FINANCIAL AUDIT ADVISORY COMMITTEE
Report

Wednesday, July 16, 2014

Present. Ald. Fuller (Chairman), Ald. Danberg, Gail Deegan, and Tony Logalbo

Also present: David Wilkinson (Comptroller), Sue Dzikowski (Director of Finance; School
Department), Thomas Hanna (Chief Financial Officer and Chief Operating Officer; Pension
Reserves Investment Management Board), Paul Todisco (Senior Client Service Officer; Pension
Reserves Investment Board) and Kathleen Riley (Senior Vice President and Actuary; Segal
Advisors), and Matthew Hunt (CPA; Clifton, Larson, & Allen, LLC)

The Committee met with Actuary Kathleen Riley of Segal Advisors (the actuary for the
City’s pension fund), CPA Matthew Hunt of the City’s accounting firm Clifton Larson and
Allen, LLC, and Thomas Hanna and Paul Todisco of the Pension Reserves Investment
Management (PRIM) Board (the agency that invests both the City’s pension and retiree health
insurance (OPEB) funds) to start planning for the implementation of Governmental Accounting
Standards Board (GASB) Statement 68. GASB 68 requires the City to include all of its unfunded
pension liabilities in the City’s Comprehensive Annual Financial Report (CAFR) for Fiscal Year
2015. The City wants to be sure that the implementation process goes smoothly and all of the
groups that provide information on pension liability are on the same page in terms of what
information is needed and how it is presented.

Auditor Matthew Hunt stated that from an audit perspective Newton is well ahead of the
game in terms of implementation of GASB Statement 68. He added that the City’s actuarial firm
has put the City in a good place. Essentially, Segal Group included GASB Statement 68
information in the January 1, 2014 actuarial evaluation (a year before it is required). Some of the
information provided in the valuation is to be determined as 2014 has not yet come to a close.
Actuary Kathleen Riley has done a great job of laying out a significant amount of the
information that Clifton Larson Allen, LLC (CLA) is going to need for implementation. As an
audit firm, CLA assists the City with the financial statements and will require information from
the actuarial valuation. Having looked at the January 1, 2014 actuarial valuation, the City and
actuary are well on their way to capturing the information that will be needed for the
implementation. Mr. Hunt feels the City is in a great position in terms of planning for
implementation. Comptroller David Wilkinson added that the Newton Retirement Board has
spent time with Actuary Kathleen Riley and are confident that Segal Advisors has an especially
good grasp of what is needed for implementation of GASB Statement 68.

The City will not see the pension liability until the June 30, 2015 Comprehensive Annual
Financial Report (CAFR); however, on those statements there will be a prior period adjustment
that will decrease the net assets as of June 30, 2014 for the liability that existed at that time. The
liability is going to have a measurement date of January 1, 2014. The measurement date can be
different than the fiscal year end date. Since the City has actuarial valuations every year as of
January 1, it makes sense to have that be the measurement date for the City. The January 1, 2014
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valuation is going to provide the basis for the prior period adjustment that is going to show up in
the 2015 financial statements.

One of the details of implementation is the percentage allocation between the City and
Newton Housing Authority. The Newton Retirement System as a whole has an unfunded
pension liability of approximately $270.8 million. The City needs to allocate that between the
City and the Newton Housing Authority. The Newton Housing Authority’s share is about 1% or
$2.8 million. The allocation is based on expected future contribution rates. Looking at the 2016
contributions, it looks like the Newton Housing Authority is at a little under 1% of the
contributions. The auditors will need a breakout of the City of Newton’s portion versus the
Newton Housing Authority’s portion. Ms. Riley stated that the actuaries will have no problem
providing that information. By showing the percentage breakdown between the City and the
Housing Authority, it will be very clear to anyone looking at the 2015 financials where the
numbers are coming from. Basically, what the City is looking at for the prior period adjustment
is a liability of approximately $268 million. The City will not know what the actual liability will
be until 2014 comes and goes.

From an implementation preparation stand point, the auditors will work closely with
Segal Advisors and the Comptroller after the 2014 books close and some of the needed data is
available. Ms. Riley pointed out that there will need to be a decision on what fiscal year
appropriation percentage the City wants to use to assign the liabilities, as the percentage varies
slightly each year. These are details that can be worked out internally but the decision making
process will be documented in writing. Mr. Hunt added that how that determination is made
needs to be part of the City’s footnote disclosures in the 2015 CAFR. Because the City does an
annual valuation, it makes sense to use the January 1, 2015 valuation. The bottom line is that the
City is well on its way to implementation. The City already has a good idea of what the
beginning balance of the liability is going to be. Once 2014 is over, the auditors will be well on
their way to getting the data they need for the Fiscal Year 2015 financial statements. It looks
like the Retirement Board actuary, Segal Associates, is doing a great job in capturing what the
external auditors will need for GASB Statement 68 implementation.

Mr. Hunt reviewed what the auditors will need from the investment managers — PRIM —
for implementation of GASB Statement 68. One piece of the information that gets shown in the
financial statements for GASB 68 is the net difference between the projected investment
earnings and the actual investment earnings, which the auditors will need. Ms. Riley pointed out
that the actuaries already get that information as part of the annual valuation. Mr. Hunt will also
need additional information for disclosures, specifically the long-term expected rate of return on
pension plan investments and a description of how that long-term rate was determined and the
methods and assumptions behind the determination. This information is typically part of the
actuarial valuation but the one piece that is really important is the methods and assumptions that
are used to come up with the expected rate of return information. PRIM will provide that
information. Secondly, if at any point in time there is a situation where the City runs out of net
assets, the City would have to use a municipal bond rate as part of the discount rate. The PRIM
representative would likely help the City establish the municipal bond rate at that time. This
situation is very unlikely to occur. Lastly, disclosures about asset allocation of the pension
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plan’s portfolio are required. The auditors will need the long-term expected rate of return for
each asset class within the portfolio, and whether the rates of return are presented on arithmetic
or geometric means. PRIM will also provide that information.

Tom Hannah and Paul Todisco provided the attached information titled “Massachusetts
PRIM Board Asset Allocation Discussion.” The handout provides the kind of information that
the PRIM representatives are able to readily provide to the City. The presentation includes
information from February 2014 on expected returns for each asset class; it goes into the
assumptions underlying how the returns were arrived at, expected returns for each asset class,
and risk for each asset class. The PRIM representatives believe that all the information the
auditors require is readily available but if more robust information is needed they will be happy
to provide the information.

Mr. Hannah has had a conversation with PRIM’s bank and has a phone meeting
scheduled; the bank is providing the returns in an IRR format. The bank should be able to
provide the geometric linked returns, which is what the PRIM shows in its performance report.
Mr. Hannah will continue to work with the bank to get the right format for the returns. PRIM is
also talking with its auditors about the same issue in order to be as informed as possible and to
determine the best way to assist municipalities. Pages 38 and 39 of the handout provide rationale
for assumptions. The City may need even more robust information about the assumptions that
PRIM uses.

Mr. Hunt stated that he will use the GASB Statement 68 implementation guide that
provides sample disclosures to determine the level of information and detail that is needed for
correct implementation. The auditors will work with the City Comptroller to determine what
level of detail is appropriate, as well. These details can easily be worked out as implementation
approaches. David Wilkinson added that the City is very comfortable with the information
contained in the handout, as the information has been shared with the Retirement Board over the
past few years. The Retirement Board has leaned on that information for purposes of trying to
decide what the future rate of return is going to be but the Retirement Board has never gotten
into the detail behind the assumptions. If there is going to be a problem with the information, it
will be in the logic for the underlying return assumptions.

The PRIM Investment Committee has robust conversation regarding how assumptions
are derived at its meetings. The consultants and investment teams are present and discuss the
mathematical models that feed the assumptions. New England Pension Consultants (NEPC) and
the PRIM Board have more background on the assumptions, if the City needs it. The
Comptroller requested that Mr. Hannah alert the PRIM Board that this is an issue and possibly
provide boilerplate disclosure language.

There was a discussion about the appropriate time period for the rate of return
assumption. From a long-term rate of return perspective, the discount rate on the actuarial
valuation is based on the long-term projections of being able to fund the liability. Therefore, it
would make sense that the definition of long-term is the horizon over which the pension plan is
going to be funded. It was pointed out that the City has continued to change the year that it
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expects its pension liability to be fully funded. Mr. Hannah asked that as the horizon contracts or
expands is the City asking PRIM to define the long-term in different ways. Kathleen Riley
stated that she would not say that the definition is necessarily the full funding horizon, as the
City’s liabilities actually go out over a much longer period of time than when the liabilities will
be fully funded. From an actuarial standpoint, when setting that assumption, one looks at a
reasonable range for that assumption. To set a reasonable range, experts tend to look at 5, 10, 15,
and 20 year time horizons. To get to the 7.65% assumption that the City is using currently, the
City needs to go out close to 20 years to justify the long-term assumption given the current
interest rate and return environment. The PRIM Board goes out 30 years, which should not be
an issue and should work for the implementation.

Mr. Hannah and Mr. Tedisco reiterated that there should be no problem with providing
any of the information that the City needs for GASB Statement 68 implementation. If the Prim
Board consultant, NEPC, can come with the description of the methodology for projecting the
return assumptions this year, it would be very helpful. Mr. Hannah responded that it should not
be a problem and that they can also provide more robust detail on the 30 year return assumptions,
and provide a sample of the weighted return information. It will allow the auditor to review the
information and determine if any of the information needs to be tweaked.

The Commonwealth will be providing the City with information on its share of the
Massachusetts Teachers pension liability. Right now, the City reports the “on behalf of the City”
payments that the State makes, which is all that has been required. Mr. Hunt will investigate
further to determine how the Massachusetts Teachers’ retirement piece will come into play for
the City of Newton statements.

There was a brief discussion regarding Other Post-Employment Benefits (OPEB)
liabilities. The actuarial contract for the OPEB work is a $6,000 a year contract. The City will
already have the information from PRIM as it is investing in the same funds for pension and
OPERB liabilities. It was pointed out that there needs to be an internal discussion on the OPEB
liability funding.

Mr. Hannah gave a big picture overview of steps that PRIM is taking to prepare for a
potential market corruption. The market is overdue for a down turn of perhaps 5% to 10%. The
market continues to grow but PRIM is moving money in order to have less risk. Within fixed
income, PRIM has moved some of its indexed fixed income funds and moved them into 20-year
plus treasury type investments as a stabilizer for a market down turn and for higher interest rates.
PRIM is reducing its equity exposure from 43% to 40% and taking 1% from the hedge fund
allocation and redeploying it into portfolio completion strategies, which will be defined. Some
money ($1billion) is being rebalanced to fixed income and hedge fund opportunities. The plan is
to shift $3 billion within fixed income from the indexes to the long treasuries as market interest
rates increase. From this point on, there is a quarterly plan as rates go up in a systematic way to
move things from the indexes into long-term treasuries, which is not going to give the same yield
but will improve risk and provide stability as interest rates rise. There is a lot of uncertainty
around interest rates. Mr. Hannah added that he can pass around a recent analysis that the Board
uses to understand where PRIM’s portfolio is going. PRIM wants to be prepared for any down
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turns in the market. They are trying to find ways to be more cognizant of possible down turns
and avoid as much loss as possible.

Respectfully submitted,

Ruthanne Fuller, Chairman
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Inflation Has Stayed Low
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