the wake of the global recession. Rating agency downgrades
followed rising deficits that ultimately prompted Queensland to announce it would seek
to sell or lease major government-owned assets in response to the crisis. After strenuous
public objection to the outright privatization of assets, Queensland contributed the
state-owned Queensland Motorways Ltd., a 70-kilometer state-owned toll road, to the
pension fund. Queensland received an AU$3 billion credit against its underfunded
pension. The pension fund hired professional infrastructure managers who improved
operations and expanded the toll road. In less than five years, the pension sold the toll
road to the private sector for AU$7 billion. In short, Queensland unlocked AU$7 billion of
hidden equity value sitting on its balance sheet for the benefit of the pensions
(Queensland Motorways Case Study).

It is also noteworthy that the State of New Jersey recently issued a Request for
Qualifications to select a professional advisor to assist the State select and develop
strategies to maximize the value of State-owned assets to fund the State’s pension
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plans, other post-employment benefit obligations, and existing bonds that collectively
exceed more than $200 billion in obligations. The advisor will evaluate various State
assets, including real property, buildings, roads, transit facilities, rights of way, air rights,
development rights, naming rights, and infrastructure such as airports, bridges, water
facilities, ports, parks and recreational facilities. New Jersey is seeking to complete this
evaluation in six months.

In addition, Illinois” Governor J.B. Pritzker recently announced the formation of a pension
task force that will evaluate the potential to make in-kind contributions of state-owned
capital assets to fund the state’s outstanding $134 billion of unfunded pension liabilities.

LOT BENEFITS
The intended benefits of the LOT structure for a government unit include:

e an immediate reduction in the ADEC based on the fair market valuation of the assets
contributed to the trust;

e the ADEC reduction has affords the government unit the opportunity to reduce its
general fund budget expenditure;

e the contributed assets can potentially be returned to the property tax rolls as they
become economically productive;

e an alignment of economic interests of the government unit, labor unions, the business
community, and ultimately, the taxpayers

On the expectation that asset values grow, governments will recognize that the upside
valuation makes a dent in the unfunded liabilities and can have a positive cash flow
impact. As such, the government will have an incentive to create a business and
regulatory environment that can further drive asset value.

CONCERNS AND VULNERABILITIES

As noted earlier, the LOT construct has not been fully implemented previously and
represents a new approach that will likely go through trial and error and be modified to
suit each government.

S&P Global Market Intelligence released a short advisory on February 19, 2019 entitled
“Pension Brief: Are Asset Transfers A Gimmick Or A Sound Fiscal Strategy? In this
advisory, S&P expresses concern for weak investment returns, demographic challenges,
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and the potential for economic decline increasing the longer the current expansion lasts.
They acknowledge that some state and local governments “have looked to develop
creative solutions to help mitigate expanding liabilities and bolster wanting asset levels...
they are considering asset transfers along with other revenue streams that can be used
to both improve pension funding levels and provide budgetary relief.”

S&P has four key questions in considering an asset transfer's impact on credit quality:

N

Is the valuation of the asset reasonable and verifiable?

Is liquidation of the asset practical?

Does the plan have such a low funded status that liquidity issues may arise prior to the
realization of a future revenue stream?

Is the asset valuation technique an attempt to reduce contribution requirements in the
short term while further underfunding the pension system and compounding future
contribution requirements?

These are excellent questions and beg additional thoughts on the LOT design
considerations.

1.

Reasonable and Verifiable Valuation: an independent valuation at the initial transfer
and then regularly afterwards will be required to satisfy S&P’s concern. The valuation
process should be done by one or more independent professional firms with expertise in
the particular assets. Under the LOT design, there would need to be two valuations: one
for the assets and a second for the Certificates of Trust. If the LOT development
progresses to the point where cash dividends are being paid, a viable secondary market
may develop for the COT holders and a true market price could be used to value the
COTs. Such a design could satisfy S&P’s concern.

Asset Liquidation Practicality: This concern is addressed as part of the asset selection
criteria before the transfer. An asset like a lottery cannot be sold to a private third party;
therefore, there should be confidence that the cash generating capacity is steady and
reliable. Like New Jersey, a lottery could be transferred directly to the pension but not
the LOT construct. The LOT, by design, should have the authority to sell its assets to
third parties under the terms and conditions outlined in the LOT Manager’s contract.

S&P’s concern has additional implications whether assets should be contributed directly
to the pension or to an independent vehicle like the LOT. The answer may vary with the
type of asset contributed.

Developed enterprise assets, especially those that have tax-exempt debt attached, may
best be contributed directly to State pensions in order to avoid triggering refinancing
requirements. These assets are likely to be cash-generating enterprises and authority-
owned assets that may continue to provide a public benefit while under pension fund
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ownership. Undeveloped assets may best be suited for contribution to an independent
vehicle that is under professional management to maximize value under a highest and
best use strategy.

3. Pension Funding Status: The pension fund liquidity management is a serious concern
and requires careful coordination during the asset selection process. A government
pension must assume that undeveloped assets contributed to a LOT may require five to
eight years of management before it throws off a positive cash flow. Contributing a
balance of cash flowing and non-cash flowing assets to a LOT can help abate S&P’s
concern. In addition, the government could enhance pension liquidity by funding ADEC
plus a supplement cash contribution. State Treasurer Denise Nappier raised this very
issue was raised during the course of the Commission’s deliberations. Treasurer Nappier
further expressed concerns about whether such asset transfers may jeopardize attached
tax exemption. In addition, the LOT management construct could hinder or conflict with
the State Treasurer's fiduciary duty

4. Funding Discipline: This last S&P concern is perhaps the most compelling. The
government unit needs to exercise the necessary fiscal discipline not to underfund in the
future if they are going to pursue an in-kind asset contribution strategy. In the absence
of such discipline, the asset transfer would be regarded as a “one-shot” gimmick that
defers meaningful reform. The LOT concept holds the potential to make a significant
dent in legacy obligations but is not the definitive answer to pension underfunding.

CT STATE LOTTERY TRANSFER
Concepts Explored

The Commission heard from several speakers who addressed the potential for the
Connecticut State Lottery to serve as a vehicle for improving the funding status of the
TRS. The Connecticut Lottery is a quasi-public asset valued at approximately $5 billion
and generates approximately $345 million in revenue (Connecticut Lottery Testimony).
for the state’s general fund. The Commission believes that the concept of using the
proceeds of the Connecticut Lottery to for the benefit of the pension funds is feasible.

Jim Millstein, CEO of Millstein and Co., appeared before this Commission and revisited a
recommendation of the Fiscal Stability Commission that the state contribute the lottery
in kind to the TRS at a fair market value. He suggested that this be accomplished in a
manner similar to what was done in New Jersey in 2017 wherein the lottery enterprise in
its entirety was transferred to the New Jersey state pension funds in a 30-year
concession agreement. The lottery enterprise was valued as an asset worth over $13
billion, and part of that transfer, the annual net proceeds of the New Jersey lottery,
valued at over $1 billion annually, would flow to the pension funds as well. Francis Chin
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of American Public Infrastructure LLP was involved in the New Jersey transaction and
explained to the Commission that a new actuarial technique was developed to set forth
how the ADEC would be calculated, but the impact of this transfer would be an
immediate decrease in the unfunded liability and a decrease in the state’s ADEC.
Although initially budget neutral due to the loss of that same amount in the General
Fund, Chin clarified that it shifts to level credit over time.

Millstein identified several potential benefits of such an asset transfer. First, it would
provide a dedicated source of funding for the TRS. Second, it would replace the annual
appropriation to the TRS from the state budget with revenue from the lottery. Third, it
would increase the funded status of the TRS thereby reducing the state’s pension
liability vis a vis a reduced ADEC. This reduced ADEC would offset the loss of the lottery
revenue to the General Fund. Moreover, the improved UAAL would result in an
improvement to the state’s credit rating. State Treasurer Denise Nappier, however,
cautioned that “the General Fund'’s gain would be the TRS's loss because less cash
would flow into the TRS and trigger greater negative cash flows.” She also noted that
although the value of the lottery concession estimated at $5 billion would be included
as a plan asset for actuarial purposes, it would not be valued this way for financial
statement purposes in accordance with GASB rules.

Treasurer Nappier instead proposed an alternative plan wherein lottery revenues would
be monetized by using revenue bonds sufficient to generate cash proceeds of $1.5
billion that would be deposited into the TRS. In addition, $1.5 billion of state owned
assets would be transferred into the TRS, and an irrevocable trust would be established.
Treasurer Nappier estimated that her proposal would generate approximately $440
million in savings to the General Fund from FY 2020 through FY 2025, and the TRS cash
flow would be improved by approximately $560 million. Finally, after FY 2025, the State
could pay off the Pension Obligation Bonds for $1.9 billion using the state ADEC and
debt service payment for that year. Also, the TRS's investment return assumption could
be lowered from 8% to 7%. Nappier insisted that the success of this proposal is
dependent on the legislature continuing discipline imposed by the bond covenants and
that the legislature should only be permitted to appropriate less than the ADEC by a
supermajority vote with public notice. Her plan would result in a significant reduction in
the anticipated TRS funding “spike” from $3.25 billion to $1.78 billion. It is important to
note, however, that Treasurer Nappier's proposal is dependent on the existence of at
least $1.5 billion in state assets that could be transferred to the TRS.
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Next Steps

Before any of the above-mentioned proposals can be seriously considered, several steps
must be taken. A determination of the exact fair market value of the CT Lottery would
be required as would an examination of how/if the management of the Lottery would
remain in its current form or be changed.

Alternative Proposal

The Connecticut Retirement Plans and Trust Funds (“CRPTF") was established by the
Treasurer of the State of Connecticut (“the Treasurer”), and approved by the Investment
Advisory Council ("IAC"), in accordance with the provisions of subsection (c) of Section
3-13b of the Connecticut General Statutes. Invested assets of the following plans and
trusts are pooled together:

1. State Employees’ Retirement Fund,

2. Teachers' Retirement Fund,

3. Connecticut Municipal Employees’ Retirement Fund,
4. Probate Judges and Employees Retirement Fund,
5. State Judge's Retirement Fund,

6. State's Attorneys’' Retirement Fund,

7. Soldiers’, Sailors’ and Marines’ Fund,

8. Arts Endowment Fund,

9. Agricultural College Fund,

10. Ida Eaton Cotton Fund,

11. Andrew C. Clark Fund,

12. School Fund,

13. Hopemead Fund, and

14. Police and Firemen Survivors' Benefit Fund.

15. Other Post-Employment Benefits Trust Fund

Pursuant to the Connecticut General Statutes, the Treasurer is the principal fiduciary of
the CRPTF. Responsibilities in this regard are governed by fiduciary law and standards,
and by the Constitution and laws of the State of Connecticut.

In carrying out these responsibilities, and as an elected Constitutional Officer of the
State of Connecticut, the Treasurer is responsible for the investment and custody of all
CRPTF assets and the selection of and contracting with all money managers, investment
partners and other service providers
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The Treasurer may retain money managers, investment partners and other service
providers to assist in the management of the assets held by the CRPTF and will exercise
prudence and care in selecting, instructing and supervising such providers of investment
and investment related services. The Treasurer may invest CRPTF assets directly into
companies, including investment funds, limited partnerships, limited liability companies,
REITs and conduct due diligence, select and monitor the management of such direct
investment vehicles. Consistent with Section 3-13i of the Connecticut General Statutes,
before the retention of any such money manager, investment partner or professional
consultant, the Treasurer will present recommendations to the IAC for its consideration.
After such presentation, unless waived by a vote of the IAC, the IAC will have up to 45
days to review and comment upon any proposed contract for investment advisory
services prior to the execution of such a contract by the Treasurer. The Treasurer is
responsible for negotiating the terms of the contract and subsequent amendments to
said contract.

Asset Allocation

To provide a means for investing pension plans and other trust fund assets in a variety
of investment asset classes, open end investment portfolios known as combined
investment funds (“CIF”) have been established (Treasurer Nappier Combined Investment
Funds Report). The CIFs are as follows and are classified as Liquid, Hybrid Liquid and
Illiquid portfolios.

Liquid
1. Mutual Equity Fund (US Equity)
Developed Markets International Stock Fund (Developed Markets Equity)
Emerging Markets International Stock Fund (Emerging Markets Equity)
Core Fixed Income Fund (Core Bonds)
Inflation Linked Bond Fund (Global Inflation Linked Bonds)
High Yield Bond Fund (High Yield Bonds)
Emerging Market Debt Fund (Emerging Market Bonds)
Liquidity Fund (Cash and Short Term Investments)

©®No vk WwN

Hybrid Liquid
1. Alternative Investment Fund (Hedge Funds, Private Credit and Real Assets) Illiquid
2. Real Estate Fund (Real Estate Separate Accounts and Funds)
3. Private Investment Fund (Private Equity, Venture Capital)

The asset allocation to the CIF's for each of the CRPTF is established by the Treasurer,
with approval of the IAC, based on (1) capital market theory, (2) financial and fiduciary
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requirements, and (3) liquidity needs. Benefit payments, trust distributions and plan
expenses in excess of contributions are paid from the investment program.

A broad array of asset classes is considered for inclusion in a potential asset allocation
structure. Each asset class has its own distinct characteristics, as well as expectations for
long term return and risk behavior. Mathematical modeling is used to determine which
mix of asset classes maximizes return at each level of risk. In addition to the asset
allocation policy then in place, several alternative asset mixes are selected for further
analysis. The liabilities or trust distribution needs are modeled in detail and projections
are made based on the actuarial or spending assumptions underlying each of the
retirement plans and trusts. The behavior of both the asset classes and the liabilities are
tested under different economic scenarios using sophisticated simulation software. The
outcomes of these tests are then examined to determine which asset mix offers a
balanced risk/return tradeoff as measured by the impact on the liabilities or spending
policy over multiple time horizons.

For purposes of this report, the capital assets discussed by the Pension Sustainability
Commission (“Commission”) could be considered for inclusion in the Real Estate Fund
("REF") and/or the Real Assets portion of the Alternative Investment Fund ("AIF"), subject
to the guidelines established in the Investment Policy Statement (“IPS”).

Further details of these considerations follows:
Real Estate Assets

Capital assets identified for transfer into the pension plan(s) that would otherwise
qualify as real estate assets could be allocated to the Real Estate Fund (REF).

The REF is the CIF through which the CRPTF makes investments in the real estate asset
class. The investments may consist of a number of different investment strategies and
investment vehicles, including externally managed commingled funds, separate
accounts and/or publicly traded real estate securities. All investments in real estate
assets are expected to adhere to the standards of fiduciary obligation to the
beneficiaries of the CRPTF, and will be considered in the context of the relevant
risk/reward factors of this asset class and consistent with the statutory requirements for
consideration of investments by the Treasurer in accordance with Section 3-13d (a) of
the Connecticut General Statutes.

Investment selection entails a comprehensive, thorough process of due diligence and
investigation of the critical factors on which an investment decision is to be based,
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including quantitative and qualitative analysis of the investment partner, its
professionals and their ability to successfully implement their stated investment strategy
within the context of current and prospective market environments.

In general and at time of investment, the following REF investment
restrictions/limitations would apply to any State assets that are classified as real estate:

e The Investment Partners will follow the contract process for the State of Connecticut
Retirement Plans & Trust Funds Responsible Contractor Policy — Real Estate Fund.

e Open-ended Real Estate Investments will be structured to include clearly defined
redemption provisions. For closed-end investments, exit or sale provisions will be clearly
defined.

e Investment Partners will value all portfolio investments at least annually by qualified third-
party appraisal firms or internal processes that are deemed to be institutional quality.

¢ Independent third party valuations will be obtained, at a minimum, every three years
(subsequent to completion of construction) or on an as needed basis.

e No more than 10 percent of the target REF will be allocated to any one individual
investment vehicle in which the CRPTF does not have the ability to exit the investment or
terminate the manager. Each separate account will not exceed 20% of the target REF.

e No single investment partner will manage more than 25 percent of the market value of
the REF allocation.

e General Partners will be required to ensure that all REF investments adhere to all
limitations imposed by Connecticut and/or federal law.

Infrastructure Assets

Capital assets identified for transfer into the pension plan(s) that would otherwise
qualify as infrastructure assets could be allocated to the Real Assets sub-target
allocation within the AIF depending on the capacity within the asset allocation for the
real assets strategy

In general and at time of investment, the following REF investment
restrictions/limitations would apply to any State assets that are classified as
infrastructure:

e Investment managers will adhere to the investment strategy, diversification limits and
administrative guidelines described in their private placement memorandum and related
contracts;

e Investment managers will be required to ensure that all AIF investments adhere to all
limitations imposed by Connecticut General Statutes and/or federal law;

e No more than 20% of the AIF's policy target allocation should be invested in any one
investment vehicle.
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WORKING GROUPS SUMMARIES
Legal Subgroup

The legal subgroup initially looked at the legal issues raised by the concept of
transferring certain state property to a Legacy Obligation Trust ("LOT"), a privately
managed and held entity which might be able to be sold by the state to create
immediate revenue which the state could use help pay down underfunded long term
obligations. As our review developed, we determined that each piece of property under
consideration for inclusion in the LOT would require a detailed and specific legal review
to determine how, when, and with what, if any conditions the property was acquired,
what legal restrictions might attach to an attempt to sell the property because of
answers to those questions, and what other legal restrictions might attach to each
property because of applicable statutes, constitutional requirements, and common law
requirements.

As these considerations are discussed more fully in the report of the Asset Selection
Subgroup, they will not be further discussed here. In light of these concerns, and in light
of presentations by the Treasurer about the benefits of making any transfer of assets to
the Treasurer, rather than a LOT, the Commission has already voted preliminarily that it
would support a transfer of the CT Lottery or its proceeds to the Treasurer for the
purposes discussed above, but has not pressed for transfer of other state properties. If
that continues to be the Commission's recommendation, then there will no need for
further analysis of these issues. Because it appeared that the LOT concept was not going
to be recommended by the Commission, there was no analysis of the other issues raised
by the LOT concept such as fiduciary issues and even the legality of transfer of state
assets to a privately managed entity.

The Commission was also informed that federal law requires that lotteries such as the CT
Lottery must be owned and operated by a state to comply with federal law. This
requirement comes from the fact that federal law generally prohibits the promotion of
lotteries in interstate commerce, 18 U.S.C. Secs. 1301-1304, 1953(a), but exempts
Lotteries "conducted by [a] State acting under the authority of State law." Id. Secs.
1307(a)(1), 1307(b)(1), 1953(b)(4). These requirements are detailed and analyzed in an
opinion of the Office of Legal Counsel of the U.S. Department of Justice dated October
16,2008, entitled "Scope of Exemption Under Federal Lottery Statutes for Lotteries
Conducted by a State Acting Under the Authority of State Law," available on the
Commission's website. Because of this legal requirement, it appears that the only way to
use the value of the State Lottery or its revenues towards pension sustainability would
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be for the legislature to direct or guarantee those revenues to a particular pension-
related purpose, or to entrust the revenues or the lottery and its revenues to the
Treasurer for specified purposes. Such an avenue, to the best of the Commission's
present knowledge, appears to be lawful.

Capital Asset Inventory Subgroup

The Capital Asset Selection Work Group was charged with reviewing and evaluating all
State capital assets to determine their suitability for inclusion into as an “in kind”
contribution to the pension systems to improve their funding ratios, reducing the
unfunded liabilities and, therefore, lower the state’s actuarially required contribution
payments “ARC."” This included reviewing, but not limited to, land, buildings, roads,
airports, healthcare facilities and all other State assets.

The Work Group proposed specific criteria for the selection of State-owned assets to be
included in a Pension trust which were accepted by the Pension Sustainability
Committee:

1. Properties that are not currently being utilized for government functions.

2. Properties that clear a Phase 1 environmental study and require further
remediation.

3. Only properties owned by the State of Connecticut and the component unit
authorities.

4. Properties not classified as State parks or forest land including state farm land
preservation easements.

5. Properties surplus to the State of Connecticut needs — this would require state
agency approval to transfer from agency with custody and control of each
particular property of via a legislative mandate.

6. Properties that have been determined to be eligible for transfer legally (certain
statutes may prohibit particular from being transferred based on state or federal
law)

7. Properties that have been designated as “Historic.”

8. No DOT Rights of ways as FHWA, under 23 code of the federal Regulation (CFR)
710.403 requires that the proceeds from the sale of any excess property by the
DOT must be deposited in the state transportation fund and to be utilized as the
state’s matching for future transportation projects.

With the assistance of Paul Hinsch, Director of the Bureau of Assets Management within

the Office of Policy and Management (“OPM"), the Work Group applied these criteria to
the Inventory of Real Property maintained by OPM.
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The inventory of Real Property lists approximately 6,800 properties, consisting of both
land and structures. The application of the agreed-upon criteria reduced this overall
number significantly to no more than a few dozen, essentially properties that have been
or are in the process of being declared surplus.

Following this initial analysis, the Pension Sustainability Committee debated whether the
criteria were too limiting. A proposal was made to limit the criteria to the following:

e Only properties owned by the State of Connecticut
e Properties that have been determined to be eligible for transfer legally.

In discussing this proposal, the Committee debated whether it should consider property
that is currently being used for government functions and if so, what factors should be
included in a cost-benefit analysis to determine whether a property that is currently
used for a governmental function could be put to a better use as a contribution (directly
or indirectly) to the pensions. After robust discussion of these issues, there was
consensus that such policy determinations were not within the Pension Sustainability
Committee’s current authority and that it would be helpful if the legislature identified
more clear directives and standards for any future analysis.

Although the Pension Sustainability Committee did not vote to limit the criteria, it was
unanimous that for any property under consideration for transfer, it would be necessary
to ensure that no legal restrictions prevented such transfer. There is no central
repository in which legal restrictions on parcels or buildings are recorded. Accordingly, it
will be necessary to consider each property individually to determine what, if any
restrictions may exist, and if so, whether such restrictions may be overcome.

There are large classes of properties for which it is reasonable to conclude that the legal
restrictions are overwhelming, specifically:

e Land designated as a state park, forest or other public trust

e Land subject to agricultural, transportation, conservation or open space easements
e Land subject to federal highway regulations

e Property subject to federal airport regulations

e Land subject to federal railway regulations

Moreover, there are myriad state laws that relate to the acquisition, use and disposal of
state real property, including the recent constitutional amendment regarding the
legislatively-mandated transfer of real property. This constitutional amendment imposes
the following restrictions on such transfers:
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e It requires a public hearing on bills to authorize the transfer, sale, or disposal of state-
owned properties, such as state parks, forests, and conserved lands, to non-state entities
and

e It requires a two-thirds vote of the Connecticut General Assembly to authorize the
transfer, sale, or disposal of land under the control of the state agriculture or
environmental protection departments.

In addition to this procedural change, there are several other statutes that must be
assessed to determine whether and how they apply to each property under
consideration for transfer. Of course the legislature could change certain of these
limitations if it wished to do so, but the Commission has no way of knowing what
changes the legislature may wish to consider

The following is a non-exclusive list of such statutes:

Statutes relating to land use/planning

4-679g State real property: Long-range planning, efficiency and appropriateness of use and
inventories.

4b-23 State facility plan.

4b-28 Notice of proposed change in use of state-supervised property.

4b-30a Sublease of land or buildings and facilities leased to the state

4b-35 Lease of state-owned land to private developers

4b-38 Lease of state-owned land or buildings for municipal or private use.

8-37y Powers of Commissioner of Housing re state real property transferred to Department of

Housing and surplus real property made available by the federal government.

Acquisition of land adjacent to state highways for preservation and enhancement of scenic
13a-85a  |peauty and development of rest and recreation areas

13a-98e  |Acquisition of land and rights-of-way.

Restriction of outdoor advertising structures, signs, displays or devices on state property or
13a-123  |interstate, federal-aid and other limited access highways

13a-142a |Acquisition of land adjacent to highway for environmental protection purposes.

Route 11 Greenway Authority Commission. Transfer of real property to Commissioner of
13a-142e [Transportation.

13b-29 Commuter parking facilities

15-120cc  |Powers and duties of CT Airport Authority

16-343 Connecticut-New York Railroad Passenger Transportation Compact

Statutes relating to real property acquisition / limits on use or purpose

4b-22 Real property or rights or interests in real property acquired by the state by gift, devise or
exchange
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https://search.cga.state.ct.us/r/statute/dtsearch.asp?cmd=getdoc&amp;DocId=10450&amp;Index=I%3a%5czindex%5csurs&amp;HitCount=2&amp;hits=3e5%2B3e6%2B&amp;hc=12&amp;req=%28number%2Bcontains%2B13a-142%2A%29&amp;Item=1
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4b-27 Disclosure of state realty needs

6-2a(b) State succession to property and liabilities of counties

8-273a Outdoor advertising structures

13a-80 Sale or lease of land by commissioner

17a-454  |Acceptance of gift or devise (DMHAS)

17a-455  |Acceptance of gift or devise (DMHAS facility)

18-83 Acceptance of gift or devise (DOC)

25-208 Acquisition of land within designated river corridor

26-309 State acquisition of essential habitat

32-228 Sale, exchange or lease of property under control of DECD

Statutes relating to disposal of real property

4b-21 Purchase, sale or exchange of land by state, surplus property disposition

13a-80h  required for certain bridge projects

Agreement setting forth responsibilities of municipality and DOT re acquisition of real property

Gratuitous transfer of abandoned facilities to municipalities or municipal redevelopment
18-31b agencies.

26-3b DEEP

Rental, sale, exchange or transfer of real property and buildings in the custody or control of

It will also be necessary to assess whether there are any property-specific restrictions,
such as deed restrictions or conditions of gift. Finally, because of the laws related to
property purchased with bond funds for each property under consideration, it will be
necessary to determine if the property was purchased with bond funds and if so,
whether there are any conditions or restrictions on the transfer of the property.

[The Accounting/Actuarial and Economic Development subgroups deliberations did not
merit separate reports.]

Key Findings, Conclusions & Recommendations

The State of Connecticut continues to face the consequences of decades of failure by
prior administrations to adequately and responsibly fund the state’s pension obligations.
These failures have threatened not only the financial and economic stability of the state,
but have jeopardized the future of retirement security for hundreds of thousands of
working people and their families, including teachers, law enforcement officers and
caregivers to our state's most vulnerable citizens.

State leaders, particularly those from both Labor and Management, have taken essential
steps over the last eight years to begin the hard work of righting Connecticut’s history
of pension underfunding. These collaborations have resulted in sacrifices by workers
and have created new innovative payment reform plans to set Connecticut on a more
disciplined path to financial recovery. Recent Labor-Management agreements have

-31-


https://search.cga.state.ct.us/r/statute/dtsearch.asp?cmd=getdoc&amp;DocId=4627&amp;Index=I%3a%5czindex%5csurs&amp;HitCount=2&amp;hits=ba%2Bbb%2B&amp;hc=2&amp;req=%28number%2Bcontains%2B4b-27%2A%29&amp;Item=0
https://search.cga.state.ct.us/r/statute/dtsearch.asp?cmd=getdoc&amp;DocId=5079&amp;Index=I%3a%5czindex%5csurs&amp;HitCount=2&amp;hits=14e%2B14f%2B&amp;hc=2&amp;req=%28number%2Bcontains%2B6-2a%2A%29&amp;Item=0
https://search.cga.state.ct.us/r/statute/dtsearch.asp?posted=posted&amp;submit1&amp;name&amp;number=8-273a&amp;requestopt=phrase&amp;request&amp;sort=name&amp;sortorder=ascend&amp;stemming=1&amp;db=SURK
https://search.cga.state.ct.us/r/statute/dtsearch.asp?cmd=getdoc&amp;DocId=10337&amp;Index=I%3a%5czindex%5csurs&amp;HitCount=2&amp;hits=277%2B278%2B&amp;hc=20&amp;req=%28number%2Bcontains%2B13a-80%2A%29&amp;Item=0
https://search.cga.state.ct.us/r/statute/dtsearch.asp?cmd=getdoc&amp;DocId=13037&amp;Index=I%3a%5czindex%5csurs&amp;HitCount=2&amp;hits=a5%2Ba6%2B&amp;hc=2&amp;req=%28number%2Bcontains%2B17a-454%2A%29&amp;Item=0
https://search.cga.state.ct.us/r/statute/dtsearch.asp?cmd=getdoc&amp;DocId=13039&amp;Index=I%3a%5czindex%5csurs&amp;HitCount=2&amp;hits=be%2Bbf%2B&amp;hc=4&amp;req=%28number%2Bcontains%2B17a-455%2A%29&amp;Item=0
https://search.cga.state.ct.us/r/statute/dtsearch.asp?cmd=getdoc&amp;DocId=13977&amp;Index=I%3a%5czindex%5csurs&amp;HitCount=2&amp;hits=7a%2B7b%2B&amp;hc=2&amp;req=%28number%2Bcontains%2B18-83%2A%29&amp;Item=0
https://search.cga.state.ct.us/r/statute/dtsearch.asp?cmd=getdoc&amp;DocId=18482&amp;Index=I%3a%5czindex%5csurs&amp;HitCount=2&amp;hits=e8%2Be9%2B&amp;hc=2&amp;req=%28number%2Bcontains%2B25-208%2A%29&amp;Item=0
https://search.cga.state.ct.us/r/statute/dtsearch.asp?cmd=getdoc&amp;DocId=18879&amp;Index=I%3a%5czindex%5csurs&amp;HitCount=2&amp;hits=a5%2Ba6%2B&amp;hc=2&amp;req=%28number%2Bcontains%2B26-309%2A%29&amp;Item=0
https://search.cga.state.ct.us/r/statute/dtsearch.asp?cmd=getdoc&amp;DocId=20990&amp;Index=I%3a%5czindex%5csurs&amp;HitCount=2&amp;hits=2f7%2B2f8%2B&amp;hc=2&amp;req=%28number%2Bcontains%2B32%2D228%2A%29&amp;Item=0
https://search.cga.state.ct.us/r/statute/dtsearch.asp?cmd=getdoc&amp;DocId=4618&amp;Index=I%3a%5czindex%5csurs&amp;HitCount=2&amp;hits=79%2B7a%2B&amp;hc=4&amp;req=%28number%2Bcontains%2B4b-21%2A%29&amp;Item=0
https://search.cga.state.ct.us/r/statute/dtsearch.asp?cmd=getdoc&amp;DocId=10336&amp;Index=I%3a%5czindex%5csurs&amp;HitCount=2&amp;hits=d1%2Bd2%2B&amp;hc=2&amp;req=%28number%2Bcontains%2B13a-80h%2A%29&amp;Item=0
https://search.cga.state.ct.us/r/statute/dtsearch.asp?cmd=getdoc&amp;DocId=13912&amp;Index=I%3a%5czindex%5csurs&amp;HitCount=2&amp;hits=1c9%2B1ca%2B&amp;hc=2&amp;req=%28number%2Bcontains%2B18-31b%2A%29&amp;Item=0
https://search.cga.state.ct.us/r/statute/dtsearch.asp?cmd=getdoc&amp;DocId=18499&amp;Index=I%3a%5czindex%5csurs&amp;HitCount=2&amp;hits=355%2B356%2B&amp;hc=2&amp;req=%28number%2Bcontains%2B26-3b%2A%29&amp;Item=0

created new retirement tiers that increase employee contributions, prevent overtime
spiking and require other sacrifices. New annual “stress tests” of the state’s retirement
systems will serve as an important monitoring tool for policymakers, better assuring that
no future generation repeats the mistakes of the past.

These steps have already improved the financial health of the state’s retirement systems,
but more is necessary to adequately strengthen the state’s financial outlook, and
reaffirm Connecticut’s obligations to those who have spent their lives working and
sacrificing under the belief and promise of financial security and stability for their
families.

Policy makers across government are continuing to explore new and innovative
solutions to manage Connecticut’'s unfunded liabilities. A new state administration, as
well as a new term of constitutional officers and lawmakers, is beginning the process of
declaring its proposals for consideration.

As explained earlier in this report, the Connecticut General Assembly, through Public Act
17-2 June Special Session, Sec. 180, established the Connecticut Pension Sustainability
Commission to continue this work. The Commission was mandated to study the
feasibility of placing state capital assets in a trust and maximizing those assets for the
sole benefit of the state pension system. More specifically, this legislation mandated
that the Commission fulfill the following:

Following the efforts outlined in this report, the Commission has reached consensus on
certain findings regarding the feasibility of a concept that can be generally characterized
and defined as “the contribution of state assets (real or other) that have the potential to
generate income into a trust, the proceeds of which are dedicated to one or more of the
state pension plans.”

The State of Connecticut continues to face the consequences of decades of failure by
prior administrations to adequately and responsibly fund the state’s pension obligations.
These failures have threatened not only the financial and economic stability of the state,
but have jeopardized the future of retirement security for hundreds of thousands of
working people and their families, including teachers, law enforcement officers and
caregivers to our state’s most vulnerable citizens.

State leaders have taken essential steps over the last eight years to begin the hard work
of righting Connecticut’s history of pension underfunding. These collaborations have
resulted in sacrifices by workers and have created new innovative payment reform plans
to set Connecticut on a more disciplined path to financial recovery. Recent Labor-
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Management agreements have created new retirement tiers that increase employee
contributions, prevent overtime spiking and require other sacrifices. New annual “stress
tests” of the state’s retirement systems will serve as an important monitoring tool for
policymakers, better assuring that future generations do not repeat the mistakes of the
past.

These steps have already improved the financial health of the state’s retirement systems,
but more is necessary to adequately strengthen the state’s financial outlook, and
reaffirm Connecticut’'s obligations to those who have spent their lives working and
sacrificing under the belief and promise of financial security and stability for their
families.

Policy makers across government are continuing to explore new and innovative
solutions to manage Connecticut's unfunded liabilities. A new state administration, as
well as a new team of constitutional officers and lawmakers, is beginning the process of
declaring its proposals for consideration.

The Connecticut General Assembly, through Public Act 17-2 June Special Session, Sec.
180, established the Connecticut Pension Sustainability Commission to assist with this
work. The Commission was mandated to study the feasibility of placing state capital
assets in a trust and maximizing those assets for the sole benefit of the state pension
system.

More specifically, this legislation mandated that the Commission fulfill the following:

1. Perform a preliminary inventory of state capital assets for the purpose of determining the
extent and suitability of those assets for including in such a trust;
2. Study the potential impact that the inclusion and maximization of such state capital
assets in such a trust may have on the unfunded liability of the state pension system;
3. Make recommendations on the appropriateness of placing state assets in a trust and
maximizing those assets for the sole benefit of the state pension system;
4. Examine the state facility plan prepared pursuant to section 4b-67g of the general
statutes; and
5. If found to be appropriate by the members of the commission, make recommendations
for any legislation or administrative action necessary for establishing a process to
a. Create and manage such a trust, and
b. Identify specific state capital assets for inclusion in such a trust.
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Trust Concept

The Commission believes it is feasible for the state to establish a mechanism to identify
and transfer state assets into a trust for the sole benefit of the state’s pension funds, but
that the concept will require further analysis and action by this Commission or another
state entity or agency for reasons explained below.

Identification of Real Estate Assets

There is insufficient information at this time for the Commission to conclusively identify
any specific state real estate assets that may be appropriate for contribution into a trust
for the purpose of reinvesting those assets for the sole benefit of the state pension
funds. The Commission has developed a list of criteria that should be considered in a
state evaluative process — involving OPM, the Office of the State Treasurer and any other
state authority that the legislature should designate — for the purposes of determining
what real assets are appropriate for transfer into a trust for the benefit of the state’s
pension funds. The Commission developed the criteria to ensure that any transfer
process factor a minimum of all legal, policy and practical considerations before making
such transfer. In the event that the legislature decides to continue exploring the concept
of reinvesting state real estate for the benefit of the state pension funds, it is imperative
that the legislature provide explicit policy guidance as to whether properties classified as
state parks or as forest land or state farm land, or properties designated as “Historic”, or
any other type(s) of properties should or should not be considered in addition to those
simply designated as surplus. The policy implications for such an asset reinvestment and
transfer, while potentially worthwhile, are too significant for the scope of this
Commission’s existing charge.

Trust Governance

In the event that OPM's ongoing effort to apply the Commission’s criteria to the state’s
real property inventory should successfully identify real assets that may be appropriate
for transfer to a trust to be reinvested for the sole benefit of the state pension funds, the
Commission reviewed potential governance structures. Governance concepts reviewed
included governance by an independent trust or by the Office of the State Treasurer.
The Commission has found that it is only feasible for any such trust, as outlined in this
report, to be managed under the sole authority of the state Treasurer who has sole
fiduciary authority over the pension funds. The Commission does not believe it is legally
feasible or advisable for any trust to be managed by an independent non-state authority
over pension fund investments outside of the authority of the state Treasurer.
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Attempting to do so has the potential to interfere with the state Treasurer’s fiduciary
responsibility, as well as the essential tax exempt status of the pension funds.

Transfer of Lottery Proceeds vs. Transfer of Lottery Asset

The Commission explored various concepts involving the use of Connecticut Lottery
revenue for the benefit of the state pension funds, including the State of New Jersey's
revenue-allocation model, the securitization of all or some of the anticipated value of
the Connecticut Lottery or an entire asset transfer. Based on research and analysis
presented to the Commission and attached to this report, including analysis by the
Office of the State Treasurer, the Commission believes that the concept of transferring
proceeds of the Connecticut Lottery to the pension funds is feasible. The Commission
also believes that wholesale transfer of the Connecticut Lottery, as an asset to the funds,
is also technically feasible, although the Commission notes that the Office of the State
Treasurer raised important concerns about how that approach would affect the liquidity
of the pension funds. A wholesale asset transfer would increase the value of the pension
funds’ assets and reduce the unfunded liability; however, it would also reduce the ADEC
and result in negative cash flows to the funds. In the event that the Connecticut Lottery
proceeds are directed to the state’s pension funds, the determination as to how those
proceeds are allocated after transfer is under the authority of the Office of the State
Treasurer. Donation of the lottery as an asset may be feasible subject to certain concerns
related to liquidity and the need to create or modify the governance structure.

Further Analysis

The Commission recommends that, should the legislature wish to explore the specific
concepts identified in this report further, that such work be conducted by either the
Office of the State Treasurer and/or through the continuation of the existing
Connecticut Pension Sustainability Commission in order to avoid duplicative work by
another newly established state entity. The Commission also recommends that the
legislature, in pursuing additional analysis, designate sufficient resources to allow for
professional legal, accounting, actuarial and/or other necessary consulting services to
verify the feasibility of these concepts.

The Commission thanks all of those from within and outside state government who
presented research and analysis that will assist our state in identifying additional
mechanisms to further strengthen Connecticut’s financial stability, and assure retirement
security for teachers and state workers.
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Appendices

The documents that are bulleted below have been previously referenced within this
report and can be viewed in their totality on the subsequent pages.

e Legal Subgroup Report

e Millstein & Co. Presentation: State of Connecticut Discussion Materials

e Connecticut Commission on Fiscal Stability and Economic Growth Presentation

e Working Group Assignments

e The Legacy Obligation Trust Presentation: A New Approach to Funding Pension &
OPEB Liabilities

o Office of State Treasurer Denise L. Nappier Presentation: Plan for Sustainable
Funding of the Teachers’ Retirement Fund

e Capital Asset Selection Criteria

e The ARC and the Covenants, 2.0 Article: An Update on the Long-Term Credit Risk
of US States

e PEW Charitable Trusts Article: The State Pension Funding Gap: 2016 Investment
shortfalls, insufficient contributions reduced funded levels for public worker
retirement plans

e SERS Report and TRB Report: Presented by John Garrett, Cavanaugh Macdonald
Consulting, LLC

¢ Queensland Motorways Case Study: Presented by Michael Bennon

e Connecticut Lottery Corporation Testimony: Submitted by Greg Smith, President
of the Connecticut Lottery Corporation

e State of Connecticut Office of the Treasurer Combined Investment Funds
Comprehensive Annual Financial Report for the Fiscal Year Ended June 30, 2017
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PENSION SUSTAINABILITY COMMISSION
LEGAL SUBGROUP
PRELIMINARY DRAFT OF LEGAL SUBGROUP SECTION OF FINAL REPORT
2/25/19

The legal subgroup initially looked at the legal issues raised by the concept of
transferring certain state property to a Legacy Obligation Trust ("LOT"), a privately managed
and held entity which might be able to be sold by the state to create immediate revenue which the
state could use help pay down underfunded long term obligations. As our review developed, we
determined that each piece of property under consideration for inclusion in the LOT would
require a detailed and specific legal review to determine how, when, and with what, if any
conditions the property was acquired, what legal restrictions might attach to an attempt to sell the
property because of answers to those questions, and what other legal restrictions might attach to
each property because of applicable statutes, constitutional requirements, and common law
requirements.

As these considerations are discussed more fully in the report of the Asset Selection
Subgroup, they will not be further discussed here. In light of these concerns, and in light of
presentations by the Treasurer about the benefits of making any transfer of assets to the
Treasurer, rather than a LOT, the Commission has already voted preliminarily that it would
support a transfer of the CT Lottery or its proceeds to the Treasurer for the purposes discussed
above, but has not pressed for transfer of other state properties. If that continues to be the
Commission's recommendation, then there will no need for further analysis of these issues.
Because it appeared that the LOT concept was not going to be recommended by the
Commission, there was no analysis of the other issued raised by the LOT concept such as
fiduciary issues and even the legality of transfer of state assets to a privately managed entity.

The Commission was also informed that federal law requires that lotteries such as the CT
Lottery must be owned and operated by a state to comply with federal law. This requirement
comes from the fact that federal law generally prohibits the promotion of lotteries in interstate
commerce, 18 U.S.C. Secs. 1301-1304, 1953(a), but exempts Lotteries "conducted by [a] State
acting under the authority of State law." Id. Secs. 1307(a)(1), 1307(b)(1), 1953(b)(4). These
requirements are detailed and analyzed in an opinion of the Office of Legal Counsel of the U.S.
Department of Justice dated October 16,2008, entitled "Scope of Exemption Under Federal
Lottery Statutes for Lotteries Conducted by a State Acting Under the Authority of State Law,"
available on the Commission's website. Because of this legal requirement, it appears that the
only way to use the value of the State Lottery or its revenues towards pension sustainability
would be for the legislature to direct or guarantee those revenues to a particular pension-related
purpose, or to entrust the revenues or the lottery and its revenues to the Treasurer for specified
purposes. Such an avenue, to the best of the Commission's present knowledge, appears to be
lawful.
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MiLLsTEIN & CoO.

Disclaimer

This presentation was prepared by Millstein & Co. (“Millstein”) for illustrative and discussion purposes only. This presentation,
including any analysis, is preliminary in nature and is subject to reconsideration and modification.

The information in this presentation is based upon publicly available information and reflects prevailing conditions and our
views as of this date, all of which are accordingly subject to change. Millstein assumes no obligation to update this presentation
to reflect any such change and assumes no responsibility for independently verifying the information contained herein. Interest
rates and other terms used herein are hypothetical and take into consideration conditions in today’s market and other factual
information such as the issuer’s credit rating, geographic location and other factors. Millstein’s estimates constitute our
Jjudgment and should be regarded as indicative, preliminary and for illustrative purposes only. In preparing this presentation,
we have relied upon and assumed, without independent verification, the accuracy and completeness of all information available
from public sources or which was otherwise reviewed by us. No representation or warranty, express or implied, is made as to
the accuracy, completeness or reasonableness of the information which is contained in this presentation.

This presentation is intended as general information only. Nothing herein constitutes our advice, recommendation or opinion.
Millstein is not recommending any action to you, and transaction alternatives presented herein are not intended to be
exhaustive and are subject to diligence and review. Millstein is (a) not acting as an advisor to you; (b) does not owe a fiduciary
duty pursuant to Section 15B of the Exchange Act to you with respect to the information and material contained in this
presentation; and (c) acting for its own interests. You should discuss any information and material contained in this
presentation with any and all internal or external advisors and experts that you deem appropriate before acting on this
information or material. Nothing herein shall be deemed a commitment to underwrite any security, to loan any funds or to make
any investment. In addition, nothing herein shall be deemed to constitute investment, legal, tax, financial, accounting or other
advice. Any discussion of legal matters or concepts is for general information only, is taken from third party sources and may
not be relied on as legal advice or for any purpose.

Without limiting the disclaimer above regarding the lack of any duty or relationship, you should also be aware that Millstein
provides restructuring and other advisory services to clients and its affiliates may make private investments. Millstein may have
advised, may seek to advise and may in the future advise or invest in companies involved with the State of Connecticut.

Millstein accepts no liability whatsoever for any consequential losses arising from the use of this presentation or reliance on the
information contained herein. This presentation is confidential and may not be disclosed to any other person or relied upon
without our prior written consent.

Millstein & Co. and Millco are marketing names for Millstein & Co., L.P. and it subsidiaries. Certain of its services are conducted
through its registered broker-dealer and registered municipal advisor, Millco Advisors, LP.
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Executive Summary

Connecticut (“Connecticut”, “CT” or the “State”) and its municipalities have capital and other assets of significant value that
could be unlocked and used more efficiently to shore up its underfunded pensions and mitigate persistent budget imbalances

® The State has significant capital assets on its balance sheet, including large infrastructure assets such as
roads, bridges, railways, buildings, and even the lottery system

® In addition, there are many municipal-owned water utilities that could have significant value

® We have developed a set of transactions that could be pursued individually or collectively to unlock value that
could be used to relieve pressure on state and local budgets

Asset Transaction Benefits and Considerations

Contribute the lottery = Recent precedent for similar transaction in New Jersey

system to the State’s = Given the lottery net income currently supports the general fund, the benefit of contributing the lottery

pensions (taking into account the resulting reduction of the annual required contribution) would need to be offset
against the loss of lottery revenues over time

Increase rates of = The State could consider incentives to motivate member municipalities to raise water rates and contribute

municipal water these assets to their own underfunded pension systems

sysi.:ems to generate = Could shore up local budgets and reduce reliance on State aid

equity value to transfer to ) ) L

pensions = Complex transactions given number of member municipalities

Sell real estate and lease = Private operator could enhance the value of the State’s real estate portfolio

back from private owner = Could provide incremental property tax revenues, as properties previously owned by the State may no longer

be tax exempt

These measures should be considered in concert with other fiscal measures to
develop a cohesive and long-term plan that addresses structural deficits
and provides the State flexibility to grow and invest in its economy

Note: Values of monetization opportunities are highly illustrative and subject to material change. Please review the entirety of the presentation for important information about
assumptions used in estimating the value of each opportunity.
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Overview of Monetization Mechanisms

There are a number of methods by which the State and its municipalities can monetize their capital assets

Structured Asset Transfer Concession / Full Privatization or
(“In Kind”) Lease Sale/Leaseback

Transfer ownership of assets to
pension systems at fair market
value to satisfy a specified amount
of pension contribution
requirements

Contract with a newly created
private or public operating company
to operate the assets for the benefit
of the plans

Cost-effective way of immediately
reducing pension funding obligation
by utilizing existing assets

Consistent with Section 180 of the
recently passed 2018-2019 State
Biennium Budget, which stipulates
the creation of a capital asset trust
to benefit the State’s pension
systems

Option to retain existing employees
under the same employment
contracts as exist currently

May require changes in tax
regulations to facilitate transaction

Must be done on an arms-length
basis with appropriate protections
both for the State and the pension
systems

Grant a long-term lease to a third
party who will operate and maintain
the asset in exchange for the right to
collect revenues

May include up-front cash
consideration

Private entity responsible for
payment of operating, maintenance
and capital expenditures

Depending on transaction structure,
may provide State/municipality with
longer-term, stable cash flows

State/municipality would run a
competitive bidding process, which
may increase value

Reduced public control over assets

May not realize upside from potential
long-term asset appreciation

Sell assets, with full ownership
rights granted to a private entity

To the extent necessary, assets
can be leased back to the
government for their use

Private entity responsible for
payment of operating,
maintenance and capital
expenditures

Enables State/municipality to
immediately monetize assets for
upfront consideration, which
may be used to repay
obligations, fund pension
contributions or retire debt

Allows assessment of property
taxes on previously tax exempt
property, helping shore up
municipal budgets

Loss of operational control of
assets

Purchaser retains net operating
profits and long-term asset
appreciation



MiLLsTEIN & Co.

[I. Lottery System Contribution



MiLLsTEIN & CoO.

Contributing the Connecticut Lottery System to the State’s
Teachers’ Retirement System
Connecticut has a lottery system (the “CT Lottery”) that produced $330 million of net revenues for the general fund

(“GF”) in 2017. The CT Lottery could be contributed in kind to the State’s Teachers’ Retirement System (“TRS”) to offset
its underfunded liability and reduce the State’s annual required contribution (“ARC”)

® The CT Lottery has generated a steady amount of net income over the last 10 years, which has been contributed
to the GF to fund public services

Historical CT Lottery Payments to the State GF ($ millions)®)

$350 - $337.5 $330.0
$310.0 $312.1 $319.5 $319.7
$300 | $283.0 $283.0 $285.5 $289.3
$250 -
The CT Lottery’s i $200 -
payments to the GF have i
grown steadily with a | $150 -
CAGR of 1.7% between |
2008-2017 !
i $100 -
$50 -
2008 2009 2010 2011 2012 2013 2014 2015 2016 2017

® As recommended by the Connecticut Commission on Fiscal Stability and Economic Growth (the “Commission”)
in its March 2018 report, a contribution of the CT Lottery to TRS could be structured as follows:

1. The state would contribute the CT lottery cash flow stream to TRS at fair market value;

2. TRS’s funded level would increase by the fair market value of the CT Lottery asset, thereby reducing the net
pension liability;

As a result of a reduction in TRS’s net pension liability, the State’s ARC would decrease;

In the first half of the 30-year concession, total costs to the State would be reduced in excess of the foregone
lottery cash flows due an improvement in TRS’s unfunded liability

1 Source: 2017 Connecticut Lottery Corporation Annual Report. Under Connecticut General Statute 12-812(c), the amount paid by the Connecticut Lottery Corporation to the State General Fund should represent the balance of
the lottery fund that exceeds prize payments, operating expenses and approved reserves.
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Note that the starting
UAAL shown here does
not represent TRS’s
current stated UAAL but
rather the UAAL following
a reduction in the
discount rate to 6% and
a re-amortization of the
unfunded liability to
reach full funding by
2045

Lottery Contribution Impact on the State’s Pension Systems
Unfunded Liability

A contribution of the CT Lottery to TRS could reduce TRS’s unfunded liability by approximately $7 billion

® A reduction in the UAAL of TRS would also result in a reduction in future State required pension
contributions
— Such reductions could be structured to achieve other objectives, including reaching budget neutrality or

further increasing pension plan funding levels, alongside adjustments to pension system contributions

® The following table shows the impact on TRS’s unfunded liability assuming the Commission’s preliminary $7
billion valuation for the CT Lottery
— The Commission’s analysis evaluates the impact on the TRS unfunded liability following the reduction of
the system’s discount rate to 6% and a re-amortization of the unfunded liability to reach full funding by
2045

FY 2019 TRS Pension Liability and Funded Ratio:
Full Funding by 2045 at 6% vs. Full Funding by 2045 at 6% with Lottery Contribution ($ in billions)*)

62.0%
44.7% —
------ >
Full Funding by 2045 at 6% Full Funding by 2045 at 6% w/ Lottery
Contribution

mmm UAAL = Fyunded Ratio

1 Connecticut Commission on Fiscal Stability and Economic Growth, The Pew Charitable Trusts
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Lottery Contribution Impact on the State’s Annual

Contributions to TRS

The Commission’s analysis suggests that the lottery contribution would provide net present value savings of $1.2 billion to the
State’s General Fund over the first 15 years of the concession and would be only $196 million dilutive over a 30-year period

FY 2020 - 2049 Annual Change in State Contributions to TRS ($ in millions)®

State Contributions Adjustments State Contributions Ir Present Value of :

Fiscal to TRS w/out CT Lottery Increase / (Further to TRS w/ : Increase / (Further :
Year Lottery Contribution Net Proceeds Reduction) in ARC Lottery Contribution : Reduction) in ARC :
2020 $1,428 ($371) ($7) $1,040 | 7 |
2021 1,480 (383) (6) 1091 | 5 !
2022 1,532 (396) @) 1,135 | 1
2023 1,821 (406) (232) 1,182 | (184) |
2024 1,883 (416) (233) 1233 | (74 |
2025 1,945 (427 (233) 1,285 | (165) |
2026 1,992 437 (215) 1,340 | (143) |
2027 2,040 (448) (195) 139 | (123 !
2028 2,089 (458) (174) 1,456 | (103) 1|
2029 2,139 (469) (152) 1,518 | 85) |
2030 2,190 (482) (127) 1581 | (67) |
2031 2,243 (495) (102) 1,646 | (50) |
2032 2,297 (509) (74) 1,714 | 35 |
2033 2,352 (523) 45) 1,784 : (20) :
2034 2,408 (537) (13) 1,857 | 6 1
2035 2,466 (552) 20 1,934 | 8 |
2036 2,525 (567) 55 2,013 ! 20 !
2037 2,586 (582) 93 2,096 | 32 |
2038 2,648 (597) 132 2,183 | 4 |
2039 2,711 (612) 174 2274 | 54 |
2040 2,776 (624) 219 2,371 | 64 |
2041 2,843 (637) 266 2,472 : 74 :
2042 2,911 (650) 316 2,578 | 83 |
2043 2,081 (663) 369 2,687 | o1 |
2044 3,053 (676) 425 2,801 : 99 :
2045 1,431 (689) 1,103 1,845 | 242 |
2046 864 (703) 703 864 | 146 |
2047 892 (717) 717 892 : 140 :
2048 921 (731) 731 921 | 135 1
2049 951 (746) 746 951 | 130 |
Total $62,396 ($16,505) $4,259 $50,150 | $196 |

1 Connecticut Commission on Fiscal Stability and Economic Growth, The Pew Charitable Trusts

Benefits:

Provides a dedicated
funding source for TRS,
which is severely
underfunded and currently
poses a significant risk to
the State’s credit rating
and ability to raise low-cost
debt

Replaces a portion of the
current stream of cash
flows coming from the
State, which is subject to
annual appropriations,
with a guaranteed stream
of cash flows from CT
lottery. This locks up those
cash flows, ensuring TRS
can invest them alongside
other plan assets and
generate compounding
interest

Generates a nominal $1.8
billion or discounted (at
6%) $1.2 billion of savings
over the first 15 years,
which the State could use
to invest in pro-growth
initiatives and expand the
economy

10
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Maximizing Value of Municipal Water Systems

Connecticut’s municipalities could increase the rates of their public water systems to generate equity value from the assets and
subsequently transfer ownership of the systems to their own underfunded municipal pension systems

Unlike privately-owned water systems, municipal water systems are not subject to rate regulation from
Connecticut’s Public Utilities Regulatory Authority (“PURA”)(

— Despite being regulated, private water rates are 49% higher than municipal water rates®

® Given municipal water systems are public instrumentalities, they are engineered to break even after debt
service®

— If the municipal water systems were to increase their rates to match those of privately-owned systems,
equity value would be created where none exists today, making them more attractive assets for the pension
systems to take on given the assets’ ability to generate a return on equity (“ROE”)

® As shown below, if the above actions were taken by the South Central Regional Water Authority (“RWA”) and
the Metropolitan District Commission (“MDC”) — Connecticut’s two largest municipal water systems that serve
nearly 30% the State’s population® — the State may be able to generate $2.8 billion of equity value®

Aggregate RWA and MDC Capitalization — Status Quo and Pro Forma ($ millions)®

$5,000 - MDC RWA

. $4,479
= Equity Rates
mDebt

$4,000 - Current Residential Rate $2.770 $3.942

Average Private Res. Rate $4.436 $4.436

e e e e e e e e e e e e = — — b
|% Rate Increase 60.1% 12.5% |

$3,000 - Pro Forma Capitalization

Debt $1,118 $541
$2.000 | Equity 2,615 204

Note that MDC recently hosted a public
hearing to increase its water rates from $2.77
$1,000 - to $3.15 as part of its 10% budget increase.
However, this rate increase remains below the

proposed increase used in the illustrative
i analysis
Status Quo Pro Forma

[N

Private water systems submit their rates for approval to PURA per Connecticut General Statute.

2 Comparison of residential water rates among the top 15 public and private systems. Excludes sewer rates. See the Appendix for additional information. 12
For example, rates for South Central Regional Water Authority “shall be established so as to provide funds sufficient in each year” to cover the systems’ expenses, including debt service on bonds. See

CT Special Act 77-98 Section 14 concerning the South Central Connecticut Regional Water Authority.

Per CT Department of Public Health: Public Water System Lists. RWA and MDC are controlled by and serve a conglomeration of municipalities neighboring New Haven and Hartford, respectively.

Assumes an 8% ROE. See the following page and the Appendix for additional information and assumptions.

w

[
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[N

Generating Return on Equity

The estimated equity value for RWA and MDC is based on an ROE that is in line with other private water systems in Connecticut

As discussed on the previous page, many of the private water systems in Connecticut face rate regulation tied
to an ROE threshold (i.e. the rate they can charge is based on meeting an ROE target)

— The estimated $2.8 billion of equity value for MDC and RWA assumes an 8% ROE target. This target is
based on a reasonable return expectation for public pensions and, as shown below, is below private
operators’ returns

— However, as shown below, RWA’s pro forma capitalization would remain more levered than other private
operators in Connecticut, implying that RWA may need to formulate a plan to pay down its debt over time

Certain considerations require further diligence, including any potential tax implications resulting from
transferring the assets (including the transfer of state-subsidized debt) to municipal pension systems, as well
as the ability of the water systems to continue raising low-cost debt through the State Revolving Fund

Pro Forma RWA and MDC Capitalization Compared to Historical Rate Cases!!

Capitalization Cost of
Water Company Debt %  Equity % Debt Equity
Connecticut Water 54.3% 45.7% 5.7% 9.8%
Aquarion 48.5% 51.5% 5.2% 9.6%
Hazardville 46.0% 54.0% 6.5% 9.6%
Average 49.6% 50.4% 5.8% 9.7%
RWA 72.7% 27.3% 4.8% 8.0%
MDC 30.0% 70.0% 2.6% 8.0%

Source: CT PURA rate case filings. Approved returns and capitalizations per final decision in the original rate case filing for each company (July 14, 2010 for Connecticut Water; September 24, 2013 for
Aquarion; and October 26, 2016 for Hazardville). Does not incorporate any subsequent Water Infrastructure and Conservation Adjustments (“WICA”).

13



MiLLsTEIN & CoO.

Water Systems’ Impact on the Municipal Pension Systems

The municipalities that currently operate the MDC and RWA systems (“Member Municipalities”) could consider
contributing these assets to their own underfunded pension systems in order to shore up local budgets and reduce
reliance on State aid
® Given these assets are owned by municipalities, any transaction would necessarily involve local authorities
and may require the State to create incentives for the municipalities to seek such asset transfers

® The net pension liability figures shown below exclude the Member Municipalities’ proportionate share of the
net pension liability for TRS

® As shown below, MDC could potentially extinguish all of its Members’ net pension liabilities with the equity
value generated from a rate increase

— MDC could potentially be incentivized to contribute the remaining equity value in the system to reduce its
Members’ proproportionate share of the TRS UAAL

Member Municipalities’ Net Pension Liability Balance ($ millions)

$2,500 -
$2,262
The reduction in the net
aggregate pension liabilities
$2,000 - would also result in a reduction
in future municipal annual
\V2 required contributions
$1,174
$1,500 - (52%)
$1,088
$1,000 - $1,645 million of
MDC equity
value would
remain after
$500 - extinguishing the
net pension
liabilities of its
Members

(1)

Current Net Pension Liability Pro Forma Net Pension Liability

1 Net pension liability per annual reports of towns and cities that MDC and RWA serve. Excludes State’s proportionate share of TRS. Does not include OPEB UAAL.
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The State May Be Able to Unlock Significant Value From Its

Real Estate Assets

Of the State’s $21 billion of capital assets on its balance sheet (net of accumulated depreciation and gross of related
debt), $8.9 billion consists of real estate assets (land, buildings and improvements thereon)

Real Estate Capital Assets ($ millions)!)

Assets related to real estate
totaled $8.9bn as of June
30, 2017, or 43% of the
State’s $21 billion of total
net capital assets.(!) Note
that the State has $15
billion of debt related to its
capital assets. Additional
diligence and information is
required to determine the
allocation of debt to real
estate assets in particular

$10,000
Improvements $502 $8,904
$3,651
a1 —
$8.000 - m Buildings
mLand
$6,000 -
$4,751
$4,000 -
$2,000 -
Government Type Business Type Component Unit Real Estate Assets

Breakdown of Gov’t Type Land by Function(!)

A majority of the State’s
Gov'’t Type land is
categorized under

Transportation, presumably
relating to highways and
other infrastructure. The

next largest category is
Conservation and

Development. Section 23-8

of the Connecticut General

Statutes requires the State

and its partners to protect
21% of the State’s land by
2023. The State has
currently fulfilled 80% of its
320,576 acres portion of
that goal®@

Breakdown of GgvitoType Buildings by Function?)

Total =
$2.9bn

Total = 9.1%
$1.8bn
22.9%
B Transportation m Conservation and Development General Government
®m Education, Libraries, and Museums Corrections m Judicial
® Regulation and Protection Health and Hospital m Legislative

1 2017 CT CAFR. All figures net of accumulated depreciation and gross of related debt.
2 Source: Department of Energy & Environmental Protection Comprehensive Open Space Acquisition Strategy: 2016-2020 Green Plan.

16
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Sale-Leasebacks of State-Owned Buildings Could Provide
Value to Both the State and Its Municipalities

Sale-leaseback transactions could generate upfront cash proceeds for the State and replace payments in lieu of taxes
(“PILOTs”) to municipalities on previously tax-exempt properties with a full payment of property taxes

® There is precedent in other jurisdictions for real estate sale-leasebacks, such as:

— The State of California consummated a similar transaction in October 2010 when it sold 11 state office
properties for $2.33 billion to Hines and Antarctica Capital Real Estate LLC, resulting in more than $1.2
billion for its general fund and $1.09 billion to repay bonds on the buildings)

o The terms of the transaction included a 20-year lease at predetermined rates and the State of California
was relieved of all maintenance and operational responsibilities

o The State of California received more than 300 bids for the portfolio, suggesting that there may be
substantial interest for assets of this type

— The State of South Dakota recently completed a 30-year term sale-leaseback for 118 state-owned buildings,
which had generated upfront net proceeds of $184 million(?

o The state used the upfront proceeds to purchase an annuity to make lease payments and an excess of
$12 million for building and repairing 18 structures throughout the state

® The Office of Policy and Management’s (‘OPM”) Inventory of State Property indicates that 10% of the State’s
buildings, and 14% of the State’s buildings specifically located in Hartford, are not fully occupied

— A private operator may be able to enhance the value of these assets through active portfolio management

Connecticut State Owned Buildings (millions of net usable sq. ft.)®

Total State Owned State Owned Located in Hartford
Total % Not Fully % Sq. Ft. Total % Not Fully % Sq. Ft.
Structure Classification Sq. Ft. Occupied Unoccupied Sq. Ft. Occupied Unoccupied
:--}I Other 21.8 12% 9% 1.0 9% 4% 1
| Education 7.8 6% 2% 0.2 0% 0% Wzt S5 oif fhie
Additional diligence and ! [Office 4.3 11% 1% 1.5 18%, 1% 1€ SEES etz
information is required to ! Residence 4.0 15% 3% 0.0 B ~ ! purposed for office
determine use of ! : o o ’ ! use are located in
structures classified as ! CourF 12 2% 0 0% B - H Hartford, 18% of
Orha? it (e i Hospital 1.0 4% 0% 0.1 35% 0% i1---+  which are buildings
Inventory of State ===t Maintenance /Repair Shop 1.4 0% 0% 0.0 - - not fully occupied
Property, as this category Laboratory 1.2 8% 7% 0.1 100% 90% (though only 1% of
accounts for the largest . o o total sq. ft. of
proportion of the State’s Sports/Gymnasium 1.2 7% 1% - - - Hartford office space
buildings and is Military 0.5 - - - - - is unoccupied)
materially unoccupied Library 0.8 14% 3% 0.1 _ _
[Total 46.0 10% 5% 3.4 14% 4%

[N

State of California Department of General Services October 11, 2010 press release.

Rapid City Journal, “Money out of nothing,” dated January 15-16, 2017

March 2016 — Inventory of State Property — State of Connecticut — Office of Policy & Management. Excludes buildings to be demolished in the next two or five years, on or eligible for historical registry, and without reportable
net usable square footage. To be conservative, occupancy is calculated using the higher end of estimated occupancy ranges, and when no occupancy rate is provided, it is assumed that the building is 100% occupied

w N
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New Jersey Lottery Contribution

® In July 2017, New Jersey transferred its lottery enterprise, including its net proceeds, to three of its
retirement systems for a 30-year term

— The contribution was effectuated by the Lottery Enterprise Contribution Act (the “Act”) passed by
the legislature and a Memorandum of Lottery Contribution (“MOLC”)

® The contribution represented the strongest commitment to pension funding the State could possibly
make without a constitutional amendment

— In Burgos v. State,!) the State of New Jersey Supreme Court ruled that state contributions to its
retirement systems are subject to annual appropriation and that a multi-year, statutory,
contractual commitment to a schedule of pension contributions is not enforceable under state law

— In contrast, any termination of the lottery contribution could implicate the exclusive benefit rule of
the Internal Revenue Code, which requires the assets of the pension plans to exist for the exclusive
benefit of their members in order for the pension plans to qualify for favorable tax treatment

® The lottery contribution also had a number of additional benefits, including:
— Immediately improved the state’s aggregate statutory funded ratio from 45% to 59%
— Provides budget neutrality for first five fiscal years with a manageable impact thereafter

— According to former state treasurer, Ford Scudder, the transaction “positively addresses Wall
Street’s concerns about the State’s fiscal future by ensuring 30 years of substantial contributions
to eligible State Retirement Systems from a source that has reliably produced revenue for 47 years.
It also allows the State to achieve better portfolio performance by providing predictable liquidity. By
dramatically improving the State’s fiscal outlook, the transaction should lower the State’s cost of
borrowing from where it otherwise would be”?)

Source: New Jersey Economic Development Authority School Facilities Construction Bonds, 2017 Series DDD Investor Presentation.
1 Burgos v. State, 222 N.J. 175 (2015).
2 http://www.state.nj.us/treasury/assets/docs/lottery/LotteryContribution%200pEdFINAL.pdf.
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New Jersey Lottery Contribution (cont’d)

Transaction Overview

Impact of Projected Statutory Funded Ratio

® Date: July 2017

® Asset: New Jersey Lottery Enterprise

® Structure: 30-year concession

® Transaction Size: $13.535 billion valuation(?)

® Beneficiaries:

Teachers’ Pension and Annuity Fund

(“TPAF”), eligible members of the Public Employees’
Retirement System (“PERS”), and eligible members of the
Police and Firemen’s Retirement System (“PFRS”)

Impact on New Jersey Budget ($ millions)

100% -
90% - = After Contribution 90.0%
80% - Before Contribution 0.0%
70% -
60% -

S0% 1 44.7%

40% -

300/0 T T T T T T T T T T T T T T T T T T T T T T T T T T T T T 1
0 O N ¥ VO ©® O N F VW ©® O O T
- d O 4 d A O O O 0 o0 F F F <
O O O O 0O O O O O 9O 9O O O O O
A T JdAAITAITAITIT XA

Impact on New Jersey GO Credit Rating (Moody’s)

$7,000 -
$6,000 -
$5,000 -
$4,000 -

$3,000
$2,000
$1,000

- Aw o N

— N [a]

o o o

N N N

W Pro Forma Contrib.

Source: Bloomberg; New Jersey Economic Development Authority School Facilities Construction Bonds, 2017 Series DDD Investor Presentation; Moody’s Investors Service.

RERRRRRRRRRRRRRRRRit

Budget neutral for first five fiscal
years with a manageable impact
thereafter that could be offset by lower
state borrowing costs

L
< O 0 o N < O 0 o o\ < O
N N N [s2) (30} (30} a0} [s2) < < < <
o o o o o o o o o o o o
N N N N N N N N N N N N

Lottery Net Proceeds Status Quo Contrib.

" Moody’s, August 11, 2017: “The most notable long-term effect of
the transaction is the creation of an effective minimum, or
“floor,” on future pension contributions...[which] is slightly
positive for the state's credit profile because it all but removes
the prospect of a complete pension contribution holiday going
forward...[which] is a major driver of [the state’s] current
pension cost and unfunded liability challenge.”

21

1 The lottery will be revalued every five years. A lower valuation to result in a reduced credit against the State’s ARC. A higher valuation to have no impact on the State’s credit

toward its ARC, thereby providing the pension plans with any upside.
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City of Jacksonville, FL 72 Penny Sales Tax Dedication

® In April 2017, the City of Jacksonville, Florida dedicated a %2 penny sales surtax, beginning no later
than 2031, to its pension plans for 30 years or until they reach 100% funding, whichever comes first

— Prior to the transaction, the Y2 penny sales surtax was being used for infrastructure purposes and
was originally scheduled to sunset at the expiration of the program (no later than the end of 2030)

® Prior to the transaction, the City of Jacksonville’s pension plans had combined unfunded liabilities of
more than $3 billion and an aggregate funded ratio of approximately 54%

— Annual contributions to the plans have comprised nearly 20% of the City’s operating budget
® The surtax provides a dedicated revenue stream for benefits owed in future years
— Although the stream consists of future revenues, it is accounted for today as a pension asset,
thereby reducing the city’s near-term contribution requirements and resulting in considerable

savings between 2018 and 2030

® The transaction was enabled by legislation passed by the State of Florida,1 which required the City to
take the following prerequisite actions before it could use the surtax for pension funding:

— Close defined benefit plans to new employees and instead provide a defined contribution plan
— Increase employee contributions to 10% versus 8%
— Re-amortize all unfunded liabilities over a period of 30 years

® To garner support for the transaction, the City made certain concessions to its workers, including:
— Three years of substantial salary increases after nine years of no increases

— One-time lump sum distributions of roughly 27.3% of pay in FY 2017

Source: Jacksonville City Pension Plans 2016 Actuarial Report; Jacksonville Pension Funds’ Actuarial Impact Statement Reports. See wwww.coj.net/mayor/pension for more
information.
1 Chapter 2016-146.
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City of Jacksonville, FL %2 Penny Sales Tax Dedication (cont’d)

Transaction Overview

Impact on Pension Funds’ UAAL and Funded Ratio

® Date: April 2017

® Asset: %2 penny sales surtax

® Structure: Pledge of tax stream from sunset of Y2 penny
infrastructure sales surtax (no later than January 1,

2031) to earlier of 30 years (2060) or date of full funding

® Transaction Size: Approx. $9.1 billion of undiscounted
cash flows!)

® Beneficiaries: Police and Fire Pension Fund (“PFPF”),
General Employees’ Retirement Plan (“GERP”), and
Correction Officers’ Retirement Plan (“CORP”)

Impact on City Budget ($ millions)%)

mm UAAL Funded Ratio

$3,500 - - 65.0%
$3.015 $169 $1,110 63.9%
$3,000 - . I

$2,500 -
$2,074 | 060.0%

$2,000 -

$1,500 -
- 55.0%

$1,000 -

$500 -
- : : : - 50.0%

Status Quo Impact of New Impact of Sales Pro Forma
Assumptions Surtax

Impact on Special Revenue Credit Rating (Moody’s)

$700 -
Tax Proceeds
$600 -

mmm Pro Forma
$500 - Contribution
$400 -
$300 -

I

$200

2008
2010
2012
2014
2016
2018
2020
2022
2024
2026
2028
2030
2032
2034
2036 |
2038
2040 |
2042
2044
2046
2048

Source: Jacksonville City Pension Plans 2016 Actuarial Report; Jacksonville Pension Funds’ Actuarial Impact Statement Reports; Pension Reform City Council Workshop

Presentation, April 12, 2017; Moody’s Investors Service.
1 Assumes projected 4.25% growth in sales tax revenue per City Council.

" Moody’s, May 17, 2017: “Jacksonville's reliance on future
revenues...will continue to negatively impact our key credit
metrics related to its pensions. On the other hand, the city will
immediately begin shedding investment performance risk
relative to the status quo as new employees with only defined
contribution benefits grow as a proportion of the city's work
force.”
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City of Pittsburgh, PA Parking Tax Dedication

® In December 2010, the City of Pittsburgh, Pennsylvania dedicated a portion of its annual parking tax
revenues to its pension plans through 2041

® The City was forced to do so by State Act 44-2009, which required a 50% aggregate funded ratio
(compared to 34% at the time) to avoid forfeiting the City’s plans and their assets to the state

— Local political leaders were concerned that if the State took control of the pension plans, it would
look to the City for incremental contributions

o One such concern was that the State would reduce the investment return assumption for the
plans, which would have caused annual contributions to increase by nearly $30 million

B State Act 44-2009 also mandated certain additional changes to all municipal pension plans in the
state

— Establishment of a revised benefit plan for newly hired employees
— Revision to amortization schedules for unfunded actuarial accrued liabilities, as follows:
o Actuarial gains/losses, increased from 15 to 20 years
o Changes in assumptions, decreased from 20 to 15 years
— Expansion of asset smoothing corridor for recognitions of gains and losses from 20% to 30%
— Aggregation of local pension funds for administration and investment

— Submission of a plan for administrative improvement

Source: 2016 Pittsburg CAFR; Ordinance 44-2010; City of Pittsburgh Pension Funds 2013 Summary Actuarial Valuation Report; City Council Public Hearing Presentation, July

29, 2010. 24



MiLLsTEIN & CoO.

City of Pittsburgh, PA Parking Tax Dedication (cont’d)

Transaction Overview

Impact on Aggregate UAAL and Funded Ratio

® Date: December 2010

® Asset: Parking tax ($13.4mm annually 2011-2017;
$26.8mm annually 2018-2041)

® Structure: Dedication of parking tax revenues based on
an annual schedule from 2011 through 2041 (full faith
and credit)

® Transaction Size: $735,680,000 of undiscounted cash
flows

® Beneficiaries: Municipal Pension Fund of the City
(“Municipal Fund”), Policemen’s Relief and Pension Fund
of the City (“Policemen’s Fund”), and Firemen’s Relief and
Pension Fund of the City (“Firemen’s Fund”)

City Parking Tax Revenues ($ millions)()

mmm UAAL Funded Ratio! Act 44 min. requirement: 50%
$700 - $650 62.4% - 70.0%
$600 - - 60.0%
$500 - - 50.0%
$400 - $380 40.0%
$300 - - 30.0%
$200 - - 20.0%
$100 - - 10.0%

2009 2011

Impact on City GO Credit Ratings (Moody’s)

$140 - m Parking Tax Revenues - City
$120 -
$100 | ™ Parking Tax Revenues - Dedicated for
Pensions
$80 -
$60 -
$40 -
$20 -

2007
2009
2011
2013
2015
2017

Source: Bloomberg; 2016 Pittsburg CAFR; Ordinance 44-2010; City of Pittsburgh Pension Funds 2013 Summary Actuarial Valuation Report; City Council Public Hearing

Presentation, July 29, 2010.

" Moody’s, January 19, 2012: “The change in the outlook to stable
from negative reflects improved funding of the city's pension
funds, resulting in the avoidance of the city's forced entry into
the Pennsylvania Municipal Retirement System (PMRS) as
required by the Commonwealth's Act 44...this would have
required the city to significantly increase its pension
contributions over the near- to medium-term.”
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1 Assumes parking tax revenue growth of 4% from 2017 through 2041. Per the City’'s 2018 Operating Budget, total parking tax revenues are forecast to increase by 4.0 percent
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Queensland Motorways Concession

® In May 2011, the State of Queensland, Australia transferred Queensland Motorways Ltd. (“QML”) for a
period of 40 years to the Queensland Investment Corporation (“QIC”) for the benefit of the state’s
defined benefit superannuation fund (the “DB Fund”)

— QML is an approximately 70 km toll road network, serving as a key East-West link in Southeast
Queensland and a strategic connection to the Australian TradeCoast

— QIC, owned by the Queensland government, was initially established to exclusively manage the
state’s DB Fund but has since become one of the largest superannuation managers in Australia

o QIC’s Global Infrastructure Group, on behalf of the DB Fund, built a team of investment
professionals to assess and manage infrastructure assets directly. The group has over $9.5bn in
assets under management and has made 12 direct investments in infrastructure projects to
date

® Prior to the transaction, both the Queensland government and QML were struggling financially and
the government was considering putting the project up for sale or lease

® At the same time, the DB Fund’s actuary identified a $1.4bn excess of liabilities over plan assets

— At that point, the government considered the QML/QIC transaction because it would balance the
budget via an in-kind contribution while at the same time reducing any downside risks of a
competitive bidding process and easing public opposition to a private concession

B After transfer of QML, QIC made operational improvements to the network (including three
acquisitions of adjoining toll roads)

— QIC later sold the network to a private consortium for $7.1bn, realizing nearly $4bn in value over
cost

Source: Stanford Global Projects Center, “In-Kind Infrastructure Investments by Public Pensions: The Queensland Motorways Case Study”, by Michael Bennon, Dr. Ashby H.B. 26
Monk, and Young-Joon Cho, June 5, 2017.
Note: All $ in AUD.
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Queensland Motorways Concession (cont’d)

Transaction Overview

Impact on Plan Surplus and Funded Ratio ($ millions)

® Date: May 2011
" Asset: Queensland Motorways Ltd
® Structure: 40-year concession

® Transaction Size: $3.088bn valuation

— QIC later sold QML to a private consortium in 2014 at
a valuation of $7.057bn

® Beneficiaries: Queensland Investment Corporation

Value Realized from the QML Transaction ($ millions)

12,000 - With QML Funded - 120.0%
$ Ratio: 103% $10,055  $10,151 °
$10,000 - i $9,149
: - 115.0%
$8,000 | 111.1%
$5,001 | $5,953

$6,000 Lo6.5% . r - 110.0%
$4.000 | 7 v
$2.000 $1,2501:838 1 81,440 - 105.0%

N ; - 100.0%
($2,000) - « Without QML ’

’ ($1,450){ Funded Ratio: 97%

($4,000) - L 95.0%

2001 2004 2007 2010 2013 2015 2016 2017

mmmm Pro Forma Surplus/Deficit Funded Ratio

Impact on Queensland’s Credit Rating (Moody’s)

$8,000 - $7,057 ($270)
‘ $7,375 $3,798
m Capital Invested I
$7,000 -
m Capital Returned
$6,000 - = Value Realized
$5,000 -
$4,000 - $488 $3,576
$3,088 -
$3,000 -
$2,000 -
$1,000 1 $588
2011 Additional Total Capital Cash 2014 Less: CLEM7 Total Capital Value
Acquisition  Equity for Invested by Distributions Monetization Debt Returned to  Realized
EV Acquisitions DB Fund EV DB Fund

® Premier Anna Bligh: “It's a [transaction] that improves the state'
finances, takes us closer to an AAA credit rating, strengthens the
Government's superannuation scheme and protects the public
interest”(!)

® Treasurer Andrew Fraser: “It strengthens the state's balance
sheet and strengthens our claim to regain our AAA credit rating
and it strengthens the state's superannuation scheme”(!)

Source: Bloomberg; Stanford Global Projects Center; QSuper Annual Reports and Actuarial Investigations; Moody's Investors Service.

Note: All $ in AUD.
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Overview of Connecticut Public Water Systems ($ millions)

Overview of Public Water Systems in Connecticut

Connecticut’s top 15 public water systems supply 66% of the population served by all of the approximately 2,500

systems operating in the State

® Of the top 15 public water systems in Connecticut, private operators charge 49% and 44% higher water rates for
residential and commercial customers, respectively, than their municipality-operated peers

— Residential rates of Connecticut’s largest private operators are 60% and 13% above those of MDC and RWA,

respectively

\omqmmawn.-|*

e e e e e
a p WON=O

Commodity Charges(z’
(Per 100 Cubic Feet)

As of June 30, 2016

Principal % of Pop. Public / Net Assets Change in Net
Public Water System City Served Served” Private Residential® Commercial® Net Debt Less Debt'® Position'®
RWA New Haven 14% Public $3.942 $3.635 $541 $38 $8
MDC Hartford 13% Public 2.770 2.770 1,118 849 57
Aquarion - Main Bridgeport 12% Private 4.234 4234 | NM - Private |
Waterbury Waterbury 4% Public 2.520 2.520 29 144 (2)
Aquarion - Stamford Stamford 3% Private 3.361 3.361 .

K K NM - Private

CT Water - Northwest East Windsor 3% Private 5.915 5.915
New Britain New Britain 3% Public 2.921 2.921 13 42 1
Danbury Danbury 2% Public 1.586 3.000 21 126 3
Meriden Meriden 2% Public 4.440 4.440 57 81 (1)
Aquarion - Greenwich Greenwich 2% Private 4.234 4.234 NM - Private
Bristol Bristol 2% Public 2.500 2.500 3 20 (0)
Manchester Manchester 2% Public 3.280 3.280 54 22 2
Southington Southington 1% Public 3.040 3.040 NA - Water Results Not Reported Seperately
South Norwalk Norwalk 1% Public 2.753 2.753 80 16 (0]
Middletown Middletown 1% Public 2.910 2.910 | NA - Water Results Not Reported Seperately
| Total/Average Top 15 66% 1 $3.360 $3.434 1 $1,917 $1,338 $68 |
Other (2,477 Additional Systems) 34% /g\
| Total 100% | Average public and private

[N

w N

I

residential rates are $2.969 and
$4.436, respectively. Average public
and private commercial rates are
$3.070 and $4.436, respectively

Source: Connecticut Department of Public Health: Public Water System Lists. Includes community systems
non-transient rmn—cnrmnumty SyS[E—!IT]S‘ and transient nnn—cr)mrmjmty Systems.

Excludes service charges

Source: Filings of public water systems. For comparability, rates shown exclude sewer rates. Assumes charge
for 5/8” meter size for residential and 1" meter size for commercial
Source: 2016 Comprehensive Annual Financial Reports of the systems or of the municipalities where the

systems are located

5 Net of accumulated depreciation and related debt outstanding

6 May notinclude change in net position associated with tangential expenses, such as health benefits, liability
insurance, and workers’ compensation, which are reported in a separate fund, such as an “Internal Service
Fund”, on some of the municipalities’ financial statements. Internal Service Funds are used to account for the
financing of goods or services provided by one department or agency to other departments or agencies of the
government and to other government units, on a cost-reimbursement basis.
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Impact of [llustrative Rate Increase on Capitalization

The analysis below illustrates how a rate increase would impact the capital structures of MDC and RWA

Impact of Illustrative Rate Increase
($ millions except rates)

MDC RWA
Current Residential Rate $2.770  $3.942
Average Private Residential Rate $4.436  $4.436
% Rate Increase 60.1% 12.5%
|Pro Forma Revenue $406 $130 |
Less: Operating Expenses (132) (60)
|Pro Forma EBITDA $274 $70 |
Less: D&A (31) (20)
Less: Taxes/PILOTs - (8)
Less: Interest Expense (34) (27)
|Pro Forma Net Income $209 $16 |
Divide: ROE 8.0% 8.0%
|Pro Forma Equity Value $2,615 $204 |
Plus: Net Debt 1,118 541
)fro Forma Enterprise Value $3,734 $745
I_Pro Forma Debt % of Capital 30.0% T72.7% X

Source: MDC 2016 CAFR; RWA 2016 Annual Report.
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Comparable Private Water System Companies and
Precedent Transactions

Comparable Private Water System Companies Analysis ($ millions, except per connection/capita metrics)

Operating Metrics

Market Net EBITDA EV / Total Population Cost of Cash %
Cap Debt TEV Margin Leverage Rev. EBITDA Customers Served Debt of Rev.
American Water Works Co., Inc. $15,829 $7,369 $22,906 59% 3.7x 6.9x 11.7x 3,312,000 15,000,000 4.6% 2.8%
Connecticut Water Service, Inc. 738 273 1,032 55% 4.8x 9.9x 18.1x 124,968 400,000 3.0% 8.0%
Middlesex Water Company 687 164 890 50% 2.5x 6.8x 13.6x 128,920 N/A 3.2% 2.1%
Artesian Resources Corporation 349 115 489 50% 2.8x 6.0x 11.9x 85,000 N/A 5.5% 0.3%
American States Water Company 1,942 361 2,341 41% 2.0x 5.3x 12.7x 259,000 N/A 6.2% 1.5%
The York Water Company 437 90 548 62% 3.0x 11.4x 18.3x 67,052 196,000 5.9% 0.0%
California Water Service Group 2,060 722 2,766 34% 3.2x 4.2x 12.3x 511,500 2,000,000 4.7% 4.3%
SJW Group 1,299 436 1,703 34% 3.4x 4.5x 13.4x 246,600 N/A 5.1% 2.0%
Aqua America, Inc. 6,393 2,076 8,438 23% 11.3x 10.5x 45.9x 972,265 3,000,000 4.1% 0.5%
Average 45% 4.1x 7.3x 17.5x 4.7% 2.4%
Median 50% 3.2x 6.8x 13.4x 4.7% 2.0%
Regional Water Authority" N/A 541 N/A 48% 9.7x N/A N/A 118,800 430,000 4.8% 18.6%
Metropolitan District Commision N/A 1,118 N/A 48% 9.2x N/A N/A 101,599 390,887 2.6% 79.1%
Precedent Transactions Analysis ($ millions, except per connection/capita metrics)®
Purchase TEV / TEV /

Acquirer Target Date Price (TEV) Rev. EBITDA Conn. Pop.
Eversource Aquarion 2017 $1,675 8.2x 18.8x $7,283 $2,349
Connecticut Water The Heritage Village Water Company 2016 21 11.2x 34.1x 4,253 N/A
Connecticut Water The Avon Water Company 2016 40 8.2x 13.3x 8,354 N/A
Lehigh County Authority® City of Allentown, PA Water Systems 2013 220 7.4x 22.6x 6,599 1,864
KKR & United Water® City of Bayonne, NJ Water System 2012 150 N/A N/A 12,500 2,273
Aqua America American Water - Ohio 2012 116 3.1x 6.7x 1,973 N/A
EPCOR USA American Water - New Mexico & Arizona 2011 470 5.2x 9.9x% 2,691 N/A
JP Morgan & Water Asset Management SouthWest Water Company 2010 427 2.0x 38.3x 3,286 928
Average 6.5x 20.6x $5,867 $1,854
Median 7.4x 18.8x $5,426 $2,068

Source: Bloomberg, CapitallQ and company filings.

1 EBITDA for RWA represents operating income plus an addback for depreciation and amortization
2 EBITDA for MDC represents change in net position of both governmental activities and business
type activities with addbacks for interest expense and depreciation expense. Includes sewer

operations and some electricity
Financials per company filings, state regulatory reports, and select research reports. Note that

w

where revenue and EBITDA figures were not directly available, figures have been estimated based
on last publicly available information released prior to transaction.

4 50-year concession
5 40-year concession

agreement. Purchase price represents upfront cash proceeds.
agreement. Purchase price represents upfront cash proceeds
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Connecticut Public and Private Water System Rate-Setting

While regional and municipal water utility rates are not regulated by any agency, private water system rates are
regulated by the Connecticut Public Utilities Regulatory Authority (“PURA”)

Public water systems set their own water rates subject to a vote by the system board subsequent to a
public hearing

— Under Section 2-14 and Section 5-4 of the MDC Charter, the District Board determines whether
MDC will increase its rates through an ordinance revision

— Under Section 14 of Connecticut Special Act 77-98, the Representative Policy Board votes on
raising existing water rates for RWA

— While there is no formal cap on rate increases, the rates “shall be established so as to provide
funds sufficient in each year” to cover the systems’ expenses, including debt service on bonds(!

Private water system rates are submitted for approval by PURA under CGS 16-19 and 16-19e through
a general rate case filing

In recent years, however, private water system base rates have remained constant, and rates have only
increased through a semi-annual adjustable Water Infrastructure Conservation Adjustment (“WICA”)
surcharge

— The purpose of the WICA legislation is to ensure that private water systems are incentivized to
invest in and maintain capital-intensive infrastructure

— Under CGS 16-262w, the WICA is “calculated as a percentage, based on the original cost of
completed eligible projects multiplied by the applicable rate of return, plus associated depreciation
and property tax expenses related to eligible projects [...] as a percentage of the retail water
revenues”

— The WICA surcharge permits rate increases so as to achieve a maximum 5% rate of return per
year—or 10% between general rate case filings—on eligible infrastructure projects

1 CT Special Act 77-98 Section 14 concerning the South Central Connecticut Regional Water Authority.
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The Charge to the Commission:

“Develop and recommend policies to achieve state
government fiscal stability and promote economic
growth and competitiveness within the state. Study and
make recommendations regarding state tax revenues,
tax structures, spending, debt, administrative and
organizational actions and related activities, to:

(1) achieve consistently balanced and timely budgets
that are supportive of the interests of families and
businesses and the revitalization of major cities within
the state, and

(2) materially improve the attractiveness of the state for
existing and future businesses and residents.”

Commission on Fiscal Stability and

Economic Development
2




Results to Date:

14 Commissioners were appointed, effective December 15, 2017, eight by
Governor Malloy, including the Co-chairs and Vice-chair, and six, one each,
by the legislative leadership

Mandated vote by committees / legislature on Commission’s
recommendations

Commission members are private sector appointees from varied
backgrounds and are diverse in gender, age, ethnicity, race and geography

Commission held eight public hearings and heard from over 40 withesses
Reviewed thousands of pages of submitted testimony and research
Report completed in 76 days on time, delivered on March 1
Complimentary review by Governor

Wide support from editorial boards throughout the state

Extensive hearings and meetings with legislative leaders and most
members of the General Assembly

Dozens of external speaking engagements

Commission on Fiscal Stability and

Economic Development
3




A “strawman” vision for CT
A long-term vision is required to propel our state back to greatness...

Achieve fiscal stability

— Sustainably
balanced budget
Target CT economic — Manageable debt
growth rate of 3%+ levels & unfunded
(vs. flattish today) liabilities

Achieve Sustainable
High Quality of Life
For All Connecticut
Residents

Maintain critical
Raise key services while

competitiveness protecting
factors from bottom vulnerable
guartile to above median populations
within 3-5 years and achieve top

guartile competitiveness by 2025

Commission recommends short-term, medium-term and long-term actions that will
enable improved competitiveness and higher growth

Commission on Fiscal Stability and
Economic Development
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Connecticut’s Burning Platform

Commission on Fiscal Stability and
Economic Development

Commission on Fiscal Stability and
Economic Development



Connecticut’s Economy Has Shrunk By 9.1% Over 10 Years, In
Contrast to Our Neighbors

Indexed Real GDP by state (millions of chained 2007 dollars)

| -0.1% I/

Adjusted for inflation Connecticut’'s economy is the same size as in 2004

Connecticut real GDP down 9 out of the past 10 years (year over year)
Connecticut’s 2017 shrinkage of 0.2% ranked 49t nationally

Source: Bureau of Economic Analysis, Gross State Product Commission on Fiscal Stability and

Economic Development
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Connecticut’s Population Growth Remains Flat

Population projections CAGR ‘16-'26
Indexed to 2006 %
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Zero population growth contributing to double digit year over year decline in
new home construction and permits in 2017

Source: US Census, American Community Survey, BLS Commission on Fiscal Stability and

Economic Development
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Connecticut’s personal income grew at the slowest pace
among Neighboring States in 2017

From 2012 — 2016 Connecticut personal income growth ranked 33 to 49t

Percent change in personal income, 2016 — 2017

New Hampshire 3.5%
Massachusetts 3.3%
All U.S. 3.1%
New York 2.9% = CT ranked 44t in nation
Maine 2.7% for 2017
All New England 2.7% = Excluding dividends and
New Jersey 259 government transfer
payments:
Rhode Island 2.4% = United States: 3.3%
Vermont 2.1% = CT 0.1% - 2nd

1.5% worst in nation

Connecticut

Source: U.S. Bureau of Economic Analysis; WSJ: The Regressive State of America Commission on Fiscal Stability and

Economic Development
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Our growth has slowed as our competitiveness has diminished

CT GDP growth rate
% change from preceding period

Pre-recession Recession Recovery

Connecticut’s

US Avg: 2.5% US Avg: (0.3%) US Avg: 1.9% Al
CT Avg: 3.0% CT Avg: (2.0% CT Avg: (0.3% Competitiveness

Rankings

431"
2016

8%

\ Sl 215¢
6% 2001 I 2008
\ /

4% ¢t

2%

0%

-29% t

4% L

6L
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Year!?

Commission on Fiscal Stability and
1 Each year represents the calculation between two years. For example, "1999" was calculated between "1999-2000" Economic Development

SOURCE: Bureau of Economic Analysis
* Beacon Hill Competitiveness Rankings
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Despite achieving a bipartisan budget in 2017, significant
out year deficits loom

Connecticut State Forecasted Budget Balances ($ in millions)?!

(52,272)

(1) Source: FY18-19 Biennial Budget, January 2018 Consensus Revenue Estimates, January 2018 OPM Budget Commission on Fiscal Stability and

Estimates, OFA Out Year Estimates .
Economic Development

10




Fixed expenditure growth is accelerating and is crowding
out important spending and investment

Projected General Fund Expenditure Growth?

Actual
FY06>

Category

(S in millions)

Fy17®

Projected
FY20

Annual Growth

'06 to ‘20

'17 to '20

$884
$411
$1,306
ement Progra $2,813

$2,161

§751
$2,076
$3,787

$2,640
$1,077
$2,410
$4,322

8.1%
7.1%
4.5%

3.1%

6.9%
12.8%
5.1%

4.5%

General Fund Fixed Expenditures $5,420

$8,796

$10,458

4.8%

5.9%

Projected average annual fixed expenditure
Increases of 5.9% from FY 2017 to 2020

Source: OFA Fiscal Accountability Report FY17 — FY 20. Connecticut CAFR. 2017 (©)]
Annual Report of the State Comptroller. OFA Fiscal Note to Enacted Biennium Budget.
OPM and OFA January 16, 2018 Consensus Revenue Estimates. OPM January 19,
2018 Budget Letter. 4)
(1) Fixed cost data from OFA Fiscal Accountability Report dated Nov 15, 2016 and
is not reflective of enacted budget and projections.
(2) FYO06 General Fund revenues and expenditures based on gross funding of
Medicaid (includes both federal and local portion).

FY17 General Fund fixed expenditures per OFA Fiscal Accountability Report
FY17 — FY20. FY17 total General Fund expenditures and revenues per 2017
State Comptroller’'s Annual Report.

Includes Medicaid and other services provided by the Department of Social
Services, Department of Children and Families, Department of Mental Health
and Addiction Services, and Office of Early Childhood.

Commission on Fiscal Stability and
Economic Development

11



Fixed costs have grown to over 50% of the general fund

General Fund Fixed vs. Discretionary Costs (% of General Fund Expenditures)

60% -
55% |
P
0,
53.7% c319
>0 \
S —
45% | 46.3% 46.9%
40%
2014 | 2015 " 2016 2017 " 2018 2019 ' 2020

Fixed as % of General Fund Expenditures = — Discretionary as % of General Fund Expenditures

Source: 2014-2016 Annual Reports of the State Comptroller, OFA Fiscal Accountability Report Fy17 ~Commission on Fiscal Stability and
—FY 20

Economic Development
12




Expenses growing much faster than revenues

Growth in fixed expenses is overwhelming commendable progress in
discretionary expenditures controls, and revenue growth is slowing

Projected General Fund Expenditure and Revenue Growth?

Category Actual Projected Annual Growth
($ in millions) FY06° FY17° FY20 |'06t0'20 | '17 to'20
General Fund Fixed Expenditures $5,420 $8,796 | $10,458 4.8% 5.9%
Discretionary Expenditures $9,080 $8,967 $9,251 0.1% 1.0%
Total General Fund Expenditures $14,500 | S17,763 | $19,709 2.2% 3.5%
General Fund Revenues $14,999 | $17,703 | $S17,510 1.1% -0.4%

A 3% expense /revenue delta increases the deficit by over
$500M annually

Source: OFA Fiscal Accountability Report FY17 — FY 20. Connecticut CAFR. 2017 (3) FY17 General Fund fixed expenditures per OFA Fiscal Accountability Report
Annual Report of the State Comptroller. OFA Fiscal Note to Enacted Biennium Budget. FY17 — FY20. FY17 total General Fund expenditures and revenues per 2017 8 8 3 Al
OPM and OFA January 16, 2018 Consensus Revenue Estimates. OPM January 19, State Comptroller's Annual Report. Commission on Fiscal Stability and

2018 Budget Letter. :
(1) Fixed cost data from OFA Fiscal Accountability Report dated Nov 15, 2016 and Econ0m|c Deve|0pment

is not reflective of enacted budget and projections.
(2) FY06 General Fund revenues and expenditures based on gross funding of 13
Medicaid (includes both federal and local portion).



CT’s unfunded liabilities are growing 3x faster than the economy
over the last 15 years

The State’s $86 billion of total liabilities would increase to nearly $100 billion if
the State’s pension systems reduced their investment return assumption to 6%*

Total Liabilities? ($ billions) = Debt service to revenue ratio of
$85.5B as of 6/16 13.3% is highest in the US3

= 3.0x US mean / 3.2x US median

= Moody’s adjusted net pension
liability (ANPL) is 20.4% of GDP,
Snitnded 3'd highest in the US3

Pension
$33.8 = 2.8x US mean/ 4.2x US median

= Pension contributions and debt
service at 26.5% of revenue is
highest in the US3

= 3.0x US mean / 3.6x US median

GO Debt
$17.4
0
SRR = Net tax supported debt as a % of
Teachers 13.1 personal income is 9.7%,
Judicial 02 3'd highest in the US3
Total $33.8

Sensitivity analysis of pension liabilities per The Pew Charitable Trusts. . . . o

State of Connecticut Comprehensive Annual Financial Report, 2016. Debt includes component units. Unfunded pension and OPEB liabilities represent Commission on Fiscal Stablhty and
unfunded actuarial accrued liabilities (‘UAAL”) based on actuarial reports for the State’s pension and OPEB systems. 3

Moody’s Investor Service. These ratios have been calculated based on Moody’s definitions of debt, pension liabilities, debt service, contributions and own- EconomIC Development

source governmental revenues (revenues less federal funding), and in most cases will differ from a state’s own published calculations or the calculations of 14
other institutions.



Escalating required pension contributions, especially for TRS,
exacerbate the State’s fiscal challenges

Utilizing the current discount rate of 8% for TRS, total annual contributions
reach $4.7B in 2032

Projected Annual Pension Contributions (excl. JRS) ($ in billions)?!

$6.0

0541$412$42$43$43$4
I | | | | | Si1 $2.0$2.0$2.0$2.0 41 9$1.9$1.9$1.9 $1.9 $1.9 $1.9
o i o o <t o L] ol o <t
8 8 8 8 8 g & 8 8 3
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o

$4.
$3.

o

82.
S1.
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W Annual SERS Contribution Post SEBAC Agreement B Annual TRS Contribution

o o
2018 —
2019 —
2035 [N
203¢ N
2037 N
2038 [N
2039 D

2026
2027
2028
2029
2030
2031
2032

(1) The Pew Charitable Trusts, State Office Policy Management, May 2017 SEBAC Agreement Commission on Fiscal Stability and

Economic Development
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Connecticut would need to spend 35 cents of every dollar
of revenue to fund obligations amortized over 30 years

Connecticut spent ~21% of state revenues to fund debt, pension and OPEB
liabilities in FY 2015

35% of revenue needed to fund debt and legacy pension and OPEB liabilities
on an accrual basis over 30 years, assuming an illustrative 6% return on plan
assets?!

Percent of state revenue collections required to pay the sum of interest on bonds, the state's
share of unfunded pension and retiree healthcare liabilities, and defined contribution plan
payments

40% -
359, m \What states would have to pay on an accrual basis over 30 years and assuming a 6% return on plan assets
o0

m What states are currently paying
30% A
25%

25% A

20% A
15%

|
10% -
5% -
0% A
322353

Source: The ARC and the Covenants 2.0, J.P. Morgan Asset Management; State/Pension Plan
Comprehensive Annual Financial Reports; Census; Loop Capital Markets. FY 2015.
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Commission on Fiscal Stability and
Economic Development

(1) Accrual basis expenditures include payments of benefits that have accrued even if cash
payment for such benefits is not yet due. 16




Connecticut’s taxes are higher than US averages

XX% CT rate Il Connecticut All other states

Tax rates by state, 2015, Statutory rate, %

Corporate 7.5% US A CM
Income ittt i s < VO 33rd
Tax1 6.2%
6.4%
_____________ 0 < US Avg
Sales tax 5.1% 39th
Personal 6.7% (now 6.99%)
income .o <YSAve 35th
1.5%
Propert US Av
taXSp y ___________________________________________ 4 1 1% g 40th
' “...CT aggregate state tax
burden is the 51 highest in
12% the country...”
Estate tax* US Avg. 38th — Tax Policy Center5
------------------------------------------- <4 3 (2015)

1 Represents the highest marginal corporate tax rate
2 State and Local Sales Tax Rates in 2017, Tax Foundation Commission on Fiscal Stability and

3 State Individual Income Tax Rates and Brackets for 2017, Tax Foundation (Highest Marginal Tax Bracket) .
4 Mean Effective Property Taxes on Owner-Occupied Housing, Tax Foundation 2015 Economic Development
5 Tax Foundation data 17

SOURCE: Federation of Tax Administrators (2016); U.S. Census, Hartford Courant




Migrants to CT earn less than those who leave CT

Households! moving to Connecticut ...while CT residents moving away earn
earn $93,000/year... more — averaging $123,000/year
Source region Average Average Destination region
% of total households Income? Income? % of total households
30% $123 NY $112 17%
12% $73 MA $87 10%
8% $56 FL $253 ( 16%
5% $101 | N $95 4%
5% $101 | CA $112 6%
A A
Average 93 Average 123

1 Number of returns filed approximates the number of households that migrated . . -
2 Adjusted Gross Income as reported to the IRS Commission on Fiscal Stability and

SOURCE: Infernal Revenue Service (2015-2016) Economic Development
18




At the same time, a series of tax increases has correlated
with significant outmigration

Historical Net Migration in Connecticut (# of people)?!

7,044

3,758 4,058

o71) @

(8,846) (8,228)
(10,507)

2007 08 09 10 11 12 13 14 15 2016
Number of brackets, top Several high profile
income tax rate, and corp. corporate departures

! surcharge increased (2011) (e.g. GE) (2016 - 2017)
Income tax bracket added for

high earners; corporate °

surcharge added for large firms Top income tax rate
(2009) 0 o increased (2015)

Source: Hartford Courant, January 3, 2018. Commission on Fiscal Stability and

(1) FY 2018 — FY 2019 Biennium Economic Report of the Governor Economic Development
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Connecticut has a Mismatch of Labor Supply and

Demand

Connecticut has recovered only 80% of the jobs lost in the Great Recession
vs. 200% recovery nationally...a relative shortfall of 142,000 jobs or ~8.5% of
the workforce

Supply/demand ratio, Unemployment, Job postings,
Occupation type %, 2016 Ths, Aug.2017 Ths, Aug 2017

Construction and Extraction 12.5 7.0 I 0.6
Oversupply:
Potential to Cleaning and Maintenance 4.9 l 12
retrain/transfer skills
Production 5.9 - 2.1
Potential Poor Ed ti Traini d Lib 1.0 3.2 3.2
Matching: ucation, Training, and Library | .
SEIAREE  Office and Admin. Support 1.0 9.3 9.7
connect employers
with candidates L
Architecture and Engineering 0.3 0.9 2.8
Undersupply: |
Need to increase Computer and Mathematical 0.2 1.3 6.9
supply of human |
e Healthcare Practitioners 0.1 15 19.1
|

Source: EMSI and BLS data Commission on Fiscal Stability and

Economic Development
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The Bridgeport-Stamford Metro Area had 37.1 million
hours of traffic delay in 2014, up 400% from 1980

Highway, airway, rail and port all suffer from underinvestment
Infrastructure issues cause aggravation and disincentivize business investment

The backbone of Connecticut's economy needs major capital investment to maintain
even current inadequate service levels

The Special Transpiration Fund (STF) must have a steady, reliable revenue stream in
order to commit to longer term investments

Millions of Hours of Delay Annually: Bridgeport-Stamford Metro Area

Source: Texas A&M Transportation Institute Commission on Fiscal Stability and

Economic Development
21




Connecticut cities’ reliance on property taxes generates
Insufficient revenues to develop vibrant urban cores that are
critical to the state’s economic growth and well-being

Our Cities are Challenged by Several Structural Factors:

» Relatively small, little regional support

» Provide services to the region without sufficient compensation
» Uniquely burdened by concentration of tax exempt property
>

High property taxes, making it hard to compete for businesses and residents
The Cost of Living in Cities is Higher in Connecticut!?

Commission on Fiscal Stability and

Economic Development
1 National Association of Realtors (2015) 22




Key Recommendations

Commission on Fiscal Stability and
Economic Development

Commission on Fiscal Stability and
Economic Development



Commission Recommended a Pro-Growth, Revenue
Neutral Rebalancing of State Taxes

Commission Recommended:
» Lower personal income tax rates for all filers
» Offset by higher sales tax revenue including base broadening

» Eliminate the gift and estate tax now, offset by increase in
business taxes

» Allow municipalities the power to charge fees, to impose
payments for Services in Lieu of Taxes (SILOTS) on nonprofits

Legislature Enacted:

» Created a new private panel to study and make recommendations
by January 15t 2019 to rebalance the state’s tax mix in order to
better stimulate economic growth without raising net new taxes

Commission on Fiscal Stability and

Economic Development
24




eCommission Recommended a Study on Revenue and
Expense Optimization to save $1B in the General Fund

Commission Recommended:
» Save $1B in the General Fund through:
 Efficiency improvements
« Enhanced effectiveness in revenue collection
 Increased privatization of services

» Without damaging program quality or the social safety net

Legislature Enacted:

$500M in the General Fund through efficiency/excellence

J » Authorize a consultant-led study of opportunities to save
gains in both revenue collection and expense management

Commission on Fiscal Stability and

Economic Development
25




eCommission Recommended Restructuring the Teachers’
Retirement System to Reduce Unfunded Liabilities

Commission Recommended:

» Contribution of net lottery proceeds improves funded ratio and
reduces annual required contribution

» EXisting debt to be re-amortized as currently allowed in 2025

» Move to hybrid DB/DC plan for new and unvested teachers

» Shared risk on investment returns, higher Teacher contributions
Legislature Enacted:

» Study Commission’s framework for reform of the Teachers’
J Retirement System with proposals by January 1, 2019, including:

« 30 year Lottery contribution, debt re-amortization, hybrid
DB/DC plan with risk sharing on investment returns

Commission on Fiscal Stability and

Economic Development
26




QRebaIance Labor Arrangements [Did not address]

Move the definition of retirement benefits and funding policies for state
and municipal employees from collective bargaining to the legislature
and local governing bodies (in 2027 or upon reopening of SEBAC)

Require Comptroller to certify appropriateness of financial and
iInvestment return assumptions

Change binding arbitration procedures at both state and municipal
levels to permit compromise awards (instead of “last best offer”) and
selection of single neutral arbitrator

Appoint a private panel of experts to analyze the competitiveness of
2017 SEBAC agreement both within the tiers and compared to other
states and to private plans

Require coalition collective bargaining for shared services
arrangements among towns

Commission on Fiscal Stability and

Economic Development
27




QRaise the Minimum Wage [No Action Taken]
Increase to $15/hour in annual steps by 2022

» Variations based on age, seasonality and full/part time
status

GModify the legislature’s budget management process
[Did Not Address]

Legislature to hire an expert consultant to study improvements
In budget process including:

» Creation of a Joint Budget Committee
» Whether changes are needed in compensation
» Session length and other legislative processes

Postpone effective date of bond covenant [Reduced term from
10 to 5 years]

Commission on Fiscal Stability and

Economic Development
28




alnvest In Select Cities via the Capital Region Development
Authority and a STEM Campus [Did Not Address]

Reserve $50M in FY 2019 and $100M in FY 2020 in bond
funding for:

» Expansion of CRDA concept to two additional cities

» Seed funding for a new city-based STEM campus
developed in a joint venture with a major research
university

Commission on Fiscal Stability and

Economic Development
29




elncrease Funding for the Special Transportation Fund

Raise gas tax by 7 cents over 4 years

Retain the half cent in sales tax now contributed from
J the General Fund

Approve tolls in principle, subject to Legislative approval
of an acceptable plan

J Prioritize / deprioritize projects based on economic
Impact

Acceleration of new car sales tax directed into the STF

[Legislature increased annual bonding to $1B]

Commission on Fiscal Stability and

Economic Development
30




The Governor or Legislature to Establish a Red Tape
© Commission [No Action Taken]

The goal is to reduce / rationalize existing regulations, as
well as set guidelines for future regulations

To support this effort, a zero-based regulatory policy
should be established — any new regulations must be
offset by eliminating old ones

@Undertake a Series of Growth Initiatives, Led by the
Executive Branch, with the Funding and Support from
the Legislature to: [No Action Taken]

1.
2.

Develop and retain the workforce Connecticut needs

Support the growth of Connecticut’'s highest-potential
economic sectors

Transform the business environment for entrepreneurship
and innovation

Commission on Fiscal Stability and

Economic Development
31



Current Policy

General Fund Surplus / Deficit Projections — Current Policy

Source: Revenues — Comptroller's Open Budget FY12 — FY17; OPM Consensus Revenue January 2018 | Commission on Fiscal Stability and
Expenses — OFA Fiscal Accountability Report FY17 — FY20 & October Out Year Estimates

: _ : Economic Development
Key Assumptions: Fixed costs are growing at an average of ~5.5% each year; Total General Fund expenses
growing at 3% in future years past 2022 2




Commission Plan

General Fund Surplus / Deficit Projections — Commission Plan

Source: Revenues — Comptroller's Open Budget FY12 — FY17; OPM Consensus Revenue January 2018 | . : o
Expenses — OFA Fiscal Accountability Report FY17 — FY20 & October Out Year Estimates; CT Tax Expenditure Commission on Fiscal Stability and
Report February 2018

Key Assumptions: All Tax changes are implemented in 2020 | Payroll Tax — OPM Population data; CT SBA Office 33
of Advocac

Economic Development




Commission Plan — Growth Assumption

General Fund Surplus / Deficit Projections — Commission Plan (Growth Assumption)

Source: Revenues — Comptroller's Open Budget FY12 — FY17; OPM Consensus Revenue January 2018 | Expenses — OFA - : o
Fiscal Accountability Report FY17 — FY20 & October Out Year Estimates; CT Tax Expenditure Report February 2018 Commission on Fiscal Stability and
Key Assumptions: All Tax changes are implemented in 2020; | Payroll Tax — OPM Population data; CT SBA Office of Economic Development

Advocacy; Assume the pro-growth tax initiatives enable roughly 3% increased basis growth each year achieving our goal of a
3% — 3.5% Average GSP in 5-10 years 34




CBIA: “Lawmakers should move Fiscal Stability Commission
Recommendations Forward”

"The commission has since refined its initial set of recommendations
Into a concise, comprehensive list of proposals that demand serious
consideration by the entire General Assembly”

“Connecticut's fiscal and economic challenges are not going to go
away and they only get worse with inaction”

"The state's fiscal problems make it increasingly difficult to find the
resources to invest in education, infrastructure, and other areas that
are necessary to make our great state fully competitive.”

Other endorsements from:

Multiple Chambers of
Commerce REALTORS®

Commission on Fiscal Stability and

Economic Development
35




Next Steps:

Make the “burning platform” a
theme of the 2018 election
campaigns at all levels, and a

referendum on proposals for
reform

Carry over proposals into next
Legislative session

Commission on Fiscal Stability and
Economic Development
36



SUGGESTED WORKING GROUPS

ACCOUNTING /

ACTUARIAL

ECONOMIC
DEVELOPMENT

CAPITAL ASSET
SELECTION

Joe Rubin Greg Messner (OPM) Fred Wilms Michael Imber
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Jonathan Steinberg Denise Napier / Larry Wilson Jonathan Steinberg Joe Rubin
(Treasurer)
Treasurer Denise L. Nappier Robyn Kaplan-Cho Treasurer Denise L. Nappier Ted Murphy
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The Legacy Obligation Trust
A new approach to funding pension & OPEB liabilities

Connecticut Pension
Sustainability Commission

September 21, 2018




Michael Imber — Eisner Amper LLP

» Connecticut resident for 25 years

« Recovering banker

* Bankruptcy & turnaround consulting since 1993
* Focus on municipal distress since 2009

* Municipal / State distress consulting
e Nassau County, NY
 State of Kansas

» Chapter 9 experience
e Mammoth Lakes, California
» Jefferson County, Alabama
 City of Detroit, MI

« Managing Director, EisnerAmper Public Sector Advisory Services



Presentation Agenda

1) Legacy Obligation Trust (“LOT") — Executive Summary
2) Background on LOT concept development
3) The LOT Model

d Design

d Examples

d Who else has seen this?

4) Benefits, Reforms, Working Groups

5) Discussion



Executive Summary

* The Legacy Obligation Trust (“LOT") concept is a new
approach to solving the underfunded municipal pension
and retiree healthcare problem in the United States.

« A government unit makes an in-kind contribution of real
assets — like land, buildings, infrastructure, enterprises

 to a professionally and independently managed trust

« for the benefit of one or more underfunded municipal
pensions and retiree health plans.



Executive Summary

e The trust issues Certificates of Trust (“COTs"”) as the means
of conveying ownership

« CQOTs function like shares of stock if thousands or tens of
thousands of units are issued, permitting ownership
division among more than one pension/OPEB fund

e COTs are structured as marketable securities



Executive Summary

* The government unit's intended benefits include:

« an immediate credit against its unfunded liability based on the
fair market valuation of the assets contributed to the trust

 the pension & OPEB funded ratios increase, which may improve the
credit rating agencies’ assessment of the government unit

« an immediate, positive cash flow impact on the unit’s budget as
the “catch-up” payment for the underfunding goes down

* the independent, professional manager is incented to create
additional value to further increase the pension’s funded ratio

The LOT concept is a new idea that has not been previously
implemented in the U.S.

In-kind contributions to pensions have been utilized in the U.S. and
internationally.




Background on LOT concept development

o City of Detroit bankruptcy

* Certificate of Participation note holders
 Financed $1.4 billion pension contribution

» Offered recovery
 Final outcome

e Judge Rhodes’ opinion on Plan of Adjustment

An alignment of interests could be the path to

fixing legacy obligations



LOCAL
GOVERNMENT
UNIT (“LGU")

REAL ESTATE
Vacant land
Buildings
Foreclosures

INFRASTRUCTURE
Bridges, Tunnels,
Airports, Roads

ENTERPRISE
Hospitals,
Nursing homes,
Utilities

PENSION FUNDS
OPEB FUNDS

STEP 2: LOT issues

STEP 1 Unit marketable Certificates of
transfers Trust (“COT”) to the pension
assets to & OPEB funds evidencing
LOT

beneficial ownership

LOT LOT
MANAGER
STEP 3 Hire

independent
manager



The LOT Manager maximizes economic value

PRIVATE SECTOR

PENSION FUNDS ENTERPRISE

OPEB FUNDS

LOT

MANAGER

STEP 4 LOT Manager
negotiates sale, lease, or other
economic interest with private
sector enterprise where all
beneficial interest accrues for
the LOT

STEP 5 Success of deployed
assets increase the value of the
COT which benefits the pension
& OPEB funds

Assets are re-valued each year



Further thoughts on Capital Asset Universe

* Undeveloped assets can be converted to cash generating,
unlocking new value

* Developed assets need to be assessed for highest and best use
and potential for profitable turnaround

UNDEVELOPED DEVELOPED ENTERPRISE ASSETS

| UNDEVELOPED

« Raw Land e Stadiums « Hospitals
« Government  Golf « Skilled
occupied Courses Nursing

buildings . Utilities Facilities



Connecticut Universe of Assets (at cost)

State of Connecticut's Capital Assets
(INet of Depreciation, in Millions)

Governmental Business-Type Total
Activities Activities Primarv Government
2017 2016 2017 2016 2017 2016
Land $ 1,788 § 1,747 § 69 % 68 § 1.857 1.815
Buildings 2,836 2,605 3,385 3,253 6,221 5,858
Improvements Other Than Buildings 127 141 197 184 324 325
Equipment 49 - 344 348 303 348
Infrastructure 5,006 4613 - - 5,006 4613

Construction in Progress 4088 4.545 877 686 S65 5.231
Total § 14884 § 13651 § 4872 § 4530 $ 18.190

« Total Primary and Enterprise Capital Assets $19.8 billion
» Total Component Unit Capital Assets $771 million

« Total Universe $20.5 billion
» This figure does NOT represent fair market value

all figures net of depreciation

11



Examples

Queensland Motorways Batterson Park
Hartford, CT

Queensland, Australia

S

QUEENSLAND
MOTORWAYS

e
ot 0

™
Istsrchiarg SIHSHIHE
ol point COAST

(R,

LEGACY WAY - | CLEM? !
“@0 - smisBaNE
BETWEEN
BRIDGE GATEWAY
MOTORWAY
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Who else has seen this?

« Rating agencies

e Universities

13



Aligned incentives make the “gears” turn

Labor and management become partners for economic growth

= PENSIONS & OPEB:
0 Funding ratios increased
immediately
0 Retirees share in upside
0 Marketable COT enhances valuation

Pension &
OPEB

= UNIONS:
o Current employee interests align
with economy

= ECONOMY:

o Stimulate new jobs and incents
government to create growth
environment
Enhance neighborhoods
Generate new tax revenue

O O



A sustainable solution requires other reforms...

* The LOT concept cannot
be assumed to be the
only reform necessary
to effect sustainable
change

e LOT implementation
must be met with the
fiscal discipline to adopt
best practices in budget
management

» Without other reforms,
the bad habits of the
past can create the
legacy obligation
funding problem again
in the future

Re-set
Pension
Discount Rate

Implement
Employee
Contributions

Eliminate
Structural
Deficits

Budget

Discipline

Defined
Contribution
Plans

Establish
Rainy Day
Funds

Eliminate
Pension
Spiking




CT PSC Working Groups

Capital Asset
Selection

Economic
Development

Accounting
/ Actuarial

Selection criteria
Potential alternative uses
Opportunity Zone / Enterprise Zone

Industry initiatives
Potential regulatory reform
Potential tax reform

Legislative considerations for asset contribution
COT design considerations / Treasury acceptance
Trust governance and design

Confirmation of accounting/actuarial treatment
GASB Perspectives
Rating Agency reactions

16



Appendix A

Detailed Description of the Legacy Obligation Trust model

17 -



LOCAL
GOVERNMENT
UNIT (“LGU")

REAL ESTATE
Vacant land
Buildings
Foreclosures

INFRASTRUCTURE
Bridges, Tunnels,
Airports, Roads

ENTERPRISE
Hospitals,
Nursing homes,
Utilities

PENSION FUNDS
OPEB FUNDS

STEP 2: LOT issues

STEP 1 Unit marketable Certificates of
transfers Trust (“COT”) to the pension
assets to & OPEB funds evidencing
LOT

beneficial ownership

LOT LOT
MANAGER
STEP 3 Hire

independent
manager
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LGU identifies universe of potential assets for an in-kind contribution

* What are the assets that government does not need to own?
> Real estate, infrastructure, enterprises
» Governments often hold assets to maximize political, not economic, utility

» Such assets hold unrealized equity value that, if professionally managed, could
be unlocked to increase actual value and drive economic growth.

» Examples might include:
* Raw land to be developed into alternative commercial use

« State offices are consolidated to empty entire buildings that could be
leased or sold to the private sector

* The value of the in-kind contributed assets provide immediate
credit to the pension and OPEB funds

» Valuation methodology needs to be commercially reasonable
» LOT assets must be re-valued each year

19



Pension & OPEB funds will own and hold Certificates of Trust (“COTs")
» The COTs serve as evidence of ownership of the LOT

* A large number of COTs may be issued to accommodate a division of
ownérship between multiplé pension and OPEB funds

* The COTs’ value is based on the desk-top valuation of the assets at
time of contribution and annually thereafter

* The COTs could be structured as marketable securities
> If the LOT assets generate steao_l%/ cash dividends, the COTs may become an
attractive investment opportunity for third-party money managers

O Such a secondary market gives the pension & OPEB funds a liquidation
option without forcing the sale of the assets from the LOT

> A secondary market for COTs eliminates the need for an annual desk-top valuation

O The COT market Erice becomes a proxy measure of the economic fortunes of
the government that has contributed the assets

20



STEP 3 — Government hires LOT Manager

The LOT Manager is incentivized to maximize economic utility of trust assets

e The assets contributed to the LOT dictate the skill set of the
manager to be hired

* The LOT Manager must be independent, authorized, and
empowered

» The LOT Manager is not subject to government control or influence

» The LOT Manager is authorized and empowered to sell, lease, or contribute the
assets to joint ventures

> The integrity and professionalism of the LOT Manager is critical to success

21



The LOT Manager is incentivized to maximize economic utility of trust assets

* The LOT Manager’s authority and governance structure must
be well defined in advance

» Protocols for transparency must be established
» Auction protocols must be defined

* A Board of Trustees provides oversight on the LOT Manager

» Board members will include representatives of the beneficiary pension &
OPEB funds, members of the business community, and labor

* New value creation is the LOT Manager'’s measure of success

» Growing LOT asset value further offsets unfunded pension liability,
minimizes “catch-up” payments, and stimulates the economy

» Granting a share of the COTs to the LOT Manager aligns incentives

22



Plan For Sustainable Funding of the Teachers’ Retirement Fund
Office of State Treasurer Denise L. Nappier
November 16, 2018
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Plan for Sustainable Funding of the Teachers’ Retirement Fund
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 Payment of teachers’ retirement benefits
* Deterioration of the Teachers’ Retirement Fund (TRF)
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Step 3: After POBs are paid off, re-amortize

Other Options
Threshold Considerations

Fundamental principles for preserving the health of the TRF
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Introduction

Pension Fund Governance

« The Treasurer is the principal fiduciary of the $35-billion
Connecticut Retirement Plans and Trust Funds for the benefit
of more than 219,000 beneficiaries.

* The Investment Advisory Council (IAC), created by the General
Assembly in 1973, and revised and strengthened with the
Treasury Reform Act of 2000, advises the Treasurer in
overseeing the investments of the Connecticut Retirement
Plans and Trust Funds (CRPTF).



Introduction

Pension Fund Governance

* Investments are made within a system of Pension Fund governance.

* The Treasurer is required, with IAC approval, to adopt the Investment Policy
Statement (IPS) for investing state retirement and benefit funds, in a
prudent and careful manner, which outlines the following:

* Investment objectives

« Asset allocation policy and risk tolerance

* Asset class definitions with permissible investments

* Investment manager guidelines

* Investment performance evaluation guidelines

* Guidelines for the selection and termination of providers
* Guidelines for corporate citizenship and proxy voting

* Liquidity requirements



Introduction

. The Teachers’ Retirement System has had a funding problem
for decades. Today, despite repeated warnings, the bill has
come due.

. Let me briefly remind you of what I said back in June 1999:

That a key component to any strategy of restoring the Fund to
good fiscal health is to contribute the actuarially required
contribution each and every year.

. And I repeated my warning in 2001. This 17-year-old quote
has proven prescient: “For too long, Connecticut’s state
government has regarded pension funding as tomorrow’s
problem. Well, tomorrow is about to arrive, and when that
happens, the amount of money we will need to fund our debts
to retired teachers and state workers will blow the state
budget to smithereens.”



Background: Teachers’ retirement benefits

 Before 1980, Connecticut paid teachers’ retirement benefits via annual
appropriations, a classic “pay as you go” model.

 Thereafter, an actuarially designed plan was established with the
objective of requiring the State to make annual contributions that would
pay for:

» normal (i.e., current) retirement costs; and
» a portion of the unfunded past service liability, amortized over a
fixed period of time.

The method for calculating the State’s yearly contributions resulted
in a back-loading of payments, with escalating costs later in
the amortization period.


https://www.google.com/imgres?imgurl=https://www.collierpickard.co.uk/wp-content/uploads/2017/06/web-based-crm-escalating-costs-2.jpg&imgrefurl=https://www.collierpickard.co.uk/crmblog/web-based-crm-systems-containing-costs/attachment/web-based-crm-escalating-costs-2-2/&docid=9-ir2_YdrlIFfM&tbnid=0YiiFRWD--Wc-M:&vet=10ahUKEwjswajCgsDeAhVQnFkKHV8HDaEQMwhyKCMwIw..i&w=900&h=313&bih=932&biw=1920&q=escalating costs&ved=0ahUKEwjswajCgsDeAhVQnFkKHV8HDaEQMwhyKCMwIw&iact=mrc&uact=8

Background: How the health of the

Teachers’ Retirement Fund deteriorated

* An essential element for ensuring the soundness and affordability of any
actuarially designed plan is consistent funding in an amount determined

by the State’s actuaries as necessary to reach full funding at the end of
the amortization period.

% This amount is variously described as the ARC (actuarially required
contribution) or ADEC (actuarially determined employer contribution).

« What actually happened: Three factors led to the deteriorating health
of the TRF, as measured by its funding ratio:

» Playing catch-up in the funding of legacy costs incurred before
1979;

» Consistent underpayment of the State’s ADEC; and

» Unrealistic long-term investment return assumptions.



Background: How the health of the TRF deteriorated

« The State consistently underpaid what was deemed necessary to fund
the TRF, which affected the Fund in two ways:

s First, the amounts not contributed were not invested and,
consequently, could not generate income that would have helped the

State meet its obligations.

» Since 1991 through 2005, a total of $979 million was not
contributed to the TRF.

» Had this amount been contributed and invested, taxpayers could
very well have saved about $5 billion in contributions.

s Second, the amounts not contributed increased the unfunded
liability, which compounded the increase in payments in the later
years of the amortization period.



Background: How the health of the TRF deteriorated

* Another key contributing factor to the poor health of the TRF was
unrealistic long-term investment return assumptions, established
separately from the Treasurer’s investment program.

 Employing assumed investment returns that could not be reasonably
achieved in the capital markets resulted in lower calculations of the
ADEC. Significantly, even these lower ADECs were not fully paid.

« If return assumptions are set at levels unlikely to be attained, it will be
difficult to achieve them without pursuing high risk investment
strategies.

 The State ignored a guiding principle:

It is far more prudent to set an assumed rate of return based on what
is achievable, rather than what is desirable.

10



Investment performance of the TRF

25%

20%

8.50% 15%

Assumed Rate

of Return 10%

FY2000 to
FY2014

5%

8.00% Rate of
Return Post 0% -

1 . p
]
FY2014 I I
-5%
European Crisis BREXIT
T Global Financial Crisis

-10%

159,  Technology Bubble

-20%
° 12000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018

B TRF Return 13.1% -3.7% -6.6% 2.1% 15.3% 10.5% 10.7% 17.5% -4.8% |-17.1% 12.9% 20.8% -1.0% 11.8% 15.7% 2.8% 0.3%  14.4% 7.0%
B TRF Benchmark Return  10.0%  -7.2% -8.5% 4.2% 15.7% 10.4% 10.6% 17.8%  -6.0% -17.6% 12.3% 20.7% 1.0% 12.0% 15.1% 3.2% -0.1% 13.2% 7.7%

Market 5 7 10 15 20
Value Years Years Years Years Years

TRF Return $18.1 B 7.3% 9.1% 7.4% 7.3% 6.7%

As of September 30, 2018

During the Nappier Administration, through FY2018, the TRF performance, net of fees and
expenses, ranked higher than 70% of Public Defined Benefit Pension Plans >$1B 11



An intervention in 2008

In April of 2008, the State issued Pension Obligation Bonds (POBs) which
raised $2 billion for deposit into the Teachers’ Retirement Fund.

This transaction improved and protected the health of the TRF:

>

>

Reduced unfunded liability and associated costs;

Restructured COLAs, which resulted in an estimated $1.2 billion in
savings over the life of the bonds;

Created a bond covenant that required the State to make 100% of
the ADEC for each year that the bonds were outstanding; and

Limited the State’s ability to modify its payments to the TRF by
restricting changes to actuarial methods and the amortization

period.
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An intervention in 2008

Were it not for the bond covenant, the State may have reverted to its
historical practice of shorting its payments, further eroding the integrity
of the TRF

Since the redesign of the TRF in 1979 as an actuarially designed plan,
the longest period of the State’s consistent pay