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NEW YORK CITY PENSION PLAN INVESTMENTS

TUESDAY, MARCH 7, 1978

- U.S. SENATE,
SuBcOMMITTEE ON PrIvATE PENSION PLANS
AND EMrrovee Frine: BENEFITS
or THE COMMITTEE ON FINANCE, '
Waahz‘ngton, D.C.

The subcommittee met, pursuant to notice, at 10 a.m. in room 2221,
Dirksen Senate Office Bmldmg, Hon. Lloyd Bentsen (chairman of the
subcommittee) presiding.
c Present: Senators Bentsen, Byrd, Jr., of Virginia, Moynihan, and

urtis.

[The committee press release announcing these hearings follows:]

Prrss RELEASE

FINANCE BUBCOMMITTEE ON PRIVATE PENSION PLANS AND EMPLOYEE FRINGE BENEFITS
BETS OYERSIGHT HEARBINGS ON INVEBTMENT Of THE NEW YORK CITY PENSION
FUNDS

Senator Iloyd Bentsen (D.-Tex.), Chairman of the Subcommi vate
Pension Plans and Employee Fringe Benefits of the Senate Commit on ance,
announced today that the Subcommittee will hold oversight hearings on March 7
and 8, 1978 on the investment of the New York City pension funds.

The hearings will be held in Room 2221 Dirksen Senate Office Buildlng and will
begin at 10 a.m. on both days.

Witnesses who desire to testify at the hearings should submit a written request
to Michael Stern, Staff Director, Committee on Finance, Room 2227 Dirksen
S8enate Office Building, Washington, D.O.. 20510 by no later than the close of
business on March 1, 1978, .

Legislative Reorganization Act.—Senator Bentsen stated that the Legislative
Reorganization Act of 1948, a8 amendéd, requires all witnesses appearing before
the Committees of Congress “to file in advance written statements of their pro-
posed testimony, and to limit their oral presentations to brief summaries of their
argument.”

Witnesses scheduled to testify should comply with the following wleg:

(1) A copy of the statement must be filed by noon the day before thie day the
witness is scheduled to testify.

(2) All witnesses must include with their written statement a summary of the
principal points included in the statement.

(3) The written statements must be typed on letter-size paper (not legal size)
and at least 75 coples must be submitted by the close of business the day before
the witnees is scheduled to testify.

(4) Witnesses are not to read their written statements to the Committee, but
are to confine their fifteen minute oral presentations to a summary of the points
included in the statement.

{5) Not more than 15 minutes will be allowed for oral presentation.

Written Testimony.—Senator Bentsen stated that the Subcommittee would be
pleased to receive written testimony from those persons or organizations who
wish t:, submit statements for the record. Statements submitted for inclusion in
the record should be typewritten, not more than 25 double-spaced pages in length
and mailed with five (8) coples by March 81, 1978, to Mlchael Stern, Staff Direc-
tor, Committee on Finance, Room 2227 Dirksen Senate Office Building, Washing-
ton, D.C. 20510. @
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Senator BEnTsEN. These hearings will come to order.

I would like to say at the beginning of these hearings that Senator
Moynihan wanted very much to be here at the start of the hearing but
had a longstanding commitment that precluded his being here hut will
attend as soon as he is able to do so. In addition to that, Senator
Javits of New York will be in attendance this morning. He is & very
interested participant. : :

This morning, the Pension Subcommittee of the Senate Finance
Committes begins its oversight hearings on the investment of assets
in the New York City pension funds. Two years ago, the Senate ap-
grroved legislation, Public Law 94-236, which temporarily exempts

ew York City employees’ Ifension funds from certain longstanding
fiduciary obligations of the Internal Revenue Code.

I am deeply concerned that this law has been abused in such a man-
ner as to circumvent the necessity for New York City to balance its
budget in accordance with generally accepted acounting standards. I
am deeply concerned that the favorable tax treatment granted by the
Senate has enabled certain municipal officials in New York City to
engage in clear conflicts of interest. ;

- I read in some of the New York papers that there is an implicit un-
derstanding that if these pension funds buy additional New York City
obligations that, in turn, ought to be able to get them a higher wage
contract. That has to be a conflict of interest between retired employees
and employees currently on the payroll. You find those trustees trying
to serve two masters,

That kind of conflict of interest ought to be halted immediately.

Yesterday I released a study prepared by the Library of Congress
which documents that the balanced budget requirement of the Novem-
ber 1975 New York City pension ag{eement was quietly deleted
through the enactment of a substitute New York City pension agree-
ment in August of 1977 which does not include the balanced budget

re%lhirement.
e 1977 substitute was drafted by the largest New York City banks
and the municipal union.

After my opening statement, I shall insert a copy of the Library of
Congress study.

The achievement of a balanced budget in New York City would
clearly facilitagte the marketability of New York City obligations.
This would help insure that the New York City oblifgations held by
the pension funds would be saleable and able to pay for promised re-
retirement benefits.

During these hearings, we will attempt to determine why the bal-
anced budget clause was removed from the pension fund agreement.
Furthermore, we will determine whether other aspects of the 1977
substitute agreement violated provisions of Public Law 94-236 so as to
raise questions about continued favorable tax treatment for these
pension funds.

By June 30, 1978, about 35 percent of the assets in the New York
City pension funds will be invested in New York City obligations, or
debt of the Municipal Assistance Corporation. In comparison, public
pension funds across this country average about 8 percent of their
assets in State and local government securities.
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From the point of view of sound investment policy or sound pension
policy, such concentration is clearly imprudent and clearly jeopardizes
the interests of retirees and beneficiaries, .

With respect to pension policy, no manager would concentrate in-
vestments to such an extent even in the best of blue chip stocks. -

Furthermore, New York City’s notes and bonds are really not the
best security in the marketplace today. .

Some of the leading banks in the country, such as Chemical Bank
and Wells Fargo Bank, advise against investing more than 5 percent
of a pension fund in just one security, yet the New York City pension
funds have invested 35 percent of the assets in securities of New York
City or MAC. i

ere also appears to be a very serious conflict of interest with
respect to the investment of the assets of the New York City employee
pension fund. i

That is the situation I discussed of the pension trustees being the
the same individuals who negotiate the labor contracts on behalf of the
municipal employee unions, .

However, the interests of those retired employees and the interests of
the current employees can be totally opposite.

To the extent pension funds are tapped in order to help New York
City through its immediate financial crisis, there is less need for the
city to reduce unnecessary municipal jobs or reject excessive wage and
fringe benefit demands. - \

Union officials have to choose between the interests of retirees and
active workers.

It must be noted that pension beneficiaries receive favorable tax treat-
ment from the tax writing committees of the Congress. Pension plan
participants receive certain income tax exclusions, estate and gift tax
exclusions and special lump sum distribution treatment.

With respect to private pension plans, this committee has imposed
some very strict standards against conflicts of interest in the 1974 Pen-
sion Reform Act. The question is why we should not do so on public
pensions,

[The following was subsequently supplied for the record :]

THE LABRARY oF CONGRESS,

CONGRESSIONAL RESEARCH SERVICE,
Washington, D.C., March 3, 1978.

To: The Honorable Lloyd Bentsen, Attention : David Allen.

From : Economics Division.,

Subject: Requirements for New York City to balance {ts budget contained in
the Amended and Restated Agreement of November 28, 1975 and the First
Amendment to the Amended and Restated Agreement of November 26, 1975.

In November 1975, the New York State Emergency Financial Controt Board, a
State board created to oversee New York City's progress toward attaining finan.
cigl stability, approved a three year plan for balancing the city’s budget by June
80, 1978. The complex package of taxes and debt rescheduling included an agree-
ment with the New York City employee pension funds for the funds to purchase
$2.5 billion of new Municipal Asslstance Corporation (MAC) or city securities
through June 80, 1978.

The agreement * stated that the obligations were subject to the fulfillment of
certain conditions, including:

At the time of any exchange, renewal or purchase of such short-term notes or
renewal of City Notes hereunder the Mayor and the Comptroller of the City of

1 Amended and Restated Agreement of November 36, 1975,



4

New York and the New York State Emergency Financial Control Board if such
Board is then in existence shall have certified that the budget of New York City
for the fiscal year of New York Oity in which such exchange, renewal or purchase
occurs is balanced . . .

The agreement further states that if any of the conditions are not satisfled,
‘f‘a‘nly City Notes retained” under this section “may be presented for payment in

u -”

On August 17, 1977, MAC and the parties to the Amended and Restated Agree-
ment of November 26, 1975 executed the First Amendment to the Amended and
Nestated Agreement of November 26, 1975. There {8 no language in the First
Amendment requiring that New York City achieve a balanced budget.

StaceYy M, KEAN,
Analyst in Government Finance.

Senator Bextson. Our first witness this morning is Congressman
John Erlenborn, the ranking Republican on the House Labor Subcom-
mittee and the House Pension Task Force. He is one of the leading
authorities on private and public pension systems. i

I recall the many hours of debate and work we did together on the

nsion guarantee conference, and that is another subject we will talk
about at another time, Congressman. We are delighted to have you

this morning.

STATEMENT OF HOK. JOHN N. ERLENBORN, A UNITED STATES
REPRESENTATIVE FROM THE STATE OF ILLINOIS

Representative ErLENBORN. Thank you very much, Mr. Chairman.

Accompanying me is Mr. Russell Mueller, actuary and minority
legislative associate on the House Pension Task Force. ‘ :

r. Chairman, I thank you for the opportunity of appearing before
you to discuss the investment of New York public pension funds in city
and MAC bonds.

For the record, let me state that I am the ranking minority member
of the House Committee on Education and Labor’s Subcommittee on
Labor Standards. That is the committee that also is the parent of the
Pension Task Force.

I havo been a member of the Education and Labor Committee for
nearly 13 years.

Because of my position on the subcommittee, I was deeply involved
in the drafting of the Employee Retirement Income Security Act
(ERISA), which sets requirements for reporting and disclosure for
private pension plans. It also sets standards for fiduciaries, vesting,
funding, and participation of employees; and insures participants’
benefits in case of plan termination. ERISA applies mainly to pen-
sion plans in the private sector; it has little eflect on plans covering
public employees.

Public pension plans are controlled only by certain sections of the
Internal ﬁ:venue Code. For example, section 401(a) deals with the
“exclusive benefit rule” which says that the pension funds must be
glqns.ged for the exclusive benefit of the plan participants and bene-

ciaries.

Public Law 94-236, as you know, which we are discussing here today
specifically exem'Phwd New York pension trustees from sections 401

a) and 503(b). They are allowed, even urged, to buy New York paper
or their funds without regard to whether or not the pension in-
istrators thought it was in the best interest of the participants.
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Passage of Public Law 94-236 was, in my opinion, a mistake irt ths
first place and one which ought not be repeated. New York City pen-
sion plans, like most other public plans, are contributory; that is, the
employees have a certain amount of money taken out of their pay-
checks to put into their retirement fund. Tie city also contributes to
this fund which, of course, is money it gets from all city tax}m ers.

Extending 94-236 will allow city officials to play a game of “Mono
oly” with real money. It is the real money of the employees and the
taxpayers of the city. The amount withheld from the employees would
otherwise be used to make house payments, buy groceries, or send the
kids to college.

If those funds are used as the prime source of money to run the eity,.
the pension plans will be forced into a position where their finrancial
health is totally dependent upon the financial condition of the city.
Which of us would deliberately place our own constituents private
pension funds in such jeopardy ¢

1f a major utility came before this body and asked that the employ-
ees’ pension fund be used to purchase several billion dollars worth of
that company’s bonds so that it could upgrade its equipment, I suspect
there would be little sympathy for the company.

The administration is suggesting the same thing for tha city of New
York. We should extend the same level of sympathy.

The exclusive benefit rule in section 401(a) is the basic foundation
for laws covering the use of any pension funds. Funds which violate
that section are liable to lose their tax-exempt status.

EEISA was passed to further guarantee this protection to private
workers,

Under the terms of ERISA a private pension fund may not invest
more than 10 percent of its assets in the company or companies for
which the plan participants work.

Public plans do not fall under ERISA but if ever there was a good
argument for extending the law to them, the high percentage of public
plan assets in New York paperisit.

The Pension Task Force of the House Committee on Education and
Labor will be issuing a report shortly which, we think, is the first
comprehensive survey of the condition of public pension plans in the
country.

As reported last fall, 96 percent of public employees covered by some
7.000 public employment retirement plans were included in the survey.
The plans of State and local governments have assets in excess of $115
billion. These plans cover some 13 million participants.

I¢ is obvious that the amounts of money involved can make the plans
easy targets for politicians who need access to cash to run their com-
munities.

The task force's research shows that the New York City pension
funds have done an overall better job of funding their liabilities than
huave many other public pension funds. But this 18 faint praise, because
the report will further show that the overwhelming majority of public
pension plans are following contributing practices which leave them
considerably short of full actuarial funding.

The report will also show a general lack of accountability of public
pension plan fiduciaries and a general lack of fiduciary standards
among the public plans. Thisdack of standards has led to violations of
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the Internal Revenue Code and to imprudent investments by plan ad-
ministrators in their own government securities, which are generally
tax exempt and of lower yield than other investmenta.

There has been an uneven enforcement on the part of tha Internal
Revenue Service with respect to these investments, leading me to
believe that the New York pension funds are an indication of a wider
problem and ought to be considered in that wider context.

It will be shown that many of the conditions that existed in the
private sector leading to the enactment of ERISA also exist in the
public plans, ‘

For 1nstance, 60 to 70 percent of State and local plans do not dis-
close, or do not even know, the market value of their own plan assets.
It aYpears that public pension plans are not operating within the gen-
eratz ylaccepted financial and accounting standards applicable to pri-
vate plans.

.Agt\in, I cite these points to demonstrate the necessity of keeging in
mind that there are many thousands of }mblic pension plans and many
million of public employees outside of the city of New York. Many
of these plans and employees are facing the same pressures as the
plans we are discussing here today.

The trustees of public pension funds must be subject to the same
standards and guidelines as trustees of private f)lans with respect to
self-dealing and accountability. They should fall under the same re-
quirements for disclosure, reporting, and party and interest loans. The
participants should be informed as to the benefits they can expect and
the financial condition of their plans. The trustees should fall under the
same rules of prudent man, diversification, and exclusive benefit.

Although a speculator might find city or BIG MAC bonds an in-
teresting Investment, a prudent man would not buy 15 cents worth of
that paper. City paper is not salable in the private market because
of New York’s continued inability to balance its budget. That paper
is, nonetheless, being held in huge quantities by the public pension
funds, and they are being asked to buy more.

Saddling these funds with an even larger amount is clearly not to
the exclusive benefit of the plan participants. It is clearly not &
prudent investment ; it is clearly wrong. .

If anything, we should be moving toward reducing the amount of

nsion fund money tied up in the employer’s bonds in general and

ew York paper in particular. .

Under F?R%A, we allowed a transition period for private funds
to get their percentage of assets in the employee’s company down to
the lo-glercenc level. Obviously, demanding that the city pension plans
dump the paper they have in their portfolios would not be & prudent
move. Forcing them to increase that percentage is even less prudent.

The public pension plans should not be forced to act as the bank
of last resort for any State or municipality which finds itself in
financial difficulty. .

Jack Bigel, consultant to trustees of city pension funds and Ellmore
C. Patterson, chairman of the executive committee of the Morgan
Guaranty Trust Co. told a House subcommittee last week that New
York banks and pension funds could probably not loan New York
more money without violating their fiduciary responsibilities to safe-
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guard other people’s money unless the Federal Government guaran-
tees repayment. o e .

A Federal guarsntes of New York City securities might make them
a prudent investment, d?;endjn%upon the nature of the gusrantee and
the interest on the bonds. But by &rovid’mg that guarantee, and an
exemption from the exclusive benefit tule, we are forcing the pension
lf)imds i:itf)”a situation where they will be forever subject to “political

As larger and larger percentages of their aseets are tied up in New
York securities, the very existence of the funds will become tied to the
state of financial health of the city. They will fall ever easier prey to
the whims of politicians. ' ‘

The employee pension funds in New York have about 35 percent of
their assets tied up in city paper at the present time. Increasing this
amount puts the employees 1n the position of being forced to use their
own money to guarantee the finances of the city. .

The motorman on the “A” train might find it in his best interests
to get out at the Wall Street stop and check on the financial condition
of ths city before turning his train around to head back uptown.

A Federal guarantee poses a further risk. If the public pension
funds in New York purchase additional New York paper at the
prodding of this administration, does not the Federal Government as-
sume the role of fiduciary for the pension planst

A Federal guarantee would be tantamount to the Government being
placed in the position of not only guaranteeing the bonds that the
plans purchased, but also guaranteeing the benefits that the partici-
pants are to receive.

It is clear that if the Federal Government is going to place itself
on the position of providing plan termination or insolvency insurance,
it ought to have the benefits of proper reporting and disclosure proce-
dures as well as fiduciary standards.

The pension fund inistrators, acting as fiduciaries, might well
agree to purchase additional bonds based upon a Federal guarantee,
but they mx;ght and probably should hold out for more. It would be
within an administrator’s fiduciary responsibilities to say, in effect,
we will buy the additional paper, but only if the Federal Government
agrees to guarantee the bonds we iyought previousli;.

That line of thinking would certainly place the Federal Government
in the position of rovxd'u%aplan termination or insolvency insurance.

Mr. Chairman, Public Law 94-236 should be allowed to die. We
should not place the pension funds of public employees of New York
City or anywhere else at risk. We should, rather, begin instituting
practices which would cause those funds to be less closely tied to their
employer’s financial condition.

f New York City pension funds had never been allowed to hold
more than 10 percent of their assets in city paper, we would not be
considering this action today.

‘We must not consider New York in a vacuum. Overall standards
must apply in the dealings of public pension funds. Today it is New
York City which is in financial difficulty. Tomorrow it could be Chi-
caw, Ill.,, Brazoria County, Tex., or even Atlanta, Ga.

e must consider the precedents we are being asked to set with
respect to all public pension funds. Those funds, like private funds,
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should .be managed for the exclusive benefit of participants, not for
the bénefit of the Congreéss of the United States or of the administra-
tion of the city of New York, = - - :

In short, Mr. Chairman, it is not our money to play with. Thank
ou. '

Senator BExTsEN. Thank you, Congressman. .

Congressman, we were commenting earlier that we were conferees
on the Pension Reform Act of 1974 and I'recall at that time that we
were told that on multiemployer plans, that we had no real likelihood
of ang' bankruptcy there and we had great safety in those plans if we
yould guarantee them. We have found them to be, many of them, in
extremely poor shape. C ’

: In fact, the Pension Guaranty Corporation may be faced with a
liability of several billion dollars. Both your subcommittee and mine
are now currently reviewing that, trying to find out what we are going
to do about it.

. However, I think we learned a lesson about pension guarantees, that
they can be very expensive to the Federal Government, whether we are
talking about a bituminous coal plan or a New York City plan.

Are we not talking about essentially a very big cost to the American

taxpayers with respect to New York City pensions?
. Representative ErLexporxy. Certainly, we are. As I say, if we guar-
antee these bonds, we are really ultimately guaranteeing the benefits
of the participants. If we, through action of this administration and
this Congress, put pressure on the administrators of the New York
City plans to buy these assets, then we are not only guaranteeing those
assets, I think we are ultimately going to guarautee the benefits that
participants are entitled to.

If we do that for New York City, we must do that, I think, for all
public plans. This really is, I think, the first rather timid step, but
the first step toward public plan termination insurance.

And, as you suggest, we should have learned our lesson from ERISA.
You may recall one of the very first applicants for benefits of plan ter-
mination for the multiemployer fund, while it was discretionary, as it
still is, was the anthracite coal fund, and the study by PBGC last
year about the multiemployer funds led them to believe that if the
mandatory insurance took effect as of January 1 of this year, as it was
scheduled to under ERISA, it would have (f)reci itated the termina-
tion of many of the multiemployer plans and would have brought sev-
eral billions of dollars of liabilities on PBGC.

And, as you recall, we had to respond to that by extending, in a
rather emergency fashion, the time for the imposition of mandatory
insurance in the multiemployer field. We did pass a bill in the closing
days of the last session to extend that time so that it still is a discretion-
ary coverage.

But that would be, I am afraid, peanuts to what we are talking about
here in the public plan area.

Senator BeEnTsEN. When we passed ERISA in 1974 we put in some
very strict requirements on funding and on fiduciary responsibilities.
Do you not think a guarantee for New York City pensions would call
for just such requirements?

Representative ERLENBORN. Absolutely.



9

I would say, Senator, whether we guarantee those bonds or not, this
Con should be looking right now very seriously at the question
of whether we ought not to require all Eublic plans to report, to dis-
close to the participants the terms of the plan; to disclose to partic-
ipants their rights in the plan; and also to impose fiduciary standards.

Our study, when it is issued, will show that the law relative to the
various public plans throughout the country is a chaotic condition. In
many areas, there are no standards of fiduciary conduct that can guide
the fiduciaries in the public plans and many have not even had their
plans audited for many years. They do not even know the value of
their own assets.

Senator Bentsen. Congressman Erlenborn, we are very apprecia-
tive of your testimony and it will be very helpful to us in our
considerations.

Representative ERLENBORN. Thank you very much. :

Senator BENTSEN. We are pleased to have with us this morning the
Secretary of the Treasury, Secretary Blumenthal. R

Secretary BLoMENTHAL. Good morning, Mr. Chairman.

Senator BENTSEN. Good morning.

Whenever you are ready, Mr. Secretary.

Secretary BLUMENTHAL. Yes; I am, Mr. Chairman,

STATEMERT OF HON. W. MICHAEL BLUMENTHAL, SECRETARY
OF THE TREASURY

Secretary BLuseNTHAL. Mr. Chairman, I appreciate the opportu-
nity to appear before this committee and to review with you the experi-
ence under Public Law 94-236 as well as to refer to the proposal which
the administration has just made for finalizing, hopefuﬁy once and for
all, Federal assistance to bring the city of New York back to financial
stability and true budget balance.

I have a prepared statement which, with your permission, I would
like to submit for the record. I will not read it. I would like to make
some general comments about it.

Senator BENTsEN. Yes; we would be very pleased to have it, Mr.
Secretary.

Secretary BLuMeNTHAL. Mr. Chairman, Public Law 94-236 has
made possible the participation of the city pension funds in New York
City’s financial arrangements for the past 3 years. The funds will have
bought over $2.5 billion for city bonds by June 30, 1978. Indeed, as of
June 30 of this year, we estimate that the city pension funds will own
about $3.5 billion of city and MAC debt out of total assets of about
$10 billion; therefore, roughly 35 percent of their total assets will be
held in city or MAC paper.

Public Law 94-236 was necessary in order to maintain the qualified
status for these funds, in particular as regards sections 503 and 401 of
the Internal Revenue Code which deal with prohibited transactions
on the one hand and the exclusive benefit provision on the other.

I think it is safe to say, Mr. Chairman, that if it had not been possi-
ble for the funds to invest in city of New York and MAC paper, then
the city would have gonc into default. That is the genesis of Publie
Law 94-236. 1 will not go into a description of exactly what it pro-
vides; I think that is well understood. '
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I have attached a table, table 1, to my testimony which shows the
assets of each fund and the amount of city and MAC securities that,
we estimate, will be held as of June 80 of this year.

I think, Mr, Chairman, I want to hasten to underline the fact that
we are not dealing with a normal situation here at all. Nor do I think
that what has been done in the case of New York City and what the
administration proposes be done over the next 4 years should be
considered in any way to be a precedent for other cities or municipali-
ties throughout the country.

I think the case of New York City is extraordinary. It is the only
major city that, in fact, did lose its credit, was shut out from the
credit market. It is the largest city in the oount?r. It is the financial
center of the world. The impact of a default of New York City in
mty juczlgment, on even our international situation, on the stability
of the dollar, the way in which other people view us, I think would
be quite serious.

ou well know the difficulties that we are experiencing at the mo-
ment in foreign exchange markets. In my judgment, amongst the
many reasons why that been an increasing problem, one of the
important ones has been the dismay on the part of many foreign
observers of our inability to take action on the energy front, to pass
energy legislation. The recognition that it has been almost a year
since the President made his proposals and still we have not yet taken
action.

That leads to the question of whether or not the United States has
the will to act on an important national problem.

It seems to me that if- we allow the city of New York to go into de-
fault, to go bankruﬁt, in the minds of many people, this being the
financial center of the world, that same question will arise. Why is it
that the United States does not have the capability and the will to
ge?l \ivi;.h an important financial problem short of bankruptcy and

efault

I think, more importantly, however, the consequences of that situa-
tion would need to be clearly borne in mind, Mr. Chairman.

Let us assume that Public Law 94-236 were not extended. In that
case, the present bonds that are held by the city pension funds would

into default, because the funds’ inability to participate in a new
nancing plan would make it impossible for the city to obtain the
financing 1t needs. Without further aid from the funds, the city’s
ll:a}x:ikruptcy would seem assured, leading to default on bonds already
eld.

That would mean that we would be interrupting what is, essentially,
a workout situation that the city has embarked on in the last few years
and that we, in our proposal, are recommending be completed over the
next 4 years.

If those securities go into default, then the financial viability of
those funds is really in doubt, and many of the present and future
beneficiaries would not be paid. I think that is a practical reality which
I think we have to recognize. .

I do not sece how the funding of the debt of the city of New York
can be carried on, with or without Federal guarantees, even if the
Congress does not apgrove of the plan which we have proposed, with-
out participation by the pension funds. Without that, there will almost



11

certainly be default. When that happens, the present notes held by the
city would not be paid, and that would automatically trigger, like &
self-fulfilling prophecy, the crisis of the funds. .

Second, it would certainly mean that the city could not continue
to make further contributions to the funds, which would raise problems
for present employees of the city who are now working and who ex-
pect to receive the benefits to which they are entitled under their
pension plan,

Third, there would, of course, be a loes of jobs and that would work
to the disadvantage of the beneficiaries of the pension funds.

So, I think all of this makes it clear, first that bankruptcy is not
the answer. Second, that bankruptcy can only be avoided if, for a
period of time that was begun 3 years ago and that we are recommend-

be allowed to continue for the next 4 years, the city pension funds
be involved in pumhasing:ti? and MAC bonds.

Now, the next point t wish to stress, Mr. Chairman, is that the
particular proposal that we have made is, I think, based on the recog-
nition that the situation has improved greatly, that the city has su
stantially met the obligations that it assumed in 1975 at a very difficult
time to get itself out of what was a very messy and unfortunate
situation.

The bu has been “balanced” according to State law—I put that
“balanced” in quotation marks; it has not been truly balanced, but it
has met those obligations. We now have & plan and I have submitted
a copy to the committee of the testimony ve before a House sub- -
committee on the question—a plan under which it will achieve true
balance according to generally accepted accounting principles by the
end of the fourth year.

[The following was subsequently supplied for the record:]

STATEMEXT Oor THE HONOBABLE W. MICHAEL BLUMENTHAL,
SECRETARY OF THEX TREABURY

Mr. Chairman and members of this distinguished Subcommittee, I appear
before you to present the Administration’s recommendations on the future federal
relatlonship to the financing of New York City. My testimony will cover three
major areas: first, the events of the past two and a half years which underlie
our discussions here today ; second, New York City's budget and financing plans
covering the 1979-1982 period ; and third, the Administration’s recommendations
on financing assistance for the City during that period.

Mr. Chairman, four important principles underlie the conclusions which I will
present today.

Preserving New York City’s solvency: This Administration believes that the
effects of a bankruptey on the residents of the City and State, and elsewhere,
would be very serious. A concerted effort must be made to prevent bankruptcey.

Maximum budget and financing efforts by the local parties: Primary responst-
bility for New York City’s financing rests with the local elected officials and the
relevant private parties at the City level. Beyond that, the City Is the responsi.
bility of New York State. Any federal financing role should be provided only
under extraordinary circumstances and should be limited to a residual and
temporary one.

A truly balanced city budget 18 a prerequisite to ending this crisis: New York
City lost access to conventional borrowing sources because it incurred large
Ludget deficits and otherwise lost control of its finances. These deficits have heen
redaced, but not eliminated, and they remain the primary obstacle to restoring
the City’s access to the credit markets. Any post-June 1978 financing plan, there-
fore, must be conditioned upon achfevement over the plan period of a budget
which fs balanced in accordance with generally accepted accounting principles.
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The New York City financing crisis should be resolved once and for'all: The
~only acceptable plan for future financing of the City is one which will restore New
York’s ability to inance itself. ' .

Mr. Chairman, let me now begin a detailed discussion of the past and present
situation and our legislative recommendations for the future. - o

I REVIEW OF THE 1978-1978 PERIOD

During the early 1970’s, New York City’s fiscal condition was weakened by the
migration of jobs and related tax revenue from the City, the 1974-1975 national
recession as well as unsound budget and borrowing practices. .

The consequences of these became clear in early 1975, when the municipal bond
market closed to New York City, and the Clty teetered on the edge of bankruptcy.
"The City's then budget of approximately $13 billion—by far the largest municfpal
budget in this country—was estimated to be $1.8 billion in deficit, and its account-
ing and financial control systems were archalic and unreliable. L .

Not only did the public markets close to New York City, but even massive ef-
forts in 1975 by the State of New York were insufficient to solve the entire City
financing problem. The State created a Municipal Assistance Corporation (MAC),
with authority to issue its own bonds, and to use the proceeds for making direct
loans to the City and refinancing its notes. The State also advanced $800 million
of additional funds directly to the City. Yet, MAC was unable to borrow sufficient
amounts in relation to the City’s needs. Indeed, in the fall of 1975, the municipal
bond market also closed to MAGC, and the State was forced to take further action.
It installed an Emergency Financial Control Board (EFCB) to exercise sub-
stantial control over the City’'s finances. .

These drastic steps were still insufliclent, however, and imminent bankruptey
threatened. In that context the Congress passed the 1975 New York City Seasonal
Financing Act. This legislation authorized the U.S. Treasury to provide short-
term leans to the City to meet cash flow imbalances occurring within the City’s
fiscal year, These loans were purely seasonal—they were extended and matured
within the City's fiscal year—and were limited to $2.3 billion in any one year.
This federal lending program, which expires In less than four months, has sup-
plied New York City’a short-term borrowing requirements since late 1975.

From 1975 through June 30, 1978, the City’'s employee penston funds will have
purchased $2.65 bililon of long-term City and MAC bonds, bringing their total
holdings of such debt to 35 percent of their total assets. Such purchases have
satisfied New York's long-term berrowing needs during this emergency period.

The 1976-18 period

~ Mr. Chairman, both the 1875 emergency State legislation and the Seasonal Fi-
nancing Act required New York City to adhere to the three-year financial plan
developed in 1975 and to take a series of other steps to improve its fiscal condi-
tion. These were designed to restore the City’s access to conventional borrowing
sources.

A cruclal aspect of today’s discussion, then, concerns these steps—whether
they have been taken and whether they were suficient. As to the first point, Mr.
Chairman, it 18 clear that New York City has done what it pledged to do in 1975.
Let me quickly review the major steps taken, particularly because many here in
Washington and elsewhere may be under the misapprehension that the New York
City fiscal condition has not improved since 1975.

The City’s real budget deficit has been reduced from approximately $1.8
billion in fiscal 1075 to approximately $760 million in 1978,

Its work force was reduced substantially. The current level of City em-
}%%ment, at approximately 300,000, involves 60,000 fewer jobs than in early

More than $3 billlon of short-term City notes, which were oustanding in
mid-1975, were converted into long term MAC bonds.

For the first time, tuition payments covering all students were initiated
at City College.

A 8§16 million management informatlon and expense control system
(IFMB) has been installed and is working.

The City has engaged in a consortium of certified public accountunts—Iled
by Peat, Marwick, Mitchell & Co—to conduct an independent audit of its
current year’s results. Most municipalities are not audited by independent,
private accountants,

Table 1 provides more detailed information on City budget trends during the
past three years.
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New York State also has taken steps to help. As I mentloned earlier, it now
advances $800 million annually, to Ainance a cash shortfall. It now funds 75%
of the costs of the City University senior colleges and is assuming funding respon-
sibility for the City's court system. Through the Emergency Financial Control
Board, it oversees the City’s budgets and borrowings. Moreover, Governor Carey
provided invaluable personal leadership during the height of the 1875 crisis and
has continued to do so.

City seasonal dorrowings from the Treasury

The City has complied with all key provisions of the Federal seasonal loan pro-
gram. Furthermore, the program has not cost the U.S. taxpayer anything. Table
2 provides a schedule of our total loans under the program.

During fiscal year 1976, New York borrowed $1.28 billion and repaid !t with
interest, elther on time or ahead of schedule, In flscal 1977, $2.1 billion was bor-
rowed and again repaid punctually. During this current year, the City has bor-
rowed $1.875 billion, and I anticipate timely repayment of the full amount.

Under the law, Treasury I8 required to charge the City one percent more than
the rate on outstanding U.S. Government obligations of comparable maturity. As
a result, this year’s seasonal loan program will 'yfeld & net surplus of approxi-
mately $13 million. Thir amount will be returned, of course, to Treasury’s general
fund. The aggregate amount of interest received by the Treasury during the
three-year period, over and above our borrowing costs, 1s $30 million.

II. NEW YOBK CITY'SB CONTINUIRG LACK OF ACCESS TO CONVENTIONAL LENDING
o SOURCES

Although New York City has taken the important steps I have outlined, the
municipal credit markets have not re-opened to the City. At the moment, its
notes and bonds remain unsalable in the public markets. A primary purpose of
the Seasonal Financing Act—to restore New York's access to conventional lend-
ing sources—has not been achieved,

I am satisfied that New York has made every effort to test the public markets
for its notes, as required by its Credit Agreement with the Treasury. Thus in
November, 1977, after three months of preparation, New York attempted a $200-
$300 million public note offering. Unfortunately, the notes received a discourag-
ingly low credit rating, and buyers could not be found for them.

There are at least two reasons for this lack of market access. The first

concerns continuing budget deficits. To the extent that budget deficits originally
caused the City's loss of market access, New York's smaller but continuing
deficits remain a primary obstacle to regaining it.
- The second reason for New York’s continuing lack of market access might
be described as traditional investor skepticilsm. Once a major borrower—munici-
pal or corporate—loses his credit standing and s nearly insolvent, the rating
agencics and the public markets require a period of years hefore they are
convinced that corrective steps have worked and that creditworthiness has been
restored. This {8 a natural lag, and there are numerous examples of it in modern
finance. The public financing dificulties of our airline industry, after its loss
years of the early 1970’s, are a representative example.

It is not altogether surprising, therefore, that the credit markets did not
re-open this year to New York. It is only two and a half years since the height
of its fizcal erisis and its near bankruptcy. Market access generally isn't regained
that fast. The traditional skepticism of public markets is such that New York
needs more time before it can rely on those markets for the full amounts of its
borrowing needs. *

III. THE OITY'S FOUR-YEAR BUDGET OUTLOOK

Most informed observers belleve—and I concur in their conclusion—that if
the obstacle of budget deficits could be eliminated, then investor caution would
tend to dissipate. Accordingly, I asked City officials In November to prepare a
four-year financial plan, covering budgets and financing, and aimed at achieving
balance in accordance with generdlly accepted accounting principles at the end of
the plan period.

Treasury received this financial plan on January 20, and has been reviewing
it since then, together with our consultants—Arthur Andersen & Co. I will now
discuss the City’s current budget condition, this budget plan and our assessment

.. of {t.

26-728—78——2
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Parameters of the oity's dbudget .

New York does not have a conventional budget and cannot eliminate these
deflcits in one year. Let me explain why.

New York City’s budget is virtually unique in terms of its size and composi-
tion. At approximately $14 billion today, it is by far the largest municipal
budget in the United States. Indeed, New York has the third largest overall
government budget in this country—behind the Federal government and the
State of California, but considerably larger than that of New York State. This
enormous City budget reflects New York's huge population (7.5 miilion) and the
largefnumber of services for which the City, instead of & larger county or state,
pays for.

Specifically, the City administers a wide range of State and national welfare
programs, for which it must pay a large share of the costs. The City pays for
25 percent of the welfare and medicaid benefits provided to its residents. These
alone involve $1.2 billion each year. New York is the only major U.8. city
responsible for paying this high a share of welfare and medicaid. Indeed, only
12 states require their localities to share any substantial amount of the. costs of
federal welfare programs.

In addition, the City funds a series of other services which, in other cities,
are paid for by larger governmental units—a county or the state. This is parti-
ally because New York is so large, both in territory and population. It also
reflects an historical division of financial responsibility whereby the City pays
most of the costs of the municipal courts, hospitals, and public schools.

Lastly, New York’as budget 18 unusually vulnerable to economic fluctnations. A
higher proportion of its revenues are derived from economically sensitive taxes,
e.g., sales and income taxes, than almost any other large U.8. city.

New York City—A reflection of America’s urbdan problems

Apart from these special problems, of course, New York suffers from a series
of {lls which affict many other urban centers. The City's economy has declined
sharply during the past decade, as have those of numerous other northeast and
Midwest citles, New York has lost approximately 510,000 jobs from 1960 through
1975, an amount which alone exceeds more than the total public and private em-
ployment of all but & handful of other cities. Moreover, the City faces a serlous
revenue/expenditure gap with revenues growing more slowly than inflation-
driven expenditures,

These problems are not unique to New York, They are common to a number of
our larger American cities. The underlying cause is largely one of secular eco-
nomic dectine. Current trends include population loss, declining private sector
employment and slower per capita income growth.

Hence, the ability of the City to balance its budget over the four-year period
{8 substantially impacted by the local and national économies. A declining local
economy ylelds the equally unattractive cholces of either raising taxes or
cutting services. Each of these steps accelerates the deterforation of its economy.
The only way to break the downward spiral is to rebuild the private sector base.

Cognizant of these problems, the Administration already has taken steps and
plans further ones to assist declining citles. Upon taking office, we proposed the
1977 Economic Stimulus Package, which supported CETA and Countercyclical
Revenue Sharing. These programs provide major fiscal assistance to cities,
Through the proposed 1979 budget, the Administration plans to do more.

The Administration {s committed to developing a comprehensive urban pol-
fcy which wiil address the short-term and long-term needs of our citles. Toward
this end, all Cabinet agencies have been involved in a wide-ranging analysis of
existing urban programs and new {nitiatives. ¥or instance, Treasury has fo-
cused on possible financing tools to improve the private sector investment base in
stagnant and declining economies. Shortly, the President will announce his urban
policy package, which will specifically address these problems. :

In short, although New York City is unique, it does share some similar eco-
nomic and fiscal problems with other major Amerifcan cities. The Administra.
tion is working with the Congress, state and local governments and the pri-
vate sector to respond to them.

The city’s four-year budget plan

The City’s four-year budget plan {s summarized in Table 8. Please note that
this {s a “plan”, not a four-year budget. No City or governmental unit, be it New
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York City or the U.8. Government, can today formulate a detailed budget for
1980,3et alone 1981 or 1982, . .

You will note that City officlals began by extrapolating current trends in reve-
nues and expenditures, and assuming no actions to change them. This begin-
ning forecast also assumed, at my request, that those operating expenses remain-
ing in the capital budget be phased into the operating budget over the plan pe-
riod. In effect, this halves the remaining period permitted under State law elimi-
nating this practice.

The New York City plan projects a budget deficit of $457 million next year.
This deficit grows to just under $1 billion in the fourth year. The primary
reason for this growth is the phasing out of $840 millifon of expenses from the
capital budget, into the operating budget. Looking at it based on generally ac-
cepted accounting principles, which require that these operating expenses be
shown {n the operating budget immediately, the projected annual deficit in 1979
would be about $1 billion.

Essentlally, the City projects that natural trends in revenues and expendi-
tures over the next four years will neither improve nor worsen its budget con-
dition. The projected 1979 deficit approximates $1 billion, and, if no new deficit-
reduction actions were taken, would be only slightly lower in 1082,

The plan makes no provision for wage increases. Yet, most labor contracts in-
volving the City expire between March 31 and June 80 of this year, City officials
decided that it was inappropriate, on the eve of collective bargaining, to as-
sume any particular settlement. Yet, New York forecasts must be evaluated in
light of this treatment of future wage costs,

City-projected defloit reduction aotions

Having forecasted these deficits, the City’s plans describes in detail a set of City,
State and Federal actions which would eliminate the defieit.

Concerning City actions, the plan outlines six steps to save $174 million next
year and cumulatively save $544 million by 1882, Half of this expense reduction
would result from a 109, attrition-related cut in the City work force over the
four years, Table 4 provides detail on each of the City actions and the related
savings,

Regarding State actions, the plan lists 20 different steps which could be taken
eliminate the City’s defiicit. Together, they would yield $430 million of budget
relief for the City next year—and grow to $760 million by 1982. The plan does
not call on the State to take all 20 steps, but rather provides a list from which
to work with State officials. Table 5 lists these State actions.

Consistent with this approach, Governor Carey and the State legislative lead-
ers recently agreed to support $200 million of increased budget relief next year.
City officials believe that this amount will be sufficient, together with the City's
own steps and federal actions, to achieve 1979 budget balance.

Finally, the plan lists 18 possible Federal actions which inerease Federal atd
during the next four years, resulting in potential budget savings to the City of
$224 milllon in 1979, growing to $462 million by 1982, The plan does not call
on the Federal Government to take all 18 actions, but rather provides a list
of potential actions, some portion of which together with City and State actions,
would be adequate to balance the City's budget. Table 6 sets forth these City-
proposed Federal actions,

IV. TREASURY'S ASBESSMENT OF THE CITY’S BUDGET PLAN

We have studied this budegt plan carefully, together with Arthur Anderson &,
Co. We believe that the probable City budget deficits over the next four years
will be somewhat larger than those projected by the City, unless further actions
are taken to offset the cost of recently approved Board of Education wage in-
crements, necessary increases in contributions to the Fireman’s Pension Fund
and projected deficits of the Health and Hospital Corporation. These potential
increased costs could, in our view, range from $40 to $120 million annually over-
the next four years. We asked the City to provide specific actions to offset
these potential additional costs, and expect to receive them shortly.

Concerning revenue estimates, we have concluded that New York's forecast
i3 conservative. It calls for no growth at all during the next two years, and
then modest increases in 1981 and 1982. The City’s revenue forecasts during the
past two years have been quite accurate, .
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Our overall asseasment of the revenue and expéiiditure estimates In the Plan:
are that they are realistic if adjusted as I have discussed. The City has under-
taken to outline specific defieit reduction steps to accommodate the adjust--
ments. : :

City, State and Federal deflcit. reduction actions

To eliminate the projected deficits, the City has proposed six deficit reduction
steps at the City level. More than half of the budgét rellef would result from a:
109 attrition-related cut in the City's work force. Our judgment is that the-
savings projected from this action is attainable.

The three smaller items—tightened welfare eligibility,-tightened use of medi-
cal services covered by medicaid and cost containment steps in the home services
program—also appear realistic, ‘

Completion of the remaining two steps, which involve major savings, is less
clear. The City projects savings, ranging from $23 millicn {n 1979 to $04 million
in 1982, from improved cost control in its procurement program. The size of its
procurement exepnditures—$1.8 blillon in 19790—suggests that these savings
are attainable, but we have not yet received details on the specific steps involved.
Similarly, the plan envisions savings of $82 million in 1979, growing to $100
million in 1982, from unspecified “management improvements.” We do not have-
full details on these specific steps and cannot yet judge the lkelihood of the
related savings. .

In short, Mr. Chairman, we are largely, but not fully, satisfied with projections
of expense savings from actions at the City level. We are awaiting more details
about proposed changes in procurement and planned management improve--
ments before arriving at a final conclusion. :

State actions

Turning to State actions, we have concluded that the recently announced
agreement between the Mayor and Governor on a $200 million of increased 1979
State aid—Iif approved by the State legislatiure—should provide suficient fiscal
assistance to meet the requirements of the City’s plan for State aid. I have:
discussed the situation with the leaders of the State legislature and am en-
couraged that favorable legislative actions will be forthcoming, .

The second crucial question concerning State aid, however, concerns the 1980,
1981 and 1982 City budgets. The City probably cannot attain balance in those
years unless the $200 million increase in 1979 State aid is both recurring and
increased.

I have met with Governor Carey and the Btate legislative leaders and em-
phasized the need for increased recurring aid to the City. The Governor has pro-
vided eatimates of increased aid in the 1880-1982 period. Generally, these amounts
should be sufficient to help balance the City budget in those years. o

I recognize that the State legislature cannot commit in advance to specific
amounts in future budgets. Yet, it is also clear that increased State aid beyond
1979 is a prerequisite to achieving true budget balance for the City. Our posi-
tion is that amounts of at least this magnitude must be provided.

Federal actions

The City’s plan for closing the deficlt assumes moderate additicnal federal
flacal assistance in 1979 and larger amounts in subsequent years. Our general
view is that the City has primary responsibility for its budget, and beyond that,
the State has the prineipal responsibility. Nevertheless, the City’s needs are such
that some federal residual budget assistance is clearly justified.

Table 7 summarizes the history of federal ald to the City in recent years and
illustrates that New York has recelved growing amounts of federal aid in these
years. I do not belfeve it {a unreasonable to assume, that New York together
with other cities will receive Increases in federal aid over the 1979-1982 period as:
the President’s urban {nitiatives are implemented. -

City wage negotiations

One over-riding uncertainty in the City’s budget plan involves the expiring
City labor contracts, Most of these contracts expire between March 81 and
June 80. The union leaders are seeking wage increases, while Mayor Koch is
asserting the City cannot afford increases. The outcome may not be clear for
several weeks or longer.

It would be difficult to overestimate the importance of these wage negotia-
tions for the City budget plan. Each 19 increase in wages would increase over.
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1l City expepnditures by $41 imlHon, and this increase would be cumylative, Ob,
vlousl"y{ even a settlement Involving small percentage inéreases could widen the
projected budget deficits by 505 or more. The soundness ¢f New York's budget
-plan, therefore, depends on the outcome of those negotiations:. . . RN

“White any wage ‘settlement is a matter for negotiation between the City and
its work force, our general position {8 clear, namely that any increases will have
‘10 be funded ffom productivity or related savings. We feel that is essential to &
eredible budget. plan: As I -stated-earlier such & plan {8 an explicit condition to
‘the Administration’s legislative recommendations which I.am presenting today.
We do not favor the extension of any lending assistance to New York except
on the basis of sncha plan, .+ - -~ R s

We will await the outcome of these negotiations, therefore, resexving final

judgment on the City:budget plan until they are completed. If there is any. wage
increase, the City must.present a convincing, supplemental plan for offsetting
ltsbudgeteffects, . . ‘ ‘ . .

. Let me note, Mr, Chairman, that I have discussed this on several occasions
with the City labor leaders. They have provided real and responsible leadership
quring the past three years and recognize the need.for wage restraint in 1979. I
think that they and thefr menbers will exercise it. . o

. V. NEW YORK CITY’S FINANCING OUTLOOK
" Let me now discuss New York's borrowing needs.
Why New York borrows large amounts each year . .

Each year New York borrows large amounts through the issuance of both short
and long-term notes. During this eurrent year, for example, it has borrowed $1.875
billion on a seasonal basis and will have borrowed $1 billion on a 15-year basis.
- Seasonal needs arise because City expenditures are spread fairly evenly over
the year while certain revenues, particularly State aid, are concentrated in
the final months of the City’s fiscal yéar. The City thus borrows during the first
‘months of its fiscal year, in anticipation of revenues to be received during the
final months of its fiscal year. o

New York, 1like all other municipalities, also must finance its eapital budget.
The City’s capital budget includes expenditures for long-term assets, e.g. schools,
roads, ete., that aré traditionally financed with long-term debt. During each of
the past two years, the City has sold $1 billion: of long-term bonds to cover both
traditional capital spending and operating expenses carried in the capital budget.

Recent financing history and current prodlemes

Since 1975, substantially all of the City’s new borrowing needs have been satis-
fied from two sources. Treasury has provided short-term loans under the Seasonal
Financing Act, and the City employee pension funds will have lent $2.65 billion
of long-term loans during the intervening two and a half years.

Both the Federal seasonal loan program and the union pension fund loan pro-
gram expire on June 30, 1978. The City thus must develop new financing arrange-
ments for both its short and long-term needs.

For this reason, I asked the City last November to develop an overall financing
plan, to accompany its budget plan. This also was submitted to me on January 20,

.and Treasury has been evaluating it since then.

The city’s §-year financing plan

Regarding long term financing, the City Plan projects $5.1 billlon of financing,
-as set forth in Table 8.

The crux of New York’s long term borrowing plan s a $2.025 billion program
-of Federal loan guarantee for City bonds sold to the City and State penston funds.
"The City anticipates that the guarantee protection would last for at least ten
years, although the City bonds would carry 20 or 25 year maturities. Its pro-

pgset;io gg:rantee automatically would lapse, bowever, if the pension funds resold
‘the bonds.

The city’'s seasonal financing plan
The City projects seasonal borrowings of $1.8 billion next year, declining to
$1.0 billion in 1982. This reduction would be accomplished by selling MAC bonds
"to fund the $800 million advance that the State extends annually to the City.
New York proposes an extended Federal seasonal loan program pursuant to
‘which it would borrow $1.2 billion next year, $800 million in 1980, and $400 mil-
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lion in 1981, The remainder of its seasonal needs would be furnished by a §600
million line of credit from the New York clearln;houae Banks.

Summary of oily financing plan )

City officials believe that these financing arrangements will permit New York
both to meet its full borrowing needs over the 1979-1962 period angd to regain full
access to conventional markets at the end of that period. Indeed,.it projects sell.
ing $1 billion of City bonds to the puble Inloss,ueomparedwonlyw:nn-
Hon during the final year of the plan period. .

: vI. THE mmmu:on‘l mummm norout. .
Background

Our evaluation of the Cltyt nnanclng plan is that lt ts- well-concelved and
would achieve its objective. We have however, two reservations: First, our
analysis of the Plan leads us to' conclude that the City can adequately provide
for its capital reguirements by selling somewhat less—perhaps $434 billion—thah
the $5.1 billion in long-term securities during the year 1979-1982, which the Plan
projects. Second, we believe that this reduced level of !onz-term financing can be
assured with more modest Federal assistance. -

I want to emphasize, however, that we bave concluded that the City’s sol-
vency would not be assured in the absence of any Federal lending assistance be-
yond June 80, 1878, In this regard, therefore, we disagree with the conclusions
of the recently issued Senate Banking Committee Report on New York City.
‘While 1t is concefvable that if every contingency is favorably resolved, no addi-
tional federal lending assistance to the City will be required, we do not believe
it wounld be responsible to risk bankruptcy should events prove this judgment
wrong. New York Oity in bankruptcy will prove far more expensive to this
::gon—both in expense and personal sacrifice—than any modest form of

stance.

Let me now outline the reasons why I belleve there must be some federal long-
term lending assistance. Any long-term flnancing plan for New York must rely
on the sale to the public of large amounts of MAC bonds and City bonds. The
City’s own plan projects $1.85 billion of such public sales and the Senate Report
forecasts only modestly lower amounts.

The receptivity of public markets to those sales, however, is far from assured.
Today there i8 no market for City bonds at all. Moreover, the market for MAC
offerings in recent months has been quite limited, and last December’s $250
million MAC offering was barely completed. It is entirely possible, therefore, that
the public markets will not supply the amounts of long-term capital which New
York needs to meet its minimal capital needs. Unless there is a federal backstop,
‘t)g assurrg({hnt these amounts can be obtained, the City’s solvency simply cannot.

assured,

It 18 logical to ask whether local private parties primarily the City pension
funds and the local financial institutions, can supply these long-term needs of the
City. Our conclusion i{s that they can and should supply a large portion of those
needs, but we cannot be certain that they will be able to supply all of such needs.

It also Is logical to ask whether insolvency necessarily would result from the
unavailability of those public markets. The Administration’s view is that insol-
vency could well result.

It also has been proposed that Congress simply extend the seasonal loan pro-
gram, on a reduced and self-liquidating basis, We do not think that this is the
best approach. It does not assure that New York’s long-term needs are met and
that the financing crisis thus will finally end.

Bpecific proposal

‘We propose that Congress (1) authorize the Secretary of the Treasury in the
four years ending June 80, 1982, to guarantee for up to 15 years up to $2 billion
in aggregate principal amount of taxable NYC or MAC securities, with a mini-
mum annual guarantee fee of 149 per annum payable on any outstanding
guaranteed securities; and (li) amend PL 94-238 to permit the City and State
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mloyee pension funds to purchase Otty or MAO securities during the 1079-1682

Guarantees authorized by the Oonsreu would be issued only nnder the following
conditions, among others:

"~ For fiscal year 1979, the Olty will adopt a four-year budget plan that by
1082 produces & budgét balanced in accordance with Generally Accepted
Accounting Principles (GAAP), and will continue to adopt and adhere to
rolling- four-year budget plans that for 1082 and- thereafter are balanced in
accordance with GAAP. The City periodically will' submit to the Becretary
financial statements as required.

New York State will enaét legislation to ensure the existence of a fiscal
control and monitoring entity with powers no less extensive than the current
Emergency Financial Gontrol Board (E¥CB), This entity would be in exist~
ence for at least the life of the Federal guarantees.

New York State will enact.appropriate legislation to facilitate the publlc

- sale of MAC and New York City long-term securities,.in particular, to pro-
vide appropriate seeurity and legal authority for such securities.

Federal guarantees will be appropriately secured first by federal transfer
payments to New York City and secondarily. by New York State in a form
such as a State-funded debt reserve account and/or the pledge of an appro-
priate amount of certain federal transfer payments to New York State.

A long-term financing plan for New York cannot work without the cooperation
of the relevant local purties—the City and State pension funds, the Clearinghouse
banks and other local financial institutions, and others. The exact division of
lending commitments among these parties is a matter for detailed negotiation
over the near term future in light of the prevailing conditions, It is clear, how-
ever, that each of these key parties must make a major lending contribution.

In general, I think that up to $2 billion of MAC and City bonds can and
should be sold to the public during the next four years on an unguaranteed
basis and additional amounts to private lenders. Federal guarantees will be
issued only to the extent that the public markets and private lenders do not pro-
vide the necessary funds on an unguaranteed basis, However, it would not be my
intention to issue Federal guarantees unless other lenders to New York City
make long-term lending commitments on an unguaranteed-basis. The timing of
the issuance of Federal guarantees and the size of purchases of non-guaranteed
MAC or NYO long-term obligations by lenders will have to be worked out as part
of an overall financing solution.

The precise form and coverage of this guarantee would be negotiated before
June 30, 1978, Among other things, however, the guarantee would lapse if the
guaranteed securities were gold by the original purchasers.

‘While we are asking for authority to issue guarantees of up to 15 years, I
intend and expect that it will not be necessary to issue any guarantees with
8 length of as long as 15 years. It will be my intention, in the negotiations that
will take place with potential lenders, to keep the length of Federal guarantees
as short as feasible. Similarly, gince we require that & “best efforts test’’ be met
bei;g:e any guarantees would be issued, we hope to avoid full use of the guar-
antee power.

Seasonal finanoing

My judgment is that New York can satisfy its own short-term borrowing
needs, provided that Federal guarantee authority as outlined above is available
concerning its long-term financing. Before Congress enacts guarantee legisla-
tion, however, New York should prepare a seasonal financing plan satisfactory
to the Treasury. I have asked Mayor Koch to do so.

If my judgment changes over the near term future on New York’s ability to
meet its own short-term needs, I will report accordingly to Congress.

Oonciuaion
‘We look forward to working with Subcommittee staff on the details of our

proposed legislation. I also will be happy to answer now any questions you
might have,
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TABLE 1.—SUMMARY OF THE NEW YORK CITY BUDGET, FISCAL YEAR 1975 THROUGH FISCAL YEAR 1978

(ESTIMATED)*
1 millions of doftars)
Fiscsl ysar—
) 1975 1976 1977 ‘ 1978
Qevenves:
m 28 987 901
466 615 72 158
268 “u3 s19 504
238 218 206 231
- 188 2 2n 250
114 202 149 168
1,555 1,128 1,208 1,242
e w3 416
5, ﬁg 5339 5435 6,083
, 11,965 . 12,000 12,630 13,303
402 7468 M 906
i Uy i 010 2,481 %. 564
1,187 13N 1,328 1, M6
654 652 . 669 661
™2 285 292 297
1,827 1,847 L7147 1,607
...... - 462 597 lg
o3y 1,137 1,209 11
1,269 461 873 y
Total expenses................... aeemmmeeanear 12,033 12,977 12, 967 13,303
Deficit............ eectecrcmecncmanemmereann—— . lg? 968 329 ...l .
Operating expenditures in capitat budget. .. . 24T (7 S 615 640
Estimated adjusted deficit..... ... ....ccoaee... 1,831 1,622 944 640
1 Does not incl sting expendi tum lnd ded in the capital
*The 1975 d‘ﬁcit :r' ’d‘ ' it iculated by ad}uztmg c:&"' o categories o refiact the revised ac-

counting and reporting procodum thl! mld be used in fiscal year 1976 tnd uumfm
Source: Annual Report of the Comptrolles, Part 2-A, Statement 5 and Summary 1.
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NEW '(ORK CITY SEASONAL LOAN PROGRAM BORROWING AND REPAYMENT SCHEDULE, CITY FISCAL

YEARS 1976-78
i M3 Amount [nterest rals  Interest dus
Borrowing dats il (mifiions)  (percenl)  (mihons)
1976
Dec.)8,1975. ... wevrvasirerasavenmansanaan Apr. 20,1976! 130 6.92 2.958
Dec. 31, 1978 L oy z')'mts- sm 6.68 6.105
140 613 2.163
250 6.29 5.514
80 6.2 1.720
100 6.26 2.253
250 6.39 5.017
70 € 1.238
1,260 [ 27122
1977:
July 500 1.9 2.076
July 150 1.02 7.876
200 7.10 11.827
Aug. 225 7.04 12.368
Dec. 200 5.85 6.315
Dec. ) ggg 5.83 6.070
Dec. 573 5.526
Dec. 170 575 il
Mar. 1 255 5.9 4,466
k(.17 2,100 6.53 83.398
1978
July 5, 1977 coonananannnn eeemveneeme—n———- . Apr. 20,1978 300 ¢ 15.7%
ARt BN A 100 e% . 5 142
July 39, 9 LT oy 1o 20 13T
q -« ApI. &0, .
Aug. 16,1077 T d....... 50 7.36 2.4%0
..... May 5, 1978 100 7.38 5.297
3 R T R
0o........ 2 june 20,1978 215 7.58 14,791
Dec, 5, 1077, .o L d....... 1.75 6.274
Dec. 28, 19770 0 0 01 oI el 50 PR 1.842 -
DO..enene June 30, 1978 200 .75 7.814
Toll. e nenrecerernarneeeacnean ceem—nene eemement———nn 1,875 7.2 93,075
1 Repaid 4 days early.
3 R'g'gd 2 dgs url;.
2 Repaid 5 days early.

4 Repaid 1 dey early,
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TABLE 3.—SUMMARY OF REVENUES AND EXPENSES, FISCAL YEARS 1978-82
[tn miflions of doflars]

IFiscal year —
19781 1979 1980 1881 1882

Revenues:
General sources:
Salestax_......... 901 959 1,012 1, 065 1,137
Personal income tax 756 81 859 97 958
Ganeral corporation ta S04 526 556 606 671
Water and sewer charges.. 231 232 232 23 2
Stock transfer tax..covoeonneceeeacnennan 250 197 140 121 83
Financial tax. . . ..ooceeennennnen. 168 151 158 169 205
New York State revenue sharing. .. 533 526 591 6!5 677
Feders revenue shunn}. e 305 306 303 312
Federal counterc cyclica - 1490 84 57 ceevcenszrosanzenas
Other....coccennaans . 1,242 1,066 995 995 1,001
Total general sources. . .. 030 858 902 5, 023 5,218
Real estate h..n .‘ ......................... i 163 & 155 ;', 117 3 105 3,127
Federal and State categorical 8id......cceeeennencenaaces 5,230 5,232 5489 5,659 5,870
Subbhl.................. 13,428 13,205 13,508 13,787 14,215
Less: Reserve for dissilowances 3'125 3'100 3'l(m 3'100 100
Total revenues 13,303 13,195 13,408 13,687 14,175
=
P personal servics:
ersonal service:
Salaries and wages ceen 3,866 3,877 3817 8! 8,877
Fringe benefits............... eesnssccncnsccacsesese - 4B 526 . 575 631 691
‘. ..... 1,188 1,247 1, 306 1,375 1,405
Tota! personal S81VICh. . coueeneececeascesrennnns 5500 5,650 5758 5,883 5,913
Other than personal service . .
S«grhu. oquiomnz and contractusl services. ....... 1,695 . l.m 1,900 2,040 2,189
...... 1,454 . 1, 1,538 - . 1,57 1,615
xodml:?i"“ A Gorsersrensmaensrnsanaonacns 1,413 1,603 1,793 1,868 1,989
......?.‘.'ZZIZZIZZIZZZZIZIIZZZZZZZZZZIIZIZZZZ 1,029 788 758 10 s
Total other tha I8OVICH.oerenernnnsceeee 6313 25 773 7,000 1,382
Deblm........?.e‘.r.”". '151521 g’,m ?’,435 L3y 128
Mac debt service 440 466 AT4 497 555
GENeral FESOTVE .. .....ceveeneecccaermcesoonommannannn 141 100 100 100 100
Accrued pension li 120 115 100 10 cevezoons
Expense items properly chargeabie to the capitsl budcot... %) (75 19) (o1 (109
Total expenses_. 14,066 14,217 14,512 14,750 15129
Budget gap...... . . 763 1,022 1,104 1,063 954
Adhustmnu permitted by emergency financisl legisistion and
Accrued pension liability.......... . 120 115 100 10)ececcaces
Expense mms char, goto the capital budget. . 2 ; 5450; i;m; 50 T
rﬁomd budget ll‘t..... ...... ..E‘.......‘ ............... acsarecns 457 04

1 Preliminary.
Source: City plan,
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SUMMARY OF THE CITY'S PROJECTED BUDGET GAPS AND CORRECTIVE ACTIONS FISCAL YEAR 1978-32

[!n miltions of doliars)
Fiscal year—

1979 1980 1981 1982
BUGROEAD. ... eerenneercreeeenmenneennne 1,02 1,104 1,063 954

Ad]ustmenls permitied under State law:
= Accrued pension liadility. .. . . ............ eeee 5115; ?00; gg; ..............
Expense itsms included in capital budget.......... 450 300 (550). - ieeacannn
Gap to be closed...... tetasessssanssssonsstannn 457 704 903 954

Corrective actions:

Proposed City actions. ......cvneecceririnrananes 174 337 452 554
Remaining B8P.o...oeeeermeaeniceerancenannen 283 37 451 410
Propoud Stateactions ... . .oooiiiiiiiniinn 433 487 484 57
Proposed Federal actions. ... ... 24 k14 ] 4834 452
LT IR 657 866 1,068 1,209

Source: City plan Jan. 20, 1978 (to be amended as new data avsilable),
MAJOR ASSUMPTIONS IN CITY 4-YEAR PLAN
Overall u':umpt

ional mmle activity will be maintained st about its current pacs,
2 COrum oxisting State and Federal programs witl be continued,
Re “ {sgat settlements, social or political svents will alter significantly particular revenue or expenditure items,
nn mum

Gonml Qon::om ravenue growth at 1.2 wmt % snnum on sverage (includes State and Federal revenue sharing
over rf and Federsl eounhrcydml throu
2. Resl ostate tax collections ars virtualla lltt.
3. Federal and State sid growth at 3 percent per annum on aversge
4. Complete hamctol expense items financed in the csp:tal budm by 1981,
Expondvturu waduump

fare case Iood in the 1979-92 hwpulod litthe changed from current level.
2 No incraase in subsidies to the hospital corporation and the transit authority,
3. No increase in the level of salsries snd wages, d&mxm'unm and pension contributions wilt rise.

TABLE 4.—~SUMMARY OF THE CITY'S PROPOSED PROGRAM ACYTIONS TO ELIMINATE BUDGET GAP—4-YEAR
FINANCIAL PLAN, FISCAL YEAR 1979-80

{in miltions of doltars]
Fiscal year —
1979 1980 1981 1982
O e Redoetion In errorrates and Improved job '
Wallere: n eTor- 3
Dl 2L O " 2 3 n
Medicaid ulilization control through health
maintenance organizations. ... .....coooen.a- eeecerannssn k1 k) 36
Home care services improvements.......... .. 10 I 1 11
Personnel and management:
Reduction of staff by 10 percant through attri-
tion over 4 years pcmatm 1979, 3 percent
in 1980, 2 percent in 1981, 1 percent in 1382). . 65 w 22 280
OTPS cost containment to 5 percent growth__.. 23 [ 69 94
Management improvements.....ccccceneeene. 62 81 <) 100
Total, city actions.............. 1 337 452 544




24

TABLE 5. —SUMMARY OF THE CITY'S PROPOSED STATE PROGRAM ACTIONS TO ELIMINATE BUDGET
GAP~4-YEAR FINANCIAL PLAN, FISCAL YEAR 1979-%0

[in millions of dollars]
Fiscal yoar—
1979 1980 1981 1932
State actions
Weifare:
locll shm—uom supplementary security m- 1 u 1 i
Reducki o&"&f"iv‘c'tii e fraud-wage reporti g

System. 1o nudwne ot 6 19 3 53
Increase in State shanoihomo th.... 25 26 26 27
State assumption of locsl of A 56 113 173 2)7
Payment for State mnhl giene dnwhams . 2 2 3 3
Day caré reimburssment po{ ............. . 2 2 2 2
Voluntary hospital improvement. .. _..._..... 1 2 2 2
lhmhtgy ZGDommonpfor sloctive gty ...... 9 9 10 11
Payment of fringe benefits cost for State sup- s 8 . 8

Revente sharing aed oo Gnjesticied
Insurance corporation indemnification. . 15 15 15 15
Municipal overburden...............ceouoe.. 58 58 58 53
Raitroad tax oxempllon . 16 16 16 15
Revenus sharing formula -] 98 102 193
City unmrm{' increass of State subsidy for CUNY,
e includmlc CFpayments........._.._........ - 35 4 59 n
riminal
Tem| lry housm; of State prisoners. _....... 6 6 6 6
fuil plymnm State share of probetion formula 1 . t
Huhmy: Highwsy maintenance reimbursement. . 25 H 25 25
Housing: Reimbursement for polics prolection in
PUDLIC DOUSIAG. ...\ eeeyerescanrerennonnnnn -1 1 11 1
Mental health: Reduction of local share. ... .._.._. 18 18 18 i3
1time revenues: . .
Mental heaith dissllowances._............... L < P
6 party check disallowances 0 ...... aemeeane ceemmamasd eecaeacerccsccnse
Total, State actions 433 A87 584 751
TABLE 6.—SUMMARY OF THE CITY'S PROPOSED FEDERAL PROGRAM ACTIONS TO ELIMINATE BUDGET
GAP—4-YEAR FINANCIAL PLAN, FY 1979
[In miftions of dollars]
Fiscal year—
1979 190 1981 1932
eral actions:
Welfare:
Moynihan welfare relief -
fol 54 16
5 5 5 H
Expansion of the SS| defmition of disability.... 5 5 5
Revised income eligibility standards for foster

oL LT T 3 3 4 4
Moduun funding of skilled nursing facilities

[T 2 T P 117 125 132
Impartial inpatient hospital reviews. ... ... .. .. ....... 12 13 14

Rovenuo sharml and ather unrestricted aid —
ed Nations tax contribution_....... - 3 8 8 3 .
Umlod Nations diplomatic security costs. . __... 3 3 3 3
Elimination of the 145 percent ceiling on rev-

YL T S, 6 8 3 9
Revenue sharing—Population estimates. . 20 20 20 20
Revenua sharing—Stock transfertax.......... 7 7 6 [}
Extension of countercyclical ald with a hold

harmiess Provision. ce.e.eenueennaeanonnnene 56 83 148 10

Crimina] justice:
Improved livin eondntnom in correctional facili-
ties as ma ( ral courts........... 5 5 5
NmDru( law onlommon e mmm—aceeeeann——a. 34 3 U u
in
lncmnd reimbursement for police protection
Fo‘dn 9u|bhc housing “MMMN- 17 17 n” 17
eral convmson ¢ [ ublic
NOUSIRE. e e oen e . & % » 3
Parks and rocrubou Gateway National Park....... 1 1 1

Total, Federal actions..................... 2u k24 24 452
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TABLE 7.—FEDERAL AID TO NEW YORK CITY—CITY FISCAL YEARS 1§73—78

[in millions of doilars]
Type of sid 19713 1974 1975 1976 1 1978
Categoricabald....____..._..___.. 1,790 , 2
Rm’ou:omsh:ﬂng(mdudiu ARFA).. .. 5 ! 27313 2’23 2.% Z,g(l’ "2%
Totalo ool 2,049 2,050 2,44 2,525 LN 3,28L
Source: Temporary commission on city finance and city comptrofler reports,
TABLE 8.—City financing plan
Item
Uses of funds: Amount
True capital spending. - $2. 690
Funding of operating expenses...... . 900
MAC restructuring._...__.._. - 560
MAQ capital reserve.. .. . 250
Bonding of State advance-.-. . 800
Total 5. 100
Sources of borrowings:
City and State pension funds (USG guaranteed). —— 12.25
MAQO private placement: local financial institutions..o oo oo 1. 000
MAQ sales to public — 1,510
City bonds to public._. . 340

Total o ceecccaecccmeane 5. 100
1 90 percent USG guaranteed—$2.025,

Secretary BLUMENTHAL. It has operated in compliance with the re-

uirements of the Emergency Financial Control Board. It has reduced

the number of jobs substantially—there are 60,000 jobs which have
been eliminated in New.York.

It really has done a great deal, with the help of everybody in the
cit%, to get back to a normal basis. '

wo thinﬁs are required, one that true balance be established in the
budget. Such a plan has been drawn up. We have examined it in great
detail. I have spent months on this problem. I am satisfied that that
plan, if adhered to, will indeed lead to true budget balance in the
fourth year with all of the operating expenses eliminated from the
capital budget.

Second, as a result of that, the public market should be again opened
up to the city. As you well know, orce you have been shut out as a
borrower from the market, it takes awhile to get back in. At this
point, there is just no way in which the city on its own can go into the
markets and borow money. They tried last November; they failed.

We think that you have to let some time elapse, based on this budget

lan, before they can try again and I think they will then progressively
more and more successful so that by the end of the fourth year they
‘would be entirely on their own again.

In view of that improving situation, we think that seasonal lendin
is no longer required. We do not have to put out any more Federa
money as we have been over the last 3 years, even though, again, the city
has been very good about making sure that all of the moneys that
they did receive in the way of advances were repaid to us on or ahead
of schedule with full interest payments so that the obligations there
were met. We think that is no longer necessary. They can do their
-own seasonal financing.
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But, in order to give the city sufficient time to gain full access to the
public markets again, we are recommending that the Federal Govern-
ment be authorized, specifically Treasury be authorized by the Con-
gress, to guarantee up to $2 billion of bonds out of a $4.5 billion amount
that will be needed over the 4-year period, if they cannot get such
loans without the guarantee, and that those guarantees, in fact, would
most likely be extended to the pension funds.

Now, it is my view that a package has to be negotiated in which
there certainly can be a fair amount of lending without any guarantees,
but that is something for the negotiations. These guarantees are avail-
able on a standby basis, if needed.

So really, the situation, even for the funds, is going to be improved
over the situation that has existed and that Congress authorized be-
tween 1975 and June 30,1978,

The plan that we are presenting and that we are urging you to con-
sider seriously is, I think, a realistic one. It does require that legisla-
tion along the lines of the legislation that you enacted in 1975, Public
Law 94-236, be enacted. As I say, failure to do that would automati-
cally, in my judgment, put the city into serious risk of bankruptcy and
the result of that on the funds would be difficult to foresee but would be
very serious indeed. - - '

I do hope that you will give this serious consideration, to allow
this workout to be completed over the next 4 years so that the city can
again operate under its own steam.

Senator BENTSEN. Mr. Secretary, that is certainly no limitation on
your time to speak on this very serious subject, because we are deeply
concerned with it,and we know you are.

Secretary BLumMENTHAL. I am finished.

Senator BEnTsEN. But I am concerned about its being a precedent. I
do not know how we can argus that if we can do this for New York
City that we do not have to do it for the next city that gets in trouble.

T am also concerned about the fact that you have $3.5 billion of the
$10 billion of those pension assets which will be invested in these
kinds of securities by June 30 of this year and, as I understand your
proposal, you are talking about an additional commitment of some
$2.25 billion.

If that is the case, you run up to about $5.7 billion—or are you
talking about some refinancing of part of the initial ¢

Secretary BLumeNTHAL, We are requesting legislation which would
not mandate the funds to do anything. It would permit them, or it
would protect them, against the loss of qualified status if they were
to maintain the same percenage that they have invested in city and
MAC securities as of June 30 of this year, which will be'about 35

reent.

So they would maintain that percentage as a maximum level of
investment. '

Now, whether they would actually would have to, I do not know.-
But we are not telling them that they have to invest a particular
amount. We are merely saying that they——

Senator BenTsen., Well, would we give them the leeway to do it,
with your proposal {

Secretary BLumMeNTHAL. Up to 35 percent, so roughly that same per-
centago that exists currently.
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Senator BenTseN. So it would not be $2.25 billion in addition to the
$3.5 billion that they have already there? -

Secretary BLuMENTHAL, Well, at the end of the fourth year. To
maintain the 35 percent level of investment we estimate that the
pension funds would hold around $4.8 billion at June 30, 1982. This
would imply the reinvestment of about $1 billion of maturing prin-
ciple and new investment of about $1.3 billion. :

. Senator éBENTSEN. So out of the $10 billion, they could have much as

5 percent

retary BLUMENTHAL. No; by that time, their total assets would
have increased as well. The percentage would not rise above 35
percent. :

Senator BenTseN, It would not rise above 35 percent.

Now, in ERISA we put a limitation of 10-percent investment in
one’s own securities, which seemed to us to be prudent. Many banks
say they will not put more than 5 percent in the investment of the
securities of any single corporation. : :

I find it difficult to understand why we should reach far beyond
what we think would be & prudent investment to try to protect these
retired pension holders.

Secretary Br.uMENTHAL. If you ask me is it prudent to invest 35
percent of the assets of a fund in your employers’ paper I would say
under all but the most extraordinary circumstances, it is not. I think
?'our restriction of 10 percent in ERISA is a wise one. Perhaps even

ess would be prudent.

. Certainly, when I was acting as a fiduciary for funds, I would have
been very cautious about even 10 percent. I think the New York City
situation is an extraordinary situation, which is unlike any other, and
which has to be evaluated based on present circumstances.

The present circumstances are such that the eity, the employer, is
shut out from the credit market. It depends on these resources for
financing to a si%niﬁcant extent. It is in the process of working itself
out of these problems. This employer, the city of New York, is making
good progress. But if, in the middle of it, you pull out the rug from
under the workout plan, you might as well never have sta it.

You will precipitate, then, exactly the kind of situation that you
are quite rightly concerned about, which is to protect not only the
retirees but also those actively working who have vested rights and
those who are working and do not yet have vested rights. And you
would throw the city into default with all of those consequences.

Therefore, I think & program which allows the city to complete its
workout plan, achieve true budﬁet balance, get back into the market
and allow the city pension funds to reduce their percentage of city .
and MAC debt holdings thereafter is the only sensible thing,

It is certainly not a desirable general situation, but then these work-
out situations never are.

Senator BENTSEN. Mr. Secretary, what do you think the market
value is of the bonds that they hold now? And I am speaking of MAC
bonds and New York City bonds,

' They hold some $3.5 billion of them. What is the market value of
the bonds? .

Secretary BLUMENTHAL. I cannot—I do not really know how to
answer that. I have no—
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Senator BENTSEN. Do they have any market {

‘Secretary- BLuMENTHAL. Certainly the MAC bonds have a value.
I think the city bonds, by definition, do not at the moment.

Senator BENTsEN. Would you provide for the record the best infor-
mation that you can get as to the market value of the securities held
by the pension funds that involves New York City and MAC?

[The following was subsequently supplied for the record:]

MARKET Varvr or Crry PrnsioN Funps HoLpixgs of MAC AnDp Crry Drsr

" It is anticipated that the city pension funds will hold $3.56 billion of city and
MAC debt at June 80, 1978. Of this amount, $888 million will be in MAC debt
and the balance in city general obligation bonds. .

The bulk of their MAC debt holdings are in 714 percent bonds due in 1995,
These bonds are currently trading at around 98 percent of par value. The pension
funds hold city securities with maturities spread over a considerable time period.
In general, trades in city securities with comparable maturities and coupons are
reported to have taken place recently at 85 percent to 102 percent of par value,
It should be noted that the market for both city and MAQC securities experiences
significant fluctuations depending largely on the amounts of bonds offered for

sale,
It is also relevant to point out that the history of municipal debt repayments

suggests that investors in municipal securities rarely experience any acual loss
in principal even when an event of default has occurred. Testimony given by
the bank regulatory agencies in 1975 suggested that the market value of city
bonds in the event of default would probably be around 50 percent of par value.

Senator BENTsEN. Now, Mr. Secretary, I am concerned about the
conflict of interest position of the trustees. Let me read you & comment
out of one of the New York papers:

In meeting after meeting with New York City officials, labor unfon’s con.
sultant and key negotiator has a favorite negotiating position. Everything is
related to everything else, he says, a statement that city officlals take to mean
that if the pension funds are pressed to accept larger parts of unguaranteed
bonds, they could reasonably demand a more generous wage settlement in return.

Does that mean that a trustee is in there bargaining on the one
hand for current employees to get their wage rates as high as he
pomiblg can while, at the same time, has an obligation to the retiree
to see that that city is fiscally sound? —

Do you not think, under those conditions, that some of those retirees
ought to be added to the board of trustees? 4

retary BLoMENTHAL. I think, Mr. Chairman, that in the heat
of the negotiating season, people say things that may or may not make
as much sense as they should.

It seems to me clear that there are two quite different and separate

itions here. One is the decision of what the wage settlement will be
tween the employees and the city of New York. I do not think the
Federal Government should inject itself, or that I should inject myself,
into those negotiations. I have made it clear in my testimony before
the Moorhead committee that true budget balance 1s critical. Nothing

else will work.
_They cannot work themselves out of their Problem if they do not
y accepted accounting

principles.

The plan that we have seen and upon which we are basing our
recommendation to the Congress for the right to guarantee under cer-
tain circumstances has no money in it for wage increases, and therefore



29

any wage increases that are approved by the city have to be financed by
productivity or related savings.

Beyond that, I do not think we ought to get involved. It seems to
me that that is one set of issues.

The question of whether or not the city pension funds will or will
not invest on either a guaranteed or an unguaranteed basis in city
~or MAC paper strikes me as an issue that is totally separate. Some
people can say they are related, but I think that-is just talk, quite
frankly. I think these issues are oi)viously separate.

It relates to a question of whether or not 1t is j dged by the trustees
to be in the best interest of not only the retirees but also those em-
ployees with vested rights that are still working as well as those
who are contributing. .

And the best interests, obviously, have to involve a consideration,
not only as to the existing viability of the fund, which have accrued
unfunded liabilities in large amounts attached to them, but also as to
the continued viability and access to resources to pay those pension
benefits, present and future, in the light of either a situation where you
withdraw support or you maintain it for a further period of time.

I cannot imagine that the trustees would act analyzing this problem
in any other way. :

__ Senator BENTsEN. Mr. Secretary, you cannot# But, nevertheless, you
have labor officials and city officials who look upon them as interrelated
and who feel that there is a quid pro qud there, that they have to give
some on wage scale in order to get these same trustees to buy more New
York City securities. To me, that is clear conflict of interest.

Secretary BLuseNTHAL. Mr, Chairman, may I make just one point {
I think it is an important one. I think the President’s position as I pre-
sented it to the Moorhead committee is quite relevant to that. Qur pro-

1 to the Congress for authority to be given to the Secretary of the
reasury to guarantee up to $2 billion, of standby guarantees of $2
billion of bonds, is based on the assumption that there will be tru

‘budget balance and that the budget plan will be healthy. ‘

Senator Bentsen. I am delighted to hear you say that; because——

Secretary BLuMeNTHAL. So there is no money——

Senator BENTSEN [continuing]. Because it obviously is not in bal-
ance by any commonly accepted accounting practices. -

Secretary BLuMENTHAL. Therefore—you cannot buy one with the
other, let’s put it that way. It does not seem very easy to do that unless
‘there is groductivit or related savings. And, of course, we all want to
see the efficiency of the operations improved there.

Unless there is productivity or related savings, I do not see how the

»

<ity could find any money to pay wage increases anyway.
~ So I think thex"re is—when you look at the reality of the situation—-
and if they did, and they would deviate from the budget plan, then the
assurption upon which our proposal is based would not be met.
" Senator BenTseN, Well, when the 1975 agreement was changed to
the 1977 agreement, it was my, understanding that the requirement for
. a'tlfog,lanoed budget was deleted. Does that not take some of the discipline
° , S il o :
Secretary BLuMENTHAL. I noted an article in the newspaper, which
I believe you were quoting, as commenting on that. I have looked into
that, Mr. Chairman, and I believe the situation is as follows. At the

26-723—78——38
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time the agreement was amended in 1977, it was judged that the bal-
anced budget provision was superfluous for several reasons.

First, the city had already adopted a balanced budget—and I always
put that in quotation marks, because it is balanced by State law—had
adopted a balanced budget for 1978, that it had been approved by the
EFCB. The New York State law establishing the EFCB required the
city to follow the 3-year plan in accordance with State law and that
that was being met. And third, the Treasury’s credit agreement for
seasonal loans also mchmred the city to adhere to the plan.

In view of these three other provisions, each requiring the same
thinﬁit was jud%by the lawyers that this particular provision need
not be repeated use it was already required in three other areas.
Wlﬁather or not it should be required a fourth time or not, I do not
rea omvemtra

Seiator BenTsEN. Mr. Secretary, I really do not buy that argument.
‘When something is of major importance like that and such a subject
of debate in Congress, the fact that it might be considered super-
fluous—and frankly, I do not think it was—and when you say your-
self—and T agree with you—that they were not in balance, according
to oonunonlgaawepted accounting practices, I feel that there was a
reason for that. And the reason was not-that it was superfluous, but it
was looked on as inhibiting and a further discipline.

Now, I have taken a great deal of the Secretary’s time and I yield to
the Senator from Virginia, Senator Byrd.

Senator Byro. Thank you, Mr. Chairman.

Mr. Secretary, in regard to the issue of a balanced budget for New
York City, the—New York committed itself 3 years ago to a balanced
budg:z. It was committed to balance the budget in 1978. None of that
has been complied with.

Your dpnoposa.l, as I understand it, is to give an additional 4 years
over and beyond the first 8 years for New York to balance its budget.
Does that seem reasonable

Secretary BLUMENTHAL. Senator, we are well on the way to misun-
derstanding here. The city of New York committed itself to balance
the budget based on existing State law. It has achieved that. It has
met its commitment. Indeed, it will have a surplus this year.

However, State law, defining budget balance, still permits the plac-
ing of certain operating exﬁnditures into the capital budget, so I do
not call that true balance. The State of New York does, but I do not
call it true balance. .

Under the plan that has now been worked out by the city and the
State that we have examined and that I consider to be a reasonable
plan, all of those operating expenses that are still in the capital budget
will be phased out and they will achieve a balanced budget, not only
by State law, but based on gene::‘lalg accepted a.ccounting principles.

Senator Byro. State law was b: on the fact that the State, as well
as the city, desires to obtain something from the Federal Government.

Senator Bentsen pointed out—and you have concurred in it—that
by any generally acceqted principle of accounting, New York City’s
budget has not been balanced during any of these past 3 u{ears, leavmf
out the previous time. And, under your proposal, it would not be bal-
anced for another 4 years,

That is correct, isit not
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Secretary BrumENTHAL. Based on generally accepted account-
ing principles, the budget has not been balanced. But, based on
the law that was fmwsd by the Congress, it has been balanced.
That is the point, I think, where we must be sure that there is no
misunderstanding.

What the city was committed to do was not to balance the budget
by 1978 based on generally awegted accounting principles but to
balatlwe it each year under State law. It did that; indeed, it had &
surplus,

ow, we have said, look, you cannot get access to the markets
unless you do that based on generally accepted accounting principles,
and that is what they now have presented—a plan to do over the next
4 years.

3S’enatm' BenTsen. If the Senator would yield for just a moment——

Senator Byrp. Yes.

Senator BenTsEN [continuing]. What I would really like New
York City to do is just keep one set of books, not just a set for the
Congress and another one for the State of New York. And I would
hope that the Secretary would submit for the record so we do not
develop this misunderstanding in the future something for the record
on commonly accepted :wcountin% practices, a more full definition.

[The following was subsequently supplied for the record:]

ACCOUNTING PROCEDURES AND NEw YORK CrrY's BUDGET

If New York City adheres to its four-year plan, then at the end of 1982 the
city will report that its budget was balanced according to generally accepted
accounting principles (GAAP) as applied to governmental units. The city will
likely report a budget for 1978 balanced in accordance with New York State law,
but not with GAAP.

New York City is permitted under State law (the law creating the Municipal
Assistance Corporation) to include a declining amount of operating expenses in
the city’s capital budget and to contribute to the city pension funds with a two
year lag. GAAP would call for operating expenses to be carried in the current
expense budget and that pension fund contributions be accrued in the year in
which the liability is incurred.

To conform with GAAP, city operating expenses carried in its capital budget
will be phased out by the end of its 1981 flscal year. In addition, the city plans
to implement the “Shinn Commission” recommendations for the city pension
funds with regard to actuarial methods and funding procedures. Implementation
of these recommendations will eliminate any variance with GAAP with respect
to pension contributions by the last year of the plan.

Senator Byro. I think the Congress, in expecting the city to balance

its budget, expected it to balance it on the basis of commonly accepted
acoountmﬁrpractices. The city, as I understand it, was in violation of
the New York State law, and the New York étate law was then
changed to where they were no longer in violation of it. Is that about
the situation §
. Secretary BLuMENTHAL. I do not—in 1975, I do not believe that that
is quite correct. I think at the time the law was passed in 1975 and at
the time Public Law 94-236 was enacted, the requirement of budget
balance, I believe, was clearly defined.

You see, the amount in the operating expenses in the capital budget
at that time was about $800 million. It was clearly realized that tﬁ:t
could not be eliminated, you could not achieve true balance by elimi-
natmﬁ all of that in a short period of time. I believe it was foreseen
that that would be phased out over 10 years.
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What we have now said is that they need to phase that out much
faster and take the balance, which is still some $650 million, I believe,
and phase it out by the end of the third year of the plan.

Senator Byro. Well, I do not think that that was the thinking of
the Congress and I think that is evidenced by Senator Proxmire’s
attitude, and Senator Proxmire is the man who handled the legisla-
tion in 1975,

Now, is there an audit opinion on the state of the city’s finances?

Secretary BuumeNnTHAL, Yes; there will be for the current fiscal

ear,
y Senator Byro. Is the city now auditable{

Secretary BLUMENTHAL. Yes; it is.

Senator Byro. How do you consider the quality of the city’s
recordkeepinﬁ?

Secretary BLumenTHAL. I think compared to—1I have talked to the
people at Arthur Anderson who have been doing a great deal of this
work ; compared to what it was in 1975 it is vastly improved.

They do have a vastly better budgeting and cost control procedure
than they have had. They have installed all kinds of EDP equipment,
or devices to handle that, and the situation is vastly improved.
~ Senator Byrp. Under your plan, would there not be two types of
bonds, one being guaranteed by the Federal Government and another
one not being guaranteed W%at problems would that cause?

Secretary B.uMmeNnTrAL. The guarantees under that plan would only
be extended to the extent needed, and most likely only for the pension
funds, not for the public.

Senator Byrp, But would not having two types of bonds, one guar-
anteed and the other not guaranteed, present problems?

Secretary BrumentuAL. I do not think that it would represent
insurmountable problems.’

Senator Byrp. Now, the administration has indicated that the cur-
rent loan guarantees of the Federal Government have gotten so
large that they are not able to be effectively included in the budget
process of the Federal Government.

If this is so, how does this policy match with the current admin-
istration proposal to extend the guarantees to New York City?

Secretary BLuMENTHAL. As T understand it, the amount of similar
guarantees that have been extended, of analogous guarantees, is about
$270 billion, Senator. Actually, the $2 billion of possible guarantees is
quite small in comparison to the amount that the Federal Government
is presently guaranteeing in the way of funds.

Senator Byro. I am speaking now of the total Federal loan guaran-
tee program, and I understand—maybe I am in error—but I under-
stand that the administration would like to cut back on the loan guar-
antee programs of the Federal Government. Is that not correct{

Secretary BLUMENTHAL. Oh, certainly. We do not—Senator, I come
before the Congress to ask for authority to provide Federal loan guar-
antees with a very heavy heart. I want to reduce that as much as

ible,

I do not think it is a good policy to do that. I do not think the Fed-
eral Government ought to do that except in situations where there
really is no other way of dealing with what is an urgent problem. I
consider the stability of New York City’s financial affairs, and getting
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them back to stability, to really be an extraordinarily important mat-
ter, but I would like to get out of that, and I would hope that we could
within a very fow years. . ,

. Senator Byrp. I have just one further question. The bonds which
the Federal Government would guarantee under your proposal would
carry what maturity dates{ Twenty or twenty-five years? .

Secretary BLuMENTHAL. That has not yet been determined. That is
going to have to be negotiated now and put together by the responsible
tpﬁop e. It is quite possible that they could be 20- or 30-year bonds, or

ey might be 15-year bonds. I really do not know.

ator Byro. Well, then, would the Federal Government guaran-
tee for the life of the bond § .

Secretary BLUMENTHAL. Not necesearily. L

Senator Byro. Well, I understand that Comptroller Levitt will not
invest the ion funds in New York City obligations unless they are
guaranteed for the life of the obligation.

Secretary BuoMeNTHAL. I understand that he has so stated.

Senator Byrp. You do not see any problem there insofar as your pro-

m is concerned ?

Secretary BLuMeNTHAL. 1 think there needs to be an effort by the
responsible officials to put together a financing packaﬁp, iven the fact
that there is available in the background the possibility of Federal

arantees. In putting that total financing ?‘aekage for a total $4.5

illion together, the terms and conditions of Federal guarantees, if
any, where needed, will have to be negotiated as a part of that packa
negotiation and, in that context, the position of both the city and the
State pension fund trustees will have to be an issue and taken into
account. That is part of the negotiation.

Senator Byrp. Would the package be put together before or after
the legislation is passed, if it is passed {

Secretary BLuMENTHAL. I would hope that it can be—we have a
very difficult timing problem there, Senator, because the present sea-
sonal financing act expires on June 30 of this year. At the same time,
to get legislation through the Congress takes some time.

At the same time, there is a labor negotiation going on in New York
with the first deadline, I think, March 31—well, the end of this month.
So we are going to have to do things in parallel.

I would expect the city and C officials working with the State
to try to put together their financing Cgackage in the course of the next
couple of months, even before the Congress has acted, so that I am
in the position, when I appear before the Senate Finance Committee—
before the Senate Banking Committee, for example, to report whether
or not the kind of proposals I have made are, indeed, negotiable.

It is my expectation and understanding that they are, and will be.
But we are going to have to move in tandem on this so that at the
time Congress acts, we have assurance that the authority which Con-
gress would give me will, indeed, result in a financing package that
is reasonable and that, incidentally, contains only those guarantees
that are absolutely essential—and for as short a period of time as is
absolutely essential—to insure the viability of the city of New York
so that over the next 4 years they can achieve true budget balance and-
regain full access of thearkets, once again, on their own.
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Senator Byrp. What interest rates do you envision for the Govern-
ment guaranteed bonds$

Secretary BLuMENTHAL. Well, I guess that is another matter that
we are going to have to negotiate. Igghink that may be of interest to
some of the fiduciaries and trustees as part of the——

Senator Byro. And also, you foresee a difference in interest rates
between the Government guaranteed bonds and the ones which are not
guaranteed by the Government ¢

Secretary BrumeNTHAL, Yes; because the guarantees would not be
for tax exemgt bonds. We would propose that whatever guaranteed
bonds would have to be issued would be taxable bonds so there would
be a difference in interest.

Senator Byro. Thank you, Mr, Secretary.

Thank you, Mr. Chairman. .

Senator BENTsEN. Mr. Secretary, for the record, I am advised that.
Public Law 94-236 refers to the 1975 pension agreement and refers
to the balanced budget but that the agreement did not mention a
“balanced budget under State law,” ‘ -

Mr. Secretary, I am also very much concerned as to the question of
a precedent being established here. In fact, I think that is one of my
;:rimary concerns. I do not know how you turn down the next city that

as this problem. . .

I agree very much with you that this is an exceedingly serious one
without any easy answers, but it goes far beyond New York City, f
think. 1f we start guaranteeing these.

Political pressures will be, I think, almost insurmountable for the
next city that getsin trouble. )

Secretary BrusexTtaAL. Mr. Chairman, may I just make one brief
comment on this? The situation that exists for the city of New York
is one that I think evary other city in the country will seek to avoid
just as much as possible and in that sense, I think, the experience of
the city of New York has been a pretty good example.

The establishment of an Emergency Financial Control Board with
rather stringent powers—and indeed, we are, in our propossal, indi-
cating that a further prerequisite of the authority that we are seeking
for the Secretary of the Treasury is the continuation of.the control
board with powers at least as great as those which have obtained up
to ;his point—is, T do not believe, anything that any city really wishes
to face.

It severely restricts the freedom of the city and the city’s elected
officials to act on their own. :

No other city, I think, wants to get itself in the condition where it is
excluded from the credit market. And I think, therefore, that given
the very special nature of that situation, the only major city that has
been shut out, that is operating under an Emergency Control Board,
I think we can legitimately say that it is a one-of-a-kind situation
and should remain so.

Senator BENTSEN. I hope you are right. Mr. Secretary, we very much
appreciate your testimony with all of the demands on your time. We
know how concerned you are about this issue and we share that
concern.

Thank you for your appearance.

Secretary BLusMeNTHAL. Thank you.

[The prepared statement of Secretary Blumenthal follows:]
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STATEMENT oF THE HONORABLE W, MIOHAEL BLUMENTHAL, SECRETARY OF THE
TREASURY

Mr. Chairman, I am pleased to be able to appear before you and the other
members of this subcommittee to review our experience under P.L. 94-238, which
facilitates participation of the New York City pension funds in the city’s financ-
ing arrangements. I also want to discuss with you our proposal for future pension
fund participation in city financing. The administration has been engaged in in-
tensive efforts to assure the continued solvency of New York City, and last
Thursday I presented to the Subcommittee on Economic Stabilization of the
House Committee on Banking, Housing and Urban Affairs our proposal for
continued Federal financing assistance to the city. I have furnished to you and
the other members of this subcommittee copies of my prepared testimony before
the House subcommittee. : )

The financing we propose envisions a substantial role for the city and State
pension funds. The legislation that I will outline today is designed to allow the
pension plans to play that role if their trustees think it prudent and appropriate
that they do so.

At the outset, I think it would be useful to briefly review the existing statutory
and contractual arrangements relating to city pension fund purchases of city
and municipal assistance corporation securities. In November 1975, at the height
of the city's financial crisis, the five city pension funds, along with four city
sinking funds and several major New York banks, executed and amended and
restated agreement. The purpose of that agreement was threefold : one, to require
those parties not to tender their city “moratorium’” notes; two, to restructure
the maturities of and reduce the interest rate on thelr MAC securities; and
three, to commit the pension funds, over the next two and one-half years, to invest
$2.5 billion of new money and reinvest any maturing principal of city securities.
Since the citr had been, and expected to continue to be for some time, unable to
sell securities publicly, those commitments were necessary to enable the city to
fund its caypital budget. . .

One of the conditions to the purchases by the pension funds was that they
receive satisiactory assurances that their participation in that financing arrange-
ment would not jeopardize their qualified status under the Internal Revenue
Code. A substantial purchase of city or MAC securities might be deemed a pro-
hibited transaction under § 503 of the code or an action not for the exclusive
benefit of the fund beneficiaries for purposes of §401(a) of the code. Either
conclusion would result in loss of qualified status. Qualified status is however,
indispensable to these funds. Absent qualified status, each employee-beneficiary
would be taxed currently, to the extent his interest was vested, or on the value
of city contributions on his behalf to the fund rather than being able to defer
taxation until retirement. Also, the fund itself might become liable for tax.

In order to protect against adverse consequences, the funds sought, and the
Congress enacted, the legislation that became P.L. 84-236. .

P, L. 94-236 is structured around the amended and restated agreement. The
law provides that no pension fund that is a party to that agreement will be con-
sidered to have engaged in a prohibited transaction or to fail to satisfy the
“qualified-plan” requirements merely because it makes the purchases called for
or takes any other action contemplated by the agreement. The law also permits
the pension plans, when investing in and retaining city or MAC securities, to
consider the extent to which that action will in effect maintain and protect the
city’s obligation to fund retirement benefits, .

Amendments and waivers to the agreement are permitted, but only if the
Secretary of the Treasury determines that the effect of the amendment or walver
18 not inconsistent with the criterion I have just mentioned. Last August, the
agreement was amended to provide for exchange of remaining city “moratorium”
notes for MAC bonds bearing a higher Interest rate, and a restructuring of the
maturities of and an increase in the rate on MAC bonds already held, and I
determined that the requirement had been met.

Ooples of the memoranda setting forth Treasury’s enalysis were furnfshed
to Chairmen Long and Ullman.

The City pension funds remain committed to purchase an aggregate of $688
million principal emount of Clty securities during the remainder of the City's
current flecal year, ending June 30, 1978. Table 1 ehows, for each City fund, its
anticipated total assets on June 30, 1978 and the amount of City and MAC securi-
ties it will hold upon completion of all required purchases. On an aggregate
basis, the funds will have approximately 85 percent of their assets invested in
Oity and MAOQ securities.
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‘We should all recognive, Mr, Chajrman, the commitment to the City’s financial
condition and future that is represented by these investments. The trustees of
the funds wisely and prudently recognized that the availability of adequate fi-
nancing ¢o the City wag in the continued best interests of thelr beneficiaries—
for otherwise the City’s ability to fund retirement benefits would be severely
limited, {f not lost altogether. This posture was made clear by pension fund
representatives during the hearings on P.L. 94-286, and I think that the trustees
and other union leaders ghould be applauded for the responsible role they have

played.

That brings me to the present situation. As I mentioned earlier, I have al-
ready announced the Administration’s proposal for future New York City financ-
ing. I do not believe it is necessary to describe it again in detail here. There is
one fact, however, that is clear from our proposal. That fact is_that the New
York employee pension funds must be major participants in any City
program. ‘Although we expect other local parties, including the clearinghouse
bankw, other local financial institutions and MAG, to be involved, it 18 unrealistic
to think that before the City can return to the public markets all ite borrowing
needs can be met without pension fund involvement. Therefore, the Administra-
tion proposes that legislation, similar in effect to P.L. 04-236, be enacted to en-
able the City and State pension funds to make purchasee of City and MAQ
securities during the fonr-year period beginning July 1, 1978 without jeopardizing
their qualified status under the Internal Revenue Code.

'Since, at this time, the exact amount of pension fund lending remains to be
negotiated, the legislation should he flexible enough to accommodate any level
of investment up to specified ceilings. Such cellings should permit the City pen-
sion funds to maintain the percentage levels of investment that will be reached
by June 80, 1678. Thus, the funds would be able to reinvest the principal amount
of debt that matures during that four-year period, approximately $1 billion. In
addition, a portion of the amount of new contributions could be invested.

Up to this time, the State pension funds have not played any meaningful role
in the Citys’ financing. But, for the reason described below, I feel that they may
determine to do 80 now. Accordingly, appropriate protection of their tax status
should be afforded. Our proposal is that the State pension funds should be per-
mitted to invest up to 10 percent of their total assets in City or MAC securities
without jeopardizing their qualified status. .

I belleve, Mr. Chairman, that it is entirely appropriate for us to recommend
and for the Congress to enact such legislation, Some may object on the ground
that further substantial investments in City or MAC securities are an imprudent
investment and risk the future benefits of the covered employees. On the contrary,
I believe that such investmenta are ones that the trustees may well conclude are
in the best interests of the covered employees. i

One simply cannot escape the conclusion that failure of the pension funds to
make substantial purchases could make it impossible for the City to obtain the
financing it needs, Without aid from these funds, the City’s bankruptey would
scem assured. Bankruptcy would, of course, have a direct and adverse effect on
the pension funds, That conclusion is clear for the City funds. Interest and prin-
cipal payments on the large present holdings of Clty securities of those funds
would iikely be halted, and the market value of those securities wonld drop pre-
cipitously, Moreover, the Citys ability to make future contributions would be

A City bankruptey might also cause adverse consequences for the State pension
funds. A City bankruptcy would have financial and economic consequences for
the State of New York. Although I am confident that the State’s credit will not be
materiaily {mpafred merely by any uncertainty associated with the ongolng nego-
tiations to secure a resolution of the City’s financing problems, a complete failure
to secure a resolution could hurt the State. If this failure, however unlikely it
now appears to me, were to come about, the ability of the State to make required
contributions to its penston funds could be affected.

Under these circumstances, it will be necessary to enact legislation that allows
the pension funds to determine what role they should assume in implementing a
financing program that allows the City to return to financial health and resume
public eale of 1ts securities.

We are not proposing that the pension funds acquire Oity and MAC securities
without any protections or conditions. The Administration’s proposed Federal
financing assistance is conditioned upon our being able to conclude that the City
yvm adopt and will be able to implement a four-year budget plan that, by 1062,

)
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will produce a budget balanced in accordance with generally accepted accounting
principles. Moreover, it is conditioned upon creation of a fiscal control and moni-
toring entity with powers no less extensive than the current Emergency Financial
Control Board. Considerations of that sort will undoubtedly be important factors
In any decision by the City and State pension funds to purchase City and MAC
securities, We expect shortly to submit a draft of proposed legislation for consid-
eration by your Subcommittee.

I should note that although I have asked Congress for the authority to issue
limited federal guarantees of some City or MAC securities, the legislation I am
suggesting today should not limit the pension funds to purchasing only such guar-
anteed securities. The trustees of the pension funds may decide it is appropriate
to purchase other types of City or MAC securities. . : .

In conclusion, let me emphasize three polnts. First, this proposal is not intended
to create, and should not be taken as, a precendent for similar legislation for other
public or private pension plans that wish statutory exemption from the Code re-
quirements. Rather, it is a part, an essential part, of the Administration’s pro-
posal for finally solving New York City’s financing. problems, Second, the legisla-
tion would not require the pension funds to do anything. It is intended only.to
assure the trustees that, should they determine that investments in City and
MAC securities are called for, the qualified status of the funds would not be jeop-
ardized. Finally, it will not increase the risk that Congress will be called upon
later to bail out these pension funds. Indeed, Mr. Chairman, only passage of this
legislation, and successful efforts to arrange a filnancing plan for the City, will
maximize the likelihood of avoiding the bail out issue. .

We ook forward to working with your staff on the details of our pro
‘legislation. I will be happy now to answer any questions you might have:

TABLE {.—NEW YORK CITY RETIREMENT SYSTEMS ESTIMATED ASSETS AND
NEW YORK CITY/MAC DEBT HOLDINGS AT JUNE 30, 1978

[in miltions}

New York
ity Board of .
employees Teachers education  Police Fire Totals

S SUUPOTTEIT 5073 2,600 15 1,64 527 10,019

Tolal assets
New York City/MAC debt_ 2272120270000 1,658 1,198 66 s12 10 543
Percantage of assets . __._...................." 327 6.1 1 . 3d 20.3 5.4

_Senator BenTsEN. We are pleased to have Senator Javits with us
this morning and we will now ask him to appear and make his
. statement. ' '

'STATEMENT OF HON. JACOB K. JAVITS, U.S. SENATOR FROM THE
: STATE OF REW YORK

Senator Javrrs. Thank you very much, Mr. Chairman, I greatly
appreciate the courtesy of the Chair in allowing me to go on, perhaps
out of turn.

With the chairman’s permission, I would like to make a few brief
'remarks and insert my prepared statement in the hearing record.

Senator BENTsEN. Your statement shall be included in the record.

Senator Javrts. Thank you, Mr. Chairman.

My purpose this morning is to give support to an extension of Pub-
lic Law 94-236 which will allow New York City and State pension
fund trustees to acquire New York City securities or other relevant se-
curities like those of the Municipal Assistance Corporation without
violation of the fiduciary standards established by the Internal Reve-
nue Code. ‘

There seems to be little question, whatever may be the plan that the

Congress agrees upon respecting New York City, if it agrees on any
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plan—that it will be very heavily premised on the participation of
the State of New York, the employee pension funds of both New York
City and New York State, and the banks. .

he only real practical question regarding the extension of Public
Law 94-236, in my judgment, is the timing. It will be recalled that the
Chair was of enormous help to New York City in dealing with this
situation of fiduciary responsibility after the Congress had acted on
the New York City plan in 1975.

I think it is necessary to make the case as to why the Co:
should act now on this particular measure rather than wait until we
have acted upon the definitive proposals which were made by the
President and perhaps by others.

I think the case for immediate action is very strong, and for the
following reason. If we were going the seasonal loan route, one could
understand that it would not make much difference whether the action
on Public Law 94-238 took place before or after. But if we really want
to do something lasting about the New York City situation, we will
probably go some other route—the administration recommends the
guarantee route for long-term securities with various conditions.

The pieces will have to be fitted together in advance, because the ac-
tion of the Congress will depend upon what other commitments are in
hand. Because the commitment of the pension-funds is bound to be &
very important piece of the package, it is important that the pension
funds be free to negotiate, be free to act, before the final package is
put together for congressional approval.

And, in view of the fact that the pension funds of the city, for ex-
ample, now hold some $2,650 million of these securities representing
some 35 percent of their total assets, I think Public Law 94-236’s modi-
fication of the Code’s fiduciary standards must be continued if the
trustees are to proceed any further.

And therefore, it is essential that the Finance Committee act on this
legislation so as to put them in a negotiating position.

I did not hear Secretary Blumenthal’s testimony, but I am sure he
made it clear that the U.S. part of it, even if their recommendation
is followed, is but a piece of the whole, and that these other parts,
including the pension funds, are critically important.

So I appear here today to support the extension of this law and also
to urge the committee to take action currently in order to equip this
very essential set of parties to participate in the negotiating process.

Senator BenTseN. Let me say to the distinguished Senator who has
done so much work on pension legislation that I was pleased to help
on the short-term financing and try to give them time to balance their
budget. I did not so participate on the fiduciary relationship, because
T havea very deep concern, so far as that.

Avre there questions ¥ Senator{

Senator Byrp. No %zstions.
Senator BenTseN. Thank you very much.

Senator Javrrs. May I just say one other word, Mr. Chairmant I
appreciate the Chair’s feeling on the guarantee,

nd I believe the burden of proof is on my home city of New York

to show that this is the only way to proceed and that it is a matter of
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the national interest which must be served in this regard. I have no il-
lusions about this, .

I believe that we will have to undertake even more sacrifices, even
though, today, the physical assets of New York are in very grave dan-
ger of very serious deterioration because of lack of maintenance. It is
really cutting into the bone, now.

Nonetheless, with appreciation of the interest and proposals of the
President and the Secretary of the Treasury, I believe that it is es-
sential for us to carry the burden of proof, and I believe we can. I
really do believe that helping New York is in the national interest and
that we can demonstrate that this is a unique situation deserving of
unitary attention. And I believe the whole Senate will have to judge
what means are the best means for helping the cit§

I wish to emphasize to my colleagues, as New York’s senior Senator,
I will consider that we have the burden of proof to demonstrate that
the national interest requires action and requires a particular kind of
action,

Senator BenTseN. Senator Curtis?

Senator Curris. I think that the need for a rule or limitation relating
to those communities which are not in trouble yet is one thing and the
reality of New York City may be another. I do not know.

I think that so far as this committee, and under this particular
heading, that our obligation is to the pensioners and the future pen-
sioners rather than the city of New York.

But I would like to know how many pensioners are there in New
York and how many would there be, say, 10 years from now, and is
there any efficient way of them speaking out in a way that is not too
cumbersome ¢ i

Senator Javrrs. Senator Curtis, I will furnish for the record—I do
not have it handy right now—the number involved and the number
expected to be involved. And, of course, the pension funds have
trustees; if you are interested in individual pensioners, I am sure some
can be produced.

But I believe that as far as pensioners are concerned, the future
solvency of the city is absolutely critical to their own future in terms
of receivin%pensions.

Senator Curris. They are interrelated, there is no question about it.

Senator Javrrs. And so, again, I say that we must bear the burden
of proof of demonstrating that these things are essential, and that
they are in the pensioner’s interest. I could not agree more, and I know
thz;lt our colleague, Senator Bentsen, has acted with that in mind and
will act.

Senator Curris. This is a far-reaching principle of the fiduciary
arrangement, going clear back to the principle that you cannot borrow
your ward’s money.

Senator Javrrs. Exactly. I agree with that thoroughly and I see
Senator Moynihan is now entering. You have the New York City ex-
pert right on the committee, so you will have no dearth of information.

But I will make it my duty, Mr. Chairman, to answer both questions
gr‘xid, wgith the leave of the Chair, to have them available. Can we take

ays
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Senator BexTseN, That is fine;
[The following was subsequently supplied for the record |

NEW YORK CITY EMPLOYEES’ RETIREMENT SYS8TEM
New York, N.Y., March 15, 1978.
Re Question to Senator Javits from the U.S. Senate Subcommittee on Private
Pension Plans and Employee Fringe Benefits on March 7, 1978.
Mr. RAY SCHMITT,
Congressional Research Service (EPW),
Library of Congress,
Washington, D.C.

DEAR MR, SCHMITT: Ouemon. What is the number of pensioners on the New
York City pension rolls? How many will there be in ten years?

Answer. This is in response to your request for the number of pensioners on
the New York City pension rolls. For the five major actuarial systems, there were
119,000 (one-hundred nineteen thousand) pensioners as of June 30, 1977, It is
estimated that there will be 180,000 (one-hundred efghty thousand) pensioners
as of June 30, 1987. The number ot penstoners includes (1) members who retired
because of service, age, ordinary disability or accidental disability and (2).bene-
ficlaries of deceased active or retired members,

At present, the net increase in pensioners, that is, the number added during
.the year less the number who die is approximately 8,000 (eight thousand) people.
It 18 expected that the net increase will level off slightly beginning in 1982.

The following table shows the number of pensioners for the last ﬂve fiscal years
and the estimated number of pensioners in 1887.

Pensioners on rolls as of yearend

Fiscal year ended June 20: Amount
: 1973 . cem-wn 83,139
1974 — -- 91,087
30T e mm e e e e creecc e a e ——————— 100, 869
1076 e cmc e cacmemcee e cecmm e ——— e - —— 107, 002
1977 - 118, 883
1087 -- —--- 180, 000
Very truly yours,

JONATHAR SCHWARTZ,
Chiet Actuary.
Senator Javrrs. Thank you very much.
Senator BENTSEN. Senator Javits, we are very pleased to have you.
Senator Javrrs. Thank you.
[The prepared statement of Senator Javits follows:]

STATEMENT OF SENATOR JACOB K. JAVITS

Mr. Chairman, the investment of the assets of the New York City pension
funds is & matter of intense concern to me, The purchase by such funds of the
securities of New York Oity and the Municipal Assistance Corporation (MAC) has
staved off bankruptey for New York City aince 1975. Buch purchases, however,
amounting to about $2.65 billion of long-term notes and comprising approxi-
mately 35 percent of these plans’ total assets, raise serious questions about fiduci-
ary standards, particularly the “exclusive benefit rule.”

Mr. Chairman, in early 1976 the Congress passed Public Law 94-236 which was
a4 companion measure to the Seagonal Financing Act. Public Law 94236 permits
five New York pension funds to purchase MAC and City obligations under an
agreement worked out between these plans, MAC, 11 banks, and 4 City sinking
‘funds, The statute provides that such purchases do not violate the Internal
Revenue Code’s exclusive benefit rule and prohibited transactlions provisions.
Public Law 04288 will terminate on December 31, 1978 unless-this Committee
and the Congress extend its life,

When Public Law 94-236 was passed, I had serious reservations about weaken-
ing fiduclary protections for plan participants and beneficiaries. As the Chair-
man knows, because he was himseif a partner in the effort, I labored many years
for the passage of the Employee Retirement Income Security Act of 1974
{ERISA), BRISA containg many strong fiduclary provisions for private pension
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plans including the prudent man rule, the exclusive purpose (benefit) rule, the
asset-diversification requirement and the prohibited transaction rules. Yet,
despite my firm commitment to strong fiduciary standards, I supported Public
Law 94-236 because I felt it was essential in an emergency situation for the
survival of New York City.

The City’s fiscal condition has improved since 1975, but it should be clear to all
that the City is still in urgent need of federat assistance in respect of its debt.
The Administration has presented a generally commendatory first proposal for
federal assistance to the City. The proposal calls for long-term federal guar-
antees of City or MAC securities and the continuation of Public Law 94-236 for
City as well as State plans during 1979 through 1982, I support the general
thrust of the long-term guarantee proposal as well as the extension of Public
Law 94-238. I consider the Administration proposal to be the first step toward
an emergency measure which i8 necessary to save New York from insolvency.

The extenston of Public Law 94-236 is a vital element in the consummation
of a financial plan for New York City which will accomplish the objective
recommended by the President and the Secretary of the Treasury.

To facilitate the further consideration by the Congress of the Administra-
tion’s proposal, it 18 essential on this occasion that this extension be in hand;
otherwise, it will be impossible to implement the Administration’s proposal, or
any other plan by the Congress (which will inevitably require investment beyond
the December 31, 1978 date in the securities or other indebtedness of New York
City, of the Municipal Assistance Corporation or of any other entity designed
to serve the same purposes). The reason is that the Administration proposal
leaves many aspects of any definitive plan to be negotiated before June 80,
1978 and these negotiations require an ability by the pension plans to agree in
advance to certain investments without which the whole proposal falls.

While the Administration plan 40 save New York City is essential, I belleve
it will be necessary to materially buttress the proposal, particularly with respect
to the role of public pension plans.

Because the participation by the public pension plans is so organic an element
of what is to be done, this Committee should act to extend Public Law 94-236
as a threshold implementing action,

I strongly urge this upon the Committee,

Senator BEnTsEN, Senator Moynihan, we are delighted you could
make it back and I stated at the beginning of this session how much
you wanted to be here and had a longstanding commitment. Would
you care to make a statement at this time? -

Senator Moy~1HAN. Thank you, Mr. Chairman, and thank Cardi-
nal Cook, who provided the helicopter.

Senator Bextsen. Our next witness is Mr. Jim Brigham who is the
director of the New York City Office of Management and Budget.

Mr. Brigham?

STATEMENT OF JAMES BRIGHAM, DIRECTOR, NEW YORK CITY
OFFICE OF MANAGEMENT AND BUDGET

Mr. Brieram. Thank you, Mr. Chairman and members of the com-
mittee, I would like to thank you for givinﬁ the city the opportunity
to address the issue of New York City and State employee pension
funds’ role in plans for New York City’s financial recovery.

New York City’s pension funds have been the city’s principal source
of long-term financing in the past 214 years. Under the 1975 agree-
ment, referred to in Public Law 94-236, pension funds have purchased
approximately $1.9 billion of city serial bonds and have agreed to
purchase an additional $683 million of serial bonds by June 30, 1978.

The pension funds also hold approximately $886 million of Munici-
pal Assistance Corporation bonds. Upon completing their inyestment
commitments under the 1975 agreement, the nension funds will hold a
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total of $3.5 billion in city and MAC securities, which will represent
approximately 35 percent of the total assets of the pension funds on
June 30, 1978,

The 4-year financial plan submitted to the Secretary of the Treasury
on January 20 contemplates that the city pension funds would con-
tinue to play a major role in the city’s long-term financing. The plan
shows how a combination of Federal, State, and local action can bring
about the financial stability that is critical to New York’s survival.

The linchpin of the plan is the Federal guarantee of securities
to be sold to city and State pension funds to finance the city’s true
capital needs.

It should be recognized that substantial investments by city and
State pension funds are critical, not only to the January 20 plan, but
to all of the alternative Plans which are now being considered. City
and State pension funds’ assets total approximately $26 billion, just
as a major local resource which must play a role in providing the
capital which is so necessary for the city.

I should point out that in the 4-year plan the city projected total
long-term financing needs over the next 4 years of $5.1 billion. This
is a large amount of financing which neither the city nor its finan-
cial advisers believe can be raised entirely in the public credit markets.
- Thus, the pension funds’ key role is a common theme of the plans

that have been proposed not only by the city but by the Secretary
of the Treasury and Senators Proxmire and Brooke.

T£ these local resources are to play a major role in the city’s recov-
ery, as we believe they should, it is vital to insure that there would
be no legal restriction on their ability to do their share.

The extension of Public Law 94-236 to cover investments by the
city and State pension funds during the next 4 years would remove
one very serious impediment to their participation. N

In his testimony before the House Subcommittee on Economic
Stabilization last week, Secretary Blumenthal proposed that Congress
amend Public Law 94-236 to permit city or State employee pension
fundsd to purchase city or C securities during the 1979 to 1982
period.

Now, specifically, we propose that Congress enact an extension to
Public Law 94-236 for the 4-year plan period that would permit the
city pension funds to invest up to 35 percent of their assets in city or
MAC securities and the State pension funds to invest up to 10 percent
of their assets. B

We wish to emphasize that the city’s proposal on pension fund in-

vestment is a sound one from the employees’ point of view as well
as the city’s. First of all, the securities proposed to be sold would
be backed by city revenues as well as coguaranteed by the Federal
"“and Stats governments. The city has always paid, on time and in
full, the amounts due on long-term city bonds, including those held
by the pension funds. _
-- —-Second, city solvency is a matter of vital concern to both city and
State employees and retirees. In view of the close relationship between
city and State finances, the city’s fiscal health is eritical to insuring
that both the city and the State are able to make required pension
funds contributions and payments in the future.
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The 4-year financial plan calls for the city and State pension funds
to invest amounts in proportion to their assets. For the city pension
funds, this will mean that some of the capital that is already invested
in the city and MAC securities will be reinvested as it matures during
the next 4 years,

The percentage of city pension fund assets invested in city and
MAC securities would actually decline from the 85-percent level pro-
jected for next June 30. State pension systems will be asked to invest
$1,350 million in city or MA(,Pe securities, or 9 percent of their total
assets.

This proposed investment program would yield $2.25 billion in
funds vitally needed for city ca%itsﬁr;rojects.

It should be recognized that by the final year of the 4-year plan the
city will have fully implemented major reforms in' pension funding
following the recommendations of an independent task force on city
pension funds. These reforms now apply to four of the five actuarial
pension funds and will require the city to contribute about $160
million more to the pension funds by 1982,

. As recommended by the task force, this added cost is being phased
in over a 5-year period, beiianning with the current fiscal year.

The city is now in compliance with this phasein and the 4-year plan
fully provides for the required increases in contributions to the pen-
sion fund. Thus, four of the five actuarial pension funds are now on a
sound financial footing.

The fifth one is the Fire Department Pension Fund which is now
underfunded. The funding of this system has not yet been reformed
because of a special problem caused by a statutory 3-to-1 ratit between
city contributions and member contributions.

Both the city and the members would have to contribute more to
achieve the necessary reforms within the 3-to-1 ratio. The city is willing

- to doits part if the members will do theirs,

'We are discussing this problem with representatives of the members,
and we expect to reach an eguitable solution in the next few months.

The city is fully aware of its obligations to the pension fund. As
evidenced by our implementation of recommended reforms, the city is
committed to making contributions on a level sufficient to Eut the pen-
sion funds on a sound actuarial basis. We also recognize that the pen-
sion funds have alreadi made substantial investments in the city under
the 1975 agreement. These investments have been absolutely essential
to the city’s financial survival during the 3 years. They will, as I
mentioned before, bring the pension fund’s investment in New York
City to a level of 35 percent by this June 30.

¢ investment program ﬁ)oposed under the 4-year plan would
actually reduce that level to about 25 percent of their total assets. The
new commitments we seek from the pension funds will thus reverse
the investment trend started in 1975 and, at the same time, will provide
the capital funds required to restore the city’s decaying physical plant.

This new commitment is critical to the city’s long-term fiscal and
economic stability.

Public Law 94-236 gives the pension funds the chance to consider,
as they decide how to invest their money, whether the investment will
maintain the city’s ability to keep the pension fund solvent. That
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crucial link between the city and the pension fund, that financial inter-
dependence, continues to exist. What we are asking is that you hel
New York to help itself. In doing their part, the pension funds will
also be helping themselves.

Thank you.

Senator BentseN. Thank you, Mr. Brigham.

Our concern, of course, and the jurisdiction of this committee, is that
of the pensioners, trying to see that they are safeguarded. Under no
prudent man rule that I know of could one e: to invest 35 percent
of the securities in the assets of one parent, be it a city or a corporation.
Under ERISA, we limit that to 10 percent. Many banks limit it, in
their pension funds, to 5 percent.

I am also concerned about the potential conflict of interest that the
trustees face when they negotiate for higher wages for current em-
ployees, which, in turn, can give problems to the fiscal stability of a
city. And I cite the comments from one of your New York papers, and
I would like your comments on it.

In meeting after meeting with fiscal officials, the labor union's consultant has
a favorite negotiating position. Everything is related to everything else, he says,
a remark city officials take to mean that if the pension funds are pressed to accept
large parts of unguaranteed bonds, they could reasonably demand a more gener-
ous wage settlement in return.

Mr. Briomanm. The city does not view investment in city securities
as being linked to the wages of the city employees. I have participated
in a number of the negotiations and discussions with the pension fund
trustees with respect to their investments, both in city securities and in
the restructuring of their investments in MAC securities and city notes,
which took place last summer. :

In none of those discussions was the question of a tradeoff betwee:
wages, investments or investment terms discussed. e

have not seen the reference that you quoted— -

Senator Moyn1HAN. Would the Chairman yield ¢

It is in the Daily News, It is Jack Bigel. %«'ow, come on, Mr. Brig-
ham, you know who said it and you know why he said it and you know
that he means it.

Mr. Bricram. Mr. Bigel has not, in fact, been a participant in these
discussions that I have referred to. Now, Mr. Bigel is the adviser to a
number of the gension funds and he speaks for himself. I can only say
that, as far as the city is concerned, this issue isnot related.

I might digress for a moment to discuss the 1975 to 1978 period.
During this period the city has had very limited labor negotiations
because of the Financial Emergency legislation and the wage freeze
that was part of that legislation, : 3
. ‘Therefore, the first bona fide labor negotiations which have been
undertaken since the 1975 agreement ‘was entered into are the ones that
are now underway, and I can speak for the city by saying that the issue
of pension fund investments versus wages is not one that we consider
to be part of the negotiations.

Senator BextseN. Mr. Brigham, at what point would you think that
the city of New York can have a balanced budget under commonly
accepted accounting practice ! What is the realistic point #

Mr. Briouam. We have projected in the 4-year plan that the city
would have a balanced budget, under generally accepted accounting
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principles, by the 1982 fiscal year. That would require the city to close
g'fﬁmnt gap between its revenues and expenses of approximately $1
illion. .

In that plan, the city has identified & number of actions that it would
take, including a reduction of its work force and a limitation on its
expenses for contractual services and supplies, which would close
approximately half that ap )

'ghe remainder would be closed by increased local assistance from
the State of New York, and we are projecting that the Federal Gov-
ernment would enact, among other things, welfare reform by the end
of that period which would help us close the gap.

_ Senator BenTsEN, In gour comments about the fireman’s pension
fund, I have been advised that they have a negative cash flow at pres-
ent. Isthat correct

Mr. Briaam. That is correct. ‘

Senator BENTSEN. I understand that there is to be a 3-to-1 contribu-
tion, and it is the city that would be contributing 3 and the present
and current employees 11 Is that ratio——

Mr. BricaaM. That is correct.

Senator BENTSEN. And the current employees have not agreed to
that? Is that the problem?

Mr. Brigaay. It is a matter of law, and they have a%:ed to that
currently. However, their 25-percent contribution has been reduced
by the clt{eassuming a portion of that 25 percent, which it has done
for a number of—well, in fact, all of—the other labor unions.

Senator BENTSEN. When was that done{ :

Mr. Briguay. That was done, initially, I think, in the early 1960’,
and in 1976 the city eliminated half of 1ts assumption of the pension
members, or the employees contribution, and it has proposed, as a part
of these collective bargaining negotiations—

Senator BeENTsEN. And they have resisted that?

Mr. Briguam. No, they did not resist the initial reduction in the
city’s assumption of their share. The city is now proposing to entirely
eliminate its share of the employee’s contribution. :

‘What has been at issue is that the trustees of the fund—and, in this
case, the fund has eight members, of which four are members of the
union—the trustees have refused to allow an increase in the overall
level of funding which would require an increase both by the city and
by the members. .

And the result is that the fireman’s pension fund which has poten-
tially the same benefits as the police, requires & much smaller contribu-
tion by the firemen than the policemen pay and, in addition, the total
contribution is substantially less, approximately 26 percent of salary
compared with 40 percent for police.

Senator BeNTsEN. Does the fireman’s fund have liquid assets to
meet the shortfall of cash flow?

Mr. Brieaam. Our projections indicate that the investments of the
fund could be liquidated and, in fact, some would have to be liqui-
dated next year to meet the benefit payments, and that, unless an in-
crease in funding is agreed to, at the current level of funding the
assets of the fund would be exhausted by 1990.

Senator BENTSEN. Senator Curtis?

26-723—78—4
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Senator Curtis. Would you supply for the record some figures on
the pension plan as to the different categories of pension plans you
have? Now, you have a se?arate one for firemen and a separate one
for policemen, is that right

r. BrigraM. That i8 correct.

Senator Currrs. And then are all of the other government workers in
another plant

Mr. BriguaM. No; the teachers have a separate fund and the mem-
bers of the board of education have a separate fund and there is a
large fund that a;;lplies to most city workers called the employees’
retirement system that applies to most of the nonunion——

Senator CurTis. I would like to have you place in the record the dif-
ferent plans that you have according to category and what the level
of pension benefits will be paid for someone retiring this year, in each
category.

Mr. Bricram. I will do that.?

Senator Curtis. Thank you.

Senator Moyn1HAN. Mr. Brigham, these are oversight hearings, and
retrospective by definition. I just want to press you on two things.

First of all, on the question of the state of the pension systems in the
city, is it your view that with the exception of the fireman’s system,
which is a small system, that the systems are actuarially sound?

Mr. BricHaM. Yes; it is. That was the intention of the legislation
which the city sought and which was passed in the New York State
Legislature last summer. This legislation enacted a number of actuarial
reforms that were advised by the so-called Shinn Commission, the
chairman of which is Richard Shinn, chairman of Metropolitan Life.

Senator MoynTHAN. I just wanted to hear that from you, because
vou do know that the Shinn Commission found otherwise, and Prof.
Bernard Jump of the Maxwell School in his study of a year ago, was
very firmly of the view that the funds were not actuarially sound,
owing to thes unwillingness to use what he regarded as realistic
actnarial tables, ‘

Has that changed ? -

Mr. BrioHAM. Yes: it has. Although some of these assumptions were
offsetting, some of the actuarial tables that were in use before this
}legislation were passed dated back as early as 1908. Offsetting that,

owever——

Senator MoyNTHAN. That was the American Mortality Table——

Mr. Brioram. Of 1908, I think. :

Offsetting that was the assumption of interest earnings which was
that the funds would earn, on average, 4 percent. So that was a Tow
assumption and the new assumptions now, which were recommended
by the Shinn Commission. update the actuarial tables to the ones that
are followed by the New York State employment retirement
system and update the investment assumption to 514 percent.

Senator MovNImaN. Then the critique that has been made by these
two reports, the Shinn Comwmission and Professor Jump, and which
also appeared in the report of the Temporary Commission on City
Finances that Judge McGivern chaired and of which Professor Horton

1 8ee end of Mr. Brigham's statement,
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at Columbia was the executive director that the city pension funds
were $8 billion underfunded; do you believe you have met their
concerns

Mr. Brigrad. Yes. I should point out that the New York City retire-
ment systems, as many private systems, has a large, unfunded liability.
The total accrued liability of the funds is & proximately $20 billion.
The funds have assets of approximately $10 billion and, over the next
40 years, the city will fund that unfunded accrued liability.

his is not an uncommon feature of pension systems and we are ad-
vised that the funding of the unfunded liability over 40 years is sound
practice.

Senator MoyNiHAN. There are municipal systems that have no re-
serves, at all, are there not ¢

Mer. Briguaym. Yes; there are. )

We think that the city falls somewhere in the range of acceptable
practice as far as the unfunded liability and the method of funding is
concerned.

Senator MoyNTHAN. That is a prudent observation somewhere in the
range of acceptable practice. You have learned prudence. I
thank you very much, sir.

Thank you very much, Mr. Chairman. :

Senator BEnNTsEN. Thank you very much. I am impressed with the
fact that the pension programs have tried to correct their unfunded
position and that they are using more current and valid investment as-
sumptions in going from the 4 to the 51/ percent.

- On the other hand, on the mortality table of 1908, you end up with
people living longer——
r. BriguaM. That is correct, and that changes—

Senator BenTseN. And that balances off some of that, obviously.

Now, I would also assume that when you talk about $10 billion in
current assets that you are not really relating current market value.

Mr. Briguaym. That is also correct.

Senator BENTsEN. And if you would provide for the record the valu-
ation on current market values, it would be of help to us.

[See end of Mr. Brigham’s statement :]

Senator Curtis?

Senator Curtis. Just one thing. You stated that these plans are
actuarily sound. Could you provide for the record an analysis of
this, a cash flow analysis that shows that these pension funds can
meet their obligation during the period that they will be holding
this New York City debt?

Mr. BricHaM. Yes, sir, we will provide that, with the exception
of the fire pension funds, which is a matter of current discussions.

Senator Benrtsen. I would say with the exception of the firemen’s
pension fund, as Senator Moynihan has stated and you have stated,
that you have public pension plans around this country in worse
shape and in better shape and you are somewhere in between.

Mr. Briguam. Yes, sir.

Senator BenTseN. Thank you very much,

Mr. Briegaam. Thank you, sir.

[The following was subsequently supplied for the record:]
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OFFICE 07 MANAGEFMENT AXD BUDGET,
April 8, 1978.
Hon. LrLoyp BENTSEN,
U.8. Senate,
Wasaington, D.C.

DeAr SENATOR BEINTSEN: During my testimony before your Sub-Committee
on March 7, you and Senator Curtis asked me to submit for the record certain
information regarding the New York City Pension Systems, I have summarized
our responses in the attached exhibits,

Bxhibit A.—The market value and par value of the assets of the five major
actuarial systems as of December 81, 1977,

Bxhibit B.—The projected cash receipts and disbursements of the systems for
the Fiscal Years 1979 to 1082.

Exhibit C.—The estimated benefits payable to the members of cach system.

Exhibit A sets forth the assets of the City pension funds as of December 81,
1977, on the basis of their par value or cost and their market value. As stated
in Exhibit A, the holdings of the funds in City and Municipal Assistance
Corporation (MAC) securities are presented at par value. The holdings are so
presented because we have no reliable sources for market data with respect to
large offerings of City and MAQ securities. Transportations in these securities
occur daily, but in small amounts. Accordingly, we think that a presentation of
the City and MAC holdings of the pension funds valued at their “market” value
may tend to overstate the value of these holdings, because such prices are
quoted only for relatively small transactions and the pension funds hold
hundreds of millions of dollars of these securities. As a guide, however, I have
set forth below the pension funds’ holdings of City and MAQC securities and
approximate recent trading prices for comparable securities.

NEW YORK CITY PENSION FUNDS, HOLDINGS OF CITY, AND MAC SECURITIES

vestment on  Recent market

Dec. 31, 1977 prico as a
st par value percent of
) par value

1 2100.0

, 86 $94.5

[ Q]

N R

1Includes $1,780 purchased pursuant to amended and restated agreement as amended,
1 Price quoted by & major brokm& firm for $100,000 of 9-percent 6-yr bonds, Apr. 6, 1978,
3 Averagoof g sskad Quoaton for NAC 734-porcen boncs, Apr. 5, 1976, Néw York Times,

The prices set forth above should not be considered to be indicative of prices
the pension funds could obtain if they tried to liquidate substantial amounts
of their holdings, Because of the large amount of their holdings relative to the
size of current market transactions, the pension funds’ investments in City and
MAQC securities are relatively illiquid, and we cannot predict accurately the rate
at which the funds might be able to liquidate their holdings or the prices they
might obtain {n the future. .

Senator Curtis asked for a cash flow analysis of the pension funds’ ability to
meet their obligations during the period they will be holding City debt. Exhibit B
indicates that for the F'Y 1079-1982 period, four of the five pension funds have an
excess cash flow which is more than adequate to permit them to make the invest-
ments in guaranteed securities proposed in the ¥Four Year Financial Plan. We
have not extended our cash flow analysis beyond fiscal year 19882 for two reasons:

1. The analysis indicates that four of the five funds have ample cash flow
during each of the four years, and we have not proposed any new investments in
City or MAC securities after fiscal year 1082,

2. In subsequent flscal years the holdings of the funds in City and MAQC secu-
rities would have a relatively smaller impact on their cash flow because the assets
and cash flow of the funds are expected to continue to increase,
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With respect to the Fire Pension Fund (Article 1-B), the cash flow analysis
indicates that the fund would be in a negative cash flow position beginning in fiscal
year 1980 regardless of whether it would make a new investment in - “ty or MAC
securities. As I stated in my testimony, the City {s now in discussions with repre.
sentatives of the members to explore methods of putting the Fire Peusion Fund
on a sound actuarial basis, and we expect to reach an equitable solution in the
next few months,

Senator Curtis asked me to provide the retirement allowance payable to cur-
rent retirees, The Actuary has advised me that & retirement allowance includes
a regular pension, a special allowance for increased-take-home-pay and annuity.
In general, & member’s retirement allowance for service retirement is dependent
on a number of variables, including the final salary, years of credited service, any
contributions that may be in excess of what is required, sex, and age at retirement.
Approximately 10,000 members retire from the various systems annually.

The Actuary is unable to determine the average retirement allowalice per re-
tiree. However, Exhibit C sets forth the estimated benefit that would be payable
to a member. The estimated benefit assumes that the member retires without
electing to recelve a reduced allowance in order to provide benefits to a beneflciary
should he predecease that beneficiary.

T am enclosing a copy of the report of the Mayor's Management Advisory Board
entitled Pensions.! Pages 55 to 61 of the report elaborate on the retirement benefits
-of the various systems. :

We will be happy to discuss with you or your staff any questions which may
arise upon reviewing the enclosed material. i

Very truly yours,
: Jaues R. BrioEAM, JT.,
- Director.
EXHIBIT A
VALUE OF THE ASSETS OF THE NEW YORK CITY RETIREMENT SYSTEM AS OF DEC, 31, 1977 _
[in millions of dollsrs]
New York City ~ Board of Police File

employses Teachers  education article2 article1-B  Total

Par value besls: -
New York City securities * 1,423 1,026 86 M1 97 3,043
2,14 1,225 100 54 41 4224
213 [ e, 20 2 262
553 L eiiiiicennaecnrenze us 135 1,033
L} 1 9 230 42 954
4,809 32,45 1165 1,570 §17 39,516
a2 1,008 5 “ 97 30
iscel 1,74) 912 83 450 208 3,447
Mortgages and real estates___________ 213 2T aeeeee... 20 2 262
Common stockS. ... ... ceceaannnnn L1 208 n 920
Cash and short-term paper........... 9% . 1n7 9 . 230 2 954
L., | 4,310 12,202 1148 1,47 459 38,626

tIncludes securities of the Municipal Assistance . and city. related sgencles,
:Amb"" v"hu:ld by the comptrolier which excludes ngs of lhtz variable anauity fuads.
4Based on Kuhn Losd Portfollo Review, -

4 Based on closing market prices, Dec. 31, 1977,

Note: Source of dsta: Mew York City Office of the Comptroller,

he:e Tt‘!:o report “Pensions’”” was made a part of the committee file. Pages 55 to 61 are attached
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EXHIBIT B
SUMMARY OF NEW YORK CiTY RETIREMENT SYSTEMS—PROJECTED CASH FLOW, FISCAL YEARS 1979-81
{In miltions of dollars]

Fiscal yoar—
1979 14%0 1881 1982 Totak

Roceipts:
f s MM MR Mg
investment Incomet. ..o -2 T2TITI 7T 8 951 955 %8 3 m
Total recelpts 2,337 2,491 2,583 2,642 10, 053
Disbursements:
Pension payroll. ... e oo occe e cacecccnceeaacaan %01 1,022 3,107 1,19 &2
Loans and excess contridution. . ......cecceemeacrrcannna 128 127 127 127 507
Other. 163 91 9 9 43¢
Total disbursements. [ . 1,190 1,20 1,325 1,410 8, 185
Excass (deficiency) of receipts over disbursements_........... 1,147 1,251 1,258 1,232 4,838
I.minmunmu ntnducurlun rojected in A-yr A-
BA0CIE IR e pro Yo.oowm o m w1 %o
Net excess (defici of receipts over disbursements....._c... 978 1,036 1,000 LIS 3,988
Bophiing o botaniy ! recspts over d 1,000 Is8s S0 a0 1007
Endingcash balancs... oo ooooem e acraneeee. 1,988 3,01 4,021 4,99% 4,995
1includes both yleld on Investments and procesds of maturities, -
Source: Office of the Actusry.
EXHIBIT B
NEW YORK CITY RETIREMENT SYSTEﬁS-PROJEQTEO CASH FLOW
[in mittions of doltars}
Kew York
o ity Police fire  Board of
employess Teschers  article2 article -8B education  Totsl
Fl
Recolpts: 1scAL YEAR 1979
e — R S T B B
Tnvestoont IACOme e s -oon 02 18 38 V8
Total receipts. . o ceveaecacenccn-e 1,18 n4 366 “ LL I
isburssments
Pension payrofl. . ..o eoeoeaaaa 415 248 14 2 12 901
Loans lnd excess contributions.... ... 48 25 6 3 126
[ A 1126 24 s 2 162
Total disbursements....cccceuece-.. 585 320 175 90 20 1,1%
Exom defic} of receipts over dis-
Pt ) of recelpls ove dls s 11 . % 1,10
I.m Invatmrm in guarsnteed sacurities
projected in 4-yr financlal plan.......... 1] % 3 169
Not excess (defici of ts
dlsbumm‘nh.....ﬁ,.). .._.Etc...'?...?f 453 3l 185 s&) 2 978
Beginning cash balance.—- .coeooeenn... 533 189 W) 7 8 81,007
Ending cash balance................ 986 530 405 U 30 1,985
. FISCAL YEAR 1980
ntributlons. .......... cemcanas 505 435 225 50 20 1,325
Employu contributions. . 110 50 40 6 9 21%
investment income 1. ... 433 8 134 3% 17 951
Totsl receipts. ....... 1,188 768 39 2 % 2,41
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EXHIBIT B
NEW YORK CITY RETIREMENT SYSTEMS—PROJECTED CASH FLOW~—Continned
fln mittions of doitars)
New York
City Police Fire  Board of
empolyses Teachers orticle 2 article 1-B  education  Total
13 268 159 ” 17 X
43 43 25 6 3 l’%
cecscseacasacrassrnnrrancesan 54 U4 6 2 5 91
Total disdursements. . ..eeueennene 535 30 190 100 % L
Excess (defici of receipts over dis-
Soraanta. ) o recepts ever dis- o 20 ® a 1,2
Less invatments in guaranieed securities
projected in 4-yr financial plan......... 102 68 3 8 4 215
Net om dcﬁ:‘m:y of receipts over
disburse: K ) ..... e 501 358 178 (16) 17 1,036
Bu!nnln( cah belance. . 966 530 405 U 30 1,985
Ending cash belance. ............. 1,48 833 581 18 47 3,01
‘85' FISCAL YEAR 1981
i 640 460 235 50 20 1,405
115 52 4 6 9 223
492 280 131 35 17 955
Totd recsipls.......ceeenearnennnn. 1,247 792 407 81 % 2,583
o ol B W V) % 7,107
ansion ceesucesvaneseraiianan o
Losns ao?zm contributions, 45 48 26 6 3 127
Other... ..o rceceereeeencenennronae ¢ u [ 2 91
Total disbursements............... 630 365 205 100 5 1,32
Excess (defici of receipts over dis-
Lu m(nmts.m!). ........ Pf' .......... 617 [+ 202 ) A 1,255
ranteed securities
mjmd in &-yr. fﬂ:nehl plan......... 122 8 40 6 5 258
Nﬂ twm (deficiency) of recsipts
r disburssments 495 us 162 18 16
Boglnnlnl cull balance. 1,48 888 581 (ll) 47 3,021
Ending cash balsncs............... 1,982 1,233 3 0 63 4,021
FISCAL YEAR 1882
475 240 50 20 1, M8
117 §4 42 6 10 229
494 283 136 35 20
_ 1,21 812 418 9l 50 2,642
Dm’l’ nsion payroll 568 n 189 107 17 3,192
e PBYION. o e ceoee e ieeeeena
Loans and !m contributions. ... 45 ] 25 ] 3 127
Other.. . e ceceeeen 54 % 2 5 91
Total disbursements.............. 665 385 220 118 8% 1,40
Excess (defii of recelpts over dis-
Soraana ) of roceh f ............ w 198 ) % 1,22
Less investments of gusranteed securities
projected in 4-yr ﬂundal plan........ 12 2 © 9 5 258
Net excess (defici of receipts
Gty ) of receipts over W us 158 @) 0
- 1,982 1,233 3 0 63 4,012
Ending cash balance. ............. 2,466 1,578 01 3 8 4,995

1 Includes both yield on Investments and h
t 1 Provides for the transfers of reserves to New Yodt suu omploym retirement system for court employess transferred

the
N:wc.Y’:r l%l‘a”m #3sumes no [nvestment after Dec, 31, 1978, other thaa the spring 1978 committment of $683,000,000 of

Source: Office of the actuary,
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EXHIBIT C

EXAMPLES OF PENSION BENEFITS

Years of Annus!
. service  Percents rement
New York City Retirement System: Plan Eamings credit  sccrual rat sllowance
Employess
A-—Camr PONSION. ..o eeiceccreacccraannen $17, 500 26 55 :9, 625
B—1Increased service—Fraction. . ............... . 15, 000 15 33 . 4,950
Teacher's Retirement smm.
A eecnccmcearicnsermeersasamenseannaneraran . 22,000 ] 5 12, 980
|- J R, 19, 000 15 31
Polics: 20 yr. 21,000 . 7 53 11,130
LT H - 3 T ‘21,000 2 . 83 1,130

Note: Retirement allowances for members of the board of education retirement system would be computed in tho

same manner as for members of the employees retiramsnt system.
Source: Office of the Actuary.
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Senator BENTsEN, OQur next witness will be Mr, Sidney Schwartz
who is testifying for Mr. Levitt, Mr. Levitt is here. Good. Mr, Levitt,
we are pleased to have you. -

Mr, Levrrr, Mr, Chairman and members of the subcommittee, may
I be permitted now to introduce my companionsf

Senator BENsTEN. Please do.

Mr. Levrrr. I have with me Mr. John Mauhs, who sits at my left.
He is deputy State comptroller in charge of the retirement system.
Mr, .Ma,ugs as also been acting as adviser to the State Commission
on Pensions. He has been in that role since its inception, exercising
the function of examining and reporting upon the affairs of all of
the public pension systems of the State of New York.

The gentleman at my right is Mr. Sidney Schwartz who is the
special deputy State compt~ier for the affairs of the city of New

ork. He attends the Emergency Financial Control Board, of which
I am a member. He is, indeed, and has been since the inception of
that board, the fiscal arm of the board. He has the responsibility of
receiving and interpreting for the board the city’s fiscal plan and
thereafter of monitoring, on a continuous basis, the city’s adherence
to the fiscal plan, - o Lo

STATEMENT OF HON. ARTHUR LEVITT, COMPTROLLER, STATE OF
NEW YORK, ACCOMPANIED BY: JOEN MAUHS, DEPUTY STATE
COMPTROLLER IN CHARGE OF THE RETIREMENT SYSTEM AND
SIDNEY SCHWARTZ, SPECTAL DEPUTY STATE COMPTROLLER FOR
THE AFFAIRS OF THE CITY OF NEW YORK . o

Mr. Levrrr. My understanding is that your concern in these hear-
ings is with investments by the five pension funds operated by New
York City and particularly with their investment in bonds of the cit
anl(li of the Municipal Assistance Corporation, or “MAC” as I will
call it.

These investments were made with the mmission of the Congress
as set forth in Public Law 94-236 in 1976, t law exempted the city-
operated funds from two requirements of the Internal Revenue Code
and regulations: That they be invested for the exclusive benefit of
the beneficiaries and that their investments in employer-related securi-
ties be stringently restricted. - e

As a consequence, the trustees of the five city-operated funds hold
approximately $2 billion of city' gecurities and $1 billion of MAC
securities, entirely or mostly bonds. The total comes to something over
one-third of their combined assets. Tt

As I understand it, your primary interest is in determining whether
Pablic Law 94-236 should ge extended. That, of course, involves con-
sideration of whether such securities constitute sound investments and
of the trustees’ rationale for investing in them.

While I am the trustee of two of the State-operated pension funds,
I have no role in investments by the city-operated funds. These city-
operated funds have their own actuaries, their own boards of trustees
their own investment advisers. The city comptroller is a member of
the boards of trustees and I believe has been delegated in /estment
authority from time to time.
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State regulation of the city-operated funds is vested in the New

York State Insurance Department, They are also mbi';o;:t to continuing
scrutiny by the State’s Permanent Commission on Public Employee
Pension and Retirement Systems—with which Mr. Mauhs is identified,
as I said earlier, sometimes called the Kinzel Commission.

Tn addition, the city-operated funds may be postaudited by the city
comptroller and their accounts may be examined by my o&ce
. As to the soundness of the investments, debt service on city bonds
is payable each year from a definite, readily ascertainable part of the
city’s real estate taxes and backed by other city resources. The
4-year plan which the city submitted to the Secretary of the Treasury
on January 20 proposes that real estate taxes necessary to pay the
annual debt service be deposited with an independent trustee.

While I have seen no draft of State legislation to implement that
concept; I must assume it will be prepared and enacted shortly. I
assume further that it will be permanent legislation which will extend
beyond the 4-year period. It should be noted that debt service has
actually been paid on all outstanding city bonds throughout the recent
erisis.

Debt service on MAC securities is payable “off the top” of the
proceeds of two State taxes on transactions in the city, a sales tax
and the stock transfer tax, and from the State’s general revenue
sharing payments to the city. I have been advised that those sources
have provided a coverage of over 1.5 to 0 and have been increasing
somewhat.

You will note that the safety of these securities as investments de-
pends on a continuation of the city’s economy and tax revenues at
their present levels over the life of the bonds. Thus, a fairly long
range forecast is involved.

Some investors, who can profit from the tax-free status of the
interest, might well be willing to accept the risk inherent in such a
forecast. Ordinarily, a pension fund, which gets no benefit from the
tax-free status of the interest, could not properly assume that risk.

In, nonetheless, investing in city and bonds, the trustees of
the city-operated funds have presumably relied on the unusual cir-
cumstances which led to the enactment of Public Law 94-236. Their
rationale probably went something like this: The city would be un-
able to meet its bills if the funds did not buy city or MAC securities;
such insolvency would jeopardize the city’s ability to continue its
contributions to the funds; loes of those contributions would imperil
the payments of pensions to retirees now and other city workers when
they retire; and therefore, these investments are in the interest of the
beneficiaries of the trusts. That is the way the argument runs.

I do not know the extent to which that reasoning has been subjected
to factual and legal analysis,

Mr. Chairman, other witnesses whom you have scheduled can no
doubt elaborate on the rather general comments I have made. At this
point, it occurs to me that it may assist this subcommittee’s perspective
if I reiterate the substance of what I told a House subcommittee 9
weeks ago about proposals that the State-operated pension funds,
of which I am sole trustee, that they invest in city or MAC securities.

Such proposals, I said, were first advanced 2 months ago. At
the outset, funds for which I am the trustee were asked for a blanket

26-723—78—85
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commitment to buy some $1 billion of new city bonds or notes, No
suggestion was made of any terms which would distinguish them
from the bonds and notes which investors in general have steadfastly
refused to buy. . . -

It struck me as foolish for explorations of the city’s critical prob-
lem to proceed further except on the basis of realistic assumptions.
I therefore felt it incumbent on me to determine and publicly state
whether it would be morally and legally proper for me as a trustee
to commit the funds in my trust to such purchases. .

I discussed this question at length and in depth with the 11 dis-
tinguished members of an investment advisory committee which I had
first appointed some years ago. : )

It was my conclusion, unanimously nfreed to by the committee,
that the commitment being sought would violate my fiduciary re-
sponsibilities as a trustee. Accordingly, I announced that I would not
make any such blanket commitment. . .

At the same time, I left open the Eossibility of investing in city obli-
ga,tions if, and only if, tl::f were effectively guaranteed by the United

tates, if the yield equaled the yield available on taxable securities of
investment grade, and if the amount comported with prudent port-
folio diversification. ) .

In talking of an effective guarantee, I had in mind a guarantee
which upon any default of the city would immediately provide cash,
or Federal securities paying interest equal to the rate on the guaran-
teed city obligations, and would extend until the city obligations were
redeemed, at maturity or upon an earlier call, or sold.

My reasoning was upon two factors. The nature of these State-
olgerated peusion funds and the duties I bear as a trustee in investing
them.

First, I explained that these funds are mistakenly being ﬁnrded as
State funds, as public funds, They are no such things. The call on them
is to meet demands—the call on them now by these people in New York
City—is to meet demands that the State do more for the city before
an% Federal help will be considered. . '

ut they are not State funds, and this is why I have been careful to
refer to them as State-operated pension funds, not State pension
funds, They consist of money put into trust over many years for the
benefit of more than 750,000 present and former employees of the State
and of over 2,500 local governmental bodies—local bodies outside of
New York City, which has its own separate retirement system, as you
have heard this n‘morning.

These 750,000 individuals are the real owners of the pension fund
not the State, not me. So far as the State is concerned, and so far as
am concerned as sole trustee of these funds, they are, in Justice Louis
Brandeis’ words, “Other People’s Money.”

Second, my function is to invest those funds as a trustee. The role
of trustee is ed to me by State statutes which have been on the
books for over 50 years. Moreover, just 2 years ago, the court of ap-
peals, the highest court in our State, ruled that the members of the
retirement system had a constitutional right to have their funds
invested in accordance with the fiduciary principles governing the
trustees of retirement systems. Those principles are well established
in American statutory and common law.
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The first of them is that I must invest the funds for the exclusive
benefit of the 750,000 beneficiaries of the trust. As you are aware, the
Internal Revenue Code itself sets that standard. S :

The pioneering Employee Retirement Income Security Act of 1974,
ERIS resses that same thought. The trustee of a private pension
fund must invest “solely in the interest of the participants and bene-
ficiaries.” While not technically agplicable to public pension funds,
ERISA stands as a considered declaration of national public 1poln_'.y.

Within the confines of that overriding principle, I must select in-
vestments in accordance with what the courts have called the “prudent
man rule.” As codified in ERISA, that rule commands me to invest in
the same way a prudent man in the same circumstances as the aver-
age beneficisry—that is, an active or retired government worker—
wonld invest his own money for income after retirement. .

Safety of principal and income is obviously one objective. It is rec-
ognized as including the soundness of individual investments and ade-
quate portfolio diversification—that is, not putting too many eggs in
one basket. In investing for the retirement years of government work-
ers with limited other sources of retirement income, safety has to be
the paramount concern.

At present, I said, New York City or MAC bonds and notes may well
be attractive to banks and other investors who can accept some risk in
return for generous, tax-free income. But they simply do not carr‘{the
very high g%ree of assurance which a pension fund trustee must have
that princifm and interest will always be paid when due.

It should also be noted that the income of pension trusts is exempt
from income taxes and that they therefore get no benefit from the
tax-free status of interest on such securities.
~ I publicly stated this position, and the reasons for it, early in Janu-
ary. Secretary Blumenthal’s recommendation last Thursday of bond
guarantees runnirl;ﬁ to the pension funds, while leaving some questions
still to be answered, is an encouraging recognition of its validity.

Mr. Chairman, my testimony has been addressed to the first and
third subjects set forth in your letter to me of March 1. With your
permission, Mr. Schwartz is prepared to testify or to answer questions
about your second subject, of which he has an intimate knowledge, the
financial condition of New York City. ‘

Senator BenTsexn. Mr. Levitt, with that statement of principles, you
can handle my pension funds. That is the way I understand the pru-
dent man rule. That is the way I understand the fiduciary relationsgip.
I congratulate you on it.

I think that you have correctly stated, and succinctly stated, the ar-
gument for the piece of legislation that allowed the substantial invest-
ment in New York securities. Let me ask you, though, what the market
is now, You referred to their meeting the maturities, the debt service,
but what is the market now for MAC securities? And I am sure that
varies some on maturities. _ ‘ .

Mr. Levrrr. Well, the market for MAC securities in any such volume
as we are talking about here is impossible to say. I follow it almost
on a daily basis by reading the offerings in the blue list and I note, to
my satisfaction, that MAC securities are offered at a slight prémium.
I noted too, only yesterday, that the New York City bonds, H of 1979,
are offered at a small premium, but if yoa were to attempt to liquidate
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any substantial volume, I suspect that there would have to be a real
discount. -

Senator BenTseN. Senator Moynihan ¢ .

Senator Moy~tHAN. Mr. Chairman, I thank you for an opportunity
which I-had not expected would come to-me, which is to welcome
Colonel Levitt to the U.S. Senate Finance Committee. It has been
my honor to have been: associated with the comptroller for 24 years.
I think we went to Albany together. 1 was a young assistant to Gov-
ernor Harriman and Arthur Levitt was just e comptroller. Eras
have come and gone and he has persisted with the kind of integrity
and solvency that have characterized his pension funds as well. He
has been a monument to public trust and private responsibility and it
isa privilege to welcome him to this committee.

r. LEvitr. Thank you, Senator. Thank you very much.

Senator BENTsEN. me say that I did not have the pleasure of
knowing Mr. Levitt, but I have been impressed by his testimony.

Senator Curtis? .

Senator Curris. Mr. Chairman, I have no questions, but I, too,
want to commend you upon your pronouncement of sound principles
!flor operation in this area of pensions. It has been good to have you

ere.

‘Mr. Levrrr. Thank you, Senator,

[The prepared statement of Mr. Schwartz follows:] -

TESTIMONY OF SPECIAL DrrUTY COMPTROLLER FOR NEW YORK CITY,
SmNEY SOHWARTZ

Mr. Chairman and distinguished members of the Subcommittee:

Comptroiler Levitt has asked me to present testimony today on the current
financial condition of New York City. I would like to briefly discuss the back-
ground to this problem.

As you know, In 1975 the City was on the edge of bankruptcy; an enormous
deficit, amounting to approximately $2 billion, was expected; and the City had
been advised by the financial community that it could not continue to market the
City’s notes or bonds, At this point, within a span of a few months, the State
tock two actions, The Municipal Assistance Corporation was established in
June 10, and when that Corporation was not deemed sufficient to cope with the
problems that had surfaced, the Financial Emergency Act was passed on
September 9.

The Municipal Aseistance Corporation, or MAC, was established to borrow
money for the City by issuing bonds and notes which would have as their
funding source certain revenues due the City. Thesé revenues—sales tax, stock
transfer tax, and State revenue sharing—were to be set aside by the State in
sufficient amounts to fund the MAC debt service requirements. In addition, the
MAC statute imposed conditions which were intended to make the City more
credit-worthy. The City had to institute certain fiscal reforms, among which
were the adoption of a new uniform system of accounting, the gradual elimina-
tion of the practice of financing operating expenses through the Capital Budget,
and the annual auditing of its operating results. However, even with this
earmarking of revenue and these statutory measures for flacal reform, the
public was reluctant to purchase MAC securities, and MAC was not successful
in borrowing the amounts suficient for the needs of the City.

Recognizing that the public’s reluctance to invest in MAQ securities was based
largely on the lack of confidence in both the reliability of information available
about the Oity’'s finances and the City’s ability to put its own house in order, the
State passed emergency legislation, primarily the Financial Emergeney Act, which
established the Emergency Financial Control Board and my office, the Bpecial
Deputy Comptroller for New York City. The cgm-pose of the Control Board was
to approve & threo-year Financlal Plan which would return the City to fiscal
scundness, Additionally, the Control Board was responsible for monftoring the
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Clity’s progress under this plnn, and the Board had the authority to require the
City to meet the plan. My office was created tb asaist the Control Board in carry-
ing out its responsibilities. In fulfillment ot this purpose my office performs a
variety of functtons, among them :

(1) We review the revenue estimates of the Clty and its semi-independent
agencies, called “covéred organizations” under the Financial Emetgency Act.
(2) We monitor the expenditures of the City and its covered organizations.
Pl(8) We review on a quarterly basis the Clty s compliance wlth the Financial

an

{4) We process contracts requiring major expenditures.

(5) We administer the Control Board's: procednres in evnlmting collective-
bargeining agreements,

(3) We monitor the City’s cash management. .

Our reports on the City’s Financial Plan are also the basis for MAC's evalua-
tion of the financial progress of the City in achieving a balanced budget.

To fund the City’s operations during this three-year Financial Emergency
perlod, State and City officials with the agreement of the trustees of the City's
pensfon funds were able to put together a financing paehge from the following
three sources :

(1) Seasonal financing of up to $2.8 billion a year obtntned from the Federal
government.

(2) Long-term borrowing through the sale of MAC bonds and City bonds to
the City pension and sinking funds.

(3) And a bridge loan of $800 million, obtained annnally trom the State as
an advance of State ald.

The State advance and $300 million of the annual seasonal nnandng substltuted
for $800 mfillion of additional long-term financing whlch could not be arranged
during this period.

Through the Amended and Restated Agreement, the Clty pension funds agreed
to provide virtually all of the remaining long-term financing requirements.

Last year the Control Board extended the Financial Plan period to cover fiscal
year 1979, and requested the City to submit a Financial Plan for that year. The
City has submitted this Plan, and my office is currently evaluating it. I believe
it probable that the City will achieve a balanced budget (as defined by the MAC
statute and related State statutes) in fiscal year 1978, and that the potential
budget gap for fiscal year 1979 will be closed by the new City administration.
I think these are also the expectations of most people who assume that the City
will ultimately be able to manage its own finances. I must note, however, that
the State-defined balanced budget still means a fiscal year 1979 budget deficit
of over $600 million based on generally accepted accounting principles.

Such principles require the fnclusion as a current cost expense items funded
through the Capits! Budget and the pension accrual which primartly reflects the
two-year lag in City contributions. For example, in fiscal year 1979 these amounts
are estimated to be in the range of $450 million and $184 million, respectively.

Yet despite these and other efforts made by the State and the substantial
efforts made by the City in attempting to accomplish subsantial fiscal reforms in
a relatively short period of time, it {8 not certain how the City will finance its
activities subsequuut to its fiscal year 1978 when theé Federal seasonal loan pro-
gram {8 due to expire. There are also no firm commitments from the City’s pen-
sfon and sinking fundw, unless further Federal assistance is forthcoming. Last
year, for example, the Oi bad to withdraw an offering of about $250 miliion in
short-term notes when that oYering recefved an unfavorable investment rating.
In view of these financing uncertainties Comptroller Levitt asked my office to
explore various financing alternatives available to the City in flscal year 1970, _

We found that the City’s rejquirement for long-term finanecing to fund its fiscal
year 1979 Capital Budget would be about $1 billion, but might be as low as $800
million; and that the so-called “seasonal requirement” might approximate $1.8
billion but could be substantially less. In large measure the size of the estimated
seasonal need depended upon actions the City would and could take both in bal-
?&cé'ng its budget and In managing its cash during the remainder of fiscal year

We also outlined possible strategies which {llustrate that there is the poten-
tial to eliminate the need for short-term borrowing, the State advance, or both in
fiscal year 1979. A key element in the ability of the City to reduce or eiminate
the need for short-term financing is its ability to advance the receipt of its
revenues and to delay payments where such delay could be accomplished without
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adverse affect on the payees. We have identified candidates for savings in both
areas. We recommended that the City consider accelerating its real estate tax
receipts by offering discounts to early payers as it did in 1975. We also recom-
mended that the City change the time of its contributions to its pension funds
within the fiscal year.

A copy of my report to Comptroller Levitt (entitled “New York City—Oertain
. Financing Alternatives”) is appended as part of the written testimony provided
to the subcommittee.

Since it is deemed certain by State and City financial managers that the City
will not be able to reenter the capital markets on its own to obtain such ainancing;
in 1978 the City finds itself in a situation remarkably similar to the one it was in
in 1975 regarding its cash needs even though from a budgetary point of view there
has been dramatic improvement.

As I stated earlier, the City pension funds have played a major role in provid-
ing the City with long-term financing during the Financial Emergency period. It
is well to ask if they are financially able to continue playing such a role.

In order to determine it the cash flow of the pension funds could accommodate
both the delay in pensfon fund contributions and the purchase of City serial
bonds, my office developed cash flow projections by month for the five major
pension funds for fiscal years 1979 through 1982. These cash fiow projections
were developed In aggregate for the five pension systems and we are currently
trying to project cash flow for each individual pension fund. I must note that
underlying data used in the development of the cash flow projections, obtained
form the City Comptroller and from the five pension systems, have not yet been
reviewed with the responsible City and pension fund representatives and there-
fore may be subject to change.

Based on an analysis of all cash receipts and disbursements of the five major
pension funds for fiscal year 1977 and the first six months of fiscal year 1978, we
have projected ending cash balances for the remaining months in fiscal 1978 and
fiscal years 1979 through 1082,

An examination of the monthly projection for those fiscal years shows that the
delay in the timing of the City's contribution to the pension funds would not have
an adverse effect on the ability of the funds in the aggregate; to meet required
payments to beneficiaries during those years; and that the funds would still
have substantial amounts available for long-term investment.

Although the City pension funds may have the resources to provide the City
with long-term financing, there are questions as to whether they could do so
without an extension of Public Law 94-236.

Thus, I would like to express my support for the early enactment of a Federal
loan or loan guarantee program. On May 16, 1977, I made a statement before the
Senate Committee on Banking, Housing, and Urban Affairs at which time I sug-
gested the Federat Government should consider enactment of & standby loan or
Ioan guarantee program in the event that the City were unable to meet its finane-
ing requirements in the market.

The legislation which had been recommended would be for a multi-year period
80 as to provide assurance to prospective bond buyers that in the event the City
were not able to meet all {ts financing requirements in any one year, the Federal
government would either lend or guarantee the difference. The suggestion pre-
sumed that any guaranteed loans would not be tax exempt—therefore ylelding
tax revenues to the Federal Government—and that based on current patterns,
the interest would be at a lower rate than the City would otherwise have to pay
for long-term money, if it could borrow it.

I belleved that if such legislation were timely enacted, its actnal use would be
limited or that it might never be used. This would be because prospective lenders
would need not be concerned whether the City would be able to complete its
financing. Coupled with the requirement that the City maintain a balanced budget
with appropriate reserves, this should ensure sufficient stability so that the City
could plan its finances in an organized way during the next several years. Fur-
thermore, to the extent that the City is able to minimize seasonal borrowing using
some of the techniques which were suggested in the financing alternatives report
and others which the City may work out, it does not appear that there would be
iinsurmountable problems in meeting any residual short-term borrowing require-
mentbg g;ovlcl.ed there were absolute assurance that the City's total financing needs
won me -

In closing, it should be stressed that if Congress were to consider this type of
legislation, 1t should be enacted sufficiently before the close of the City’s current
fiscal year so that its existence can provide the kind of security to other proapec-
tive lenders which will minimize its use.
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New Yorx Ciry—OCERTAIN FINANCING ALTERNATIVES YOR FI8CAL YEAm 1079

SUMMARY FOR THE EMERGENCY FINANXCIAL CONTROL BOARD AND THE MUNICIPAL
ASSISTANCE OORPORATION

During the three year financial emergency period (ending June 80, 1978) the
City wlll have obtained ite outside financing from the following sources

Seasonal {(short term) financing of up to $2.1 billion a year obtained from the
Federal Government.

Long term borrowing obtained through the sale of MAC bonds and City bonds
to the City pension and sinking funds.

Bridge loan of $800 million obtained annually as an advance of State aid.

However, it has recently been reported that two of these sources may not con-
tinue as a City funding source. Representatives of the Federal Government have
recommended that no additional Federal loan or loan guarantee programs be
made avallable to the Clty In addition, Pension Fund Trustees may object to
any further purchase cf City securities. Accordingly, State Comptroller Levitt
asked this office to expiore various financing alternatives for fiscal year 1979. This
report comments on some alternatives and suggests possibilities for setting the
City on a path independent from geasonal

We believe that a detalied study of the extent to which revenues can be accel-
erated, and the extent 0 which the timing of payments can be delayed (in such
a manner that the delay would not impair the rights of the payees), should be
made by responsible City agencies. Our preliminary review indicated a number
of areas that could aid in a solution.

Prepayment of taxes, the Oity was able to obtain approximately $200 million in
real estate tax prepayments in calendar year 1978 in return for an 8 percent dis-
count, We believe prepayment incentives might be repeated, perhape at a lower
discount rate, and that the City shouid explore the possibility of obtaining other
earlier paymemnts in return for a discount. Since the cost of the City's borrowings
exceed 8 percent per annum (‘when it 18 able to find a lender), this would seem
to be a fruitful area for exploration,

Changing the timing of pension funds payments—The City’s contribution of
about $1.2 billion a year to the various pension funds are made in almost even
monthly amounts, although there appears to be no statutory requirement upon
the City as to the timing of such payments within a fiscal year. We believe that
the timing of the payments could be changed 80 as to come at year end, and the
pension funds reimbursed for any interest income they would otherwise have
earned, 8o that the funds suffer no loss.

Bonding of Capitalized expenditures—By June 80, 1978, the COlty will have
paid a substantial amount for operating expenses in the Capital Budget for
which bonds have not been issued. The City Comptroller has indicated that at
June 80, 1977, over $1.2 billion of these expenses had not been bonded. Although
a bond counsel has questioned whether bonds can be sold to finance thece
expenditures, we believe the Oity should investigate the possibility of selling
long term debt to financing such expenditures, perhaps through MAc.

Continuation of the State's $800 million annual advance,

ANALYSIS OF OASK FLOW

We conducted a preliminary analysis of cash flow for fiscal year 1979 to estl.
mate roughly in what months, to what degree, and why seasonal financing
needs would arise in that year. Our analysis, assuming a balanced budget and
financing for the Capital Budget, indicates that if the City started the year with
no cash balance, the maximum seasonal financing required during the year to
support that year's general fund operations would not exceed $300 million. In
addition, sufficient cash would be generated by fiscal year end to pay ull charges
in later years, such as estimated disallowances of State or Federal Aid, incurred
on account of fiscal year 1979. It also appears that the opening buhnee at the
beginning of fiscal year 1979 will be about sufiicient to pay all expenses incurred
on account of prior years with the possible exception of disallowances.

In & submission to the Federal Government in December 1977, the City esti-
mated that it would require $1.0 billlon of seasonal financing. Our study shows
that most of the need for this financing in fiscal year 1979 arises not from general
fund operations, but to meet the lag between the time Capital expenditures
are incurred and the time the City planned to bond them and from the need
to bridge the $800 million State advance.
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The $800 million State advance is made in the last three months of the City
fiscal year and is liguidated during the early part of the succeeding fiscal year.
Therefore, if there is-not sufficient eash dn hand at the-beiginning of ‘a fiscal
year, a need arises to bridge the months betwéen the time the advance is
lquldated and the time a new advance is made. The State advance, together
with this associated bo: , thus constitutes & form of long term financing.
(This device was ysed to substitute, in part, for the City’s aforementioned
inability to issue bonds for expense items‘charged 'to the capital budget. This
report does not evaluate the extent to which the City would be able to cope
with the debt setvite on such financing.) s ’

" FINANOING ALTERNATIVES

This analysis suggests a numbér of alternatives for copying with 'the seasonal
financial needs of the city in fiscal year 1079, In the text of this report, 8 alterna-
tives for seasonal financing are presented, although other alteérnatives are
possible within the ‘framework we lald out. Each of the alternatives assumes
that most or all of the City’s Capital Budget expenditures during fiscal year 1970
(Including expense items in the Capital Budget) would be financed timely
through the sale of bonds. The alterndtives include the use of one or a com-
bination of the following: prepaid real estate taxes; deferred contributions to
the pension funds, limited short-term borrowing ' ($800 ‘million’ or less), bonding
of prior year's capitalized expense items, and in two caseés a short-term advance
from the State. ‘

The report outlines possible strategies which illustrate that there is the
potential to eliminate the need for short-term borrowing, the State advance, or
both in fiscal year 1979 without recourse to restructing City or MAC debt, or
arranging new seasonal borrowings. v ' :

The following chart summarizes the altérnatives offered in this report and
estimates their potential interest savings as against the estimated borrowing
costs if the December 1977 City financing plan for fiscal 1979 was implemented.
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NEED FOR FEDERAL STANDBY LOAN Of LOAN GUARANTEE PROGRAM

We repeat a8 recommendation we made before the U.S, Senate Committee on
Banking, Housing, and Urban Affairs in May 1977; that the Federal govern-
ment consider enactment of a standby loan; or a loan guarantee program. The
lagislation we recommend would provide assurance to.prospective buyers that
in the event the City were not able to complete its financial requirements in any
one year, the Federal Government would either loan or guarantee the dif-
ference. We would presume that any guarantee loans would not be tax exempt—
therefore yielding tax revenues to the Federal Government—and that interest
would be at a lower rate than the City now pays for long term money. The
existence of such & program might ralse investor confidence to the point where
such financing would not have to be used. .

Nrw YORK CrrY—CEaTAIN FINANCING ALTERNATIVES yor YIsoAr YEAR 1970
1. INTRODUOTION .

By resolution dated June 8, 1977, the EFOB required the City to present a
Financial Plan for fiscal year 1070. This plan was presented to the Board on
November 21, 1077 but was incomplete in & number of aspects, Most importantly,
it defined a budget gap of $249 million,® but suggested that the new City ad-

1 We comment on the reported budget in & separate report (RFCB-77-78). This re-
nego form, ln«f' wlﬂ?e released later th! mox(:th. )
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ministration, which took office on Janvary 1, 1978, should define how the gap
wl:ll be met. In addition, it did not include a cash flow forecast or a financing
plan.

Subsequently, however, the City—in a December 1977 submission of data to
the Federal Government in support of a seasonal loan request—forecast its
cash flow for fiscal year 1979, This City forecast indicated the following borrowing
requirements: an $800 million State advance of fiscal year 1980 ald, the sale
of $1 billion of serial bonds, and $1.9 billion of seasonal financing.

3. PURPOSE AND BOOPE

This report on possible financing strategies was prepared at the request of
Comptroller Arthur Levitt. He asked this office to define the City’s cash needs
for fiscal year 1979, and to prepare estimates as to the amount of long term
and short term loans which t be required. :

During the three year financial emergency period (ending June 80, 1978) the
City will have obtained its outside financing from the following sources:

Seasonal (short term) financing of up to $2.1 billlon a year-obtained from the

Federal government,

Long term borrowing to fund the capital budget (and in fiscal year 1976 and
1977 the deficit)—obtained through the sale of MAC bonds and City bounds to
the City pension and sinking funds.

$800 million bridge loan—obtained annually as an advance of State aid.

‘However, it has recently been reported that two of these sources may not
continue as a City funding source. Representatives of the Federal government
have recommended that no additional Federal loan or loan guarantee programs
be made avallable to the City, and Pension Fund trustees may object to any
further purchase of City securities.

The City’s dependence on short term seasonal financing and the interdepend-
ence of such loans with other financing arrangements was described in a recent
preliminary official statement issued by the City :

“In order to sustain 1ts operations during the first half of the fiscal year
while regular installments of State aid are being withheld on account of such
advances, the City has relied upon loans under the Federal Credit Agreement,
which expires June 80, 1078, If the Congress fails to extend the Federal SBeasonal
Financing Act, and the City fails to secure an extension of the Oredit Agreement
or to make other similar financing arrangements, the ability and willingness of
the State to make advances may be adversely affected.

“In order to repay loans under the Federal Credit Agreement as required by
_the end of each of the City's fiscal years (June 80), the City has relled in part
upon the $800 million State advances in the last quarter of each City fiscal
yeas.” -

Accordingly, this report explores various financing alternatives for fiscal
1979 and suggests the possibility of setting the City on & path independent from
seasonal financing.

The historie City data used in arriving at the financing alternatives were
unaudited. As pointed out by the City, such data may be subject to reclassifica-
tion or adjustment. In extrapolating and interpreting the fnformation available
from dlgenent City sources, we made & number of changes to such data as deemed
appropriate. :

Our estimate assumes, moreover, that the City’s financial plan for fiscal year
1978 will be accomplished—namely that -the City will end the year with a
balanced budget (based on the definition of the MAC statute) and that $280
million will be received from the Mitchell-Lama refinancing. It also assumes
that the potential City budget gap for flecal year 1979 will be closed (again
pursuant to the requirements of the MAC statute), and that the estimates for
City personal services costs will not exceed the planned amounts. Fiscal year
1978 results varying significantly from the plan will also impact on the cash
flow projection alternatives in this report.

In order to confirm the reasonableness of these extrapolations and forecasts,
we sent preliminary drafts of this report (containing substantially the same
numbers as are used herein) to the City and Municipal Assistance Corporation
representatives for comment. Their responses are included as Appendix O of
this report.

- 8. RESULTS OF XEVIZW

A méj’or focua of this analysis was to determine whether seasonal financing
counld be reduced, or even eliminated in its entirety. A study which has such a
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thrust must consider both the extent to which revenues can be accelerated, and
the extent to which the timing of payments can be delayed (in such a manner
that the delay would not impair the rights of the payees). We believe a more
detailed analysis of these options should be made by responsible City agencies.
Howiev“er. a preliminary review indicated two major areas which could ald in
8 8olution:

The prepayment of real estate taxes; and

A change in the timing of the Clty's annual payment to its pension funds.

Iul :lddltion & number of other financing arrangements are either necessary or
possible :

sale of long term debt to pay for expendltures to be financed through the
capital budget in fiscal year 1979.

sale of bonds to finance prior year's capitalized expenditures.

continuation of the State’s $800 millton annual advance. - .

Real Estate Taz Prepayment

With the cooperation of the large real estate holders, the City was able to
obtain approximately $200 million in real estate tax prepayments in calendar
year 1975 in return for an 8 percent annualized discount. We belleve this prepay-
ment program might be repeated, perhaps at a lower discount rate, It may be that
other taxpayers who are llable for substantial amounts could be persuaded to
advance their payments in return for a discount. We suggest the City explore this
possibility.
Timing of Pension Fund Paymenis

The City's payments to the various pension funds of abo?ft $1.2 billion & year
are made in almost even monthly amounts. Our inquiries indicated that there
is no statutory requirement upon the City as to the timing of such payments with-
in a fiscal year. Since the timing of the payments to the pension funds is discre-
tionary, we utilized this flexibility in our suggested financipg alternatives. In
suggesting this strategy, we also propose that the pension funds be credited with
the value of any lost earnings which would result from any change in the pay-
ment schedule. We suggest that the City determine if there are any other
significant payments during the course of 8 year that could be deferred to help
meet interim cash needs.

Bonding of Capitalized Ezpenditurcs
We also note that by June 30, 1978 the City will have paid a substantial amount

for capitalized expenditures (operatlng expenses in the Capital Budget) for
which bonds have not been sold. In his fiscal 1877 annual report, the City Comp-

troller indicated that at June 80, 1977 over $1.2 billion of “expense items in the_

capital budget” had not been ﬂnanced by long term debt. Bond counsel has ques-
tioned whether bonds can be sold to finance these type expenses (already incurred
and to be incurred). Bome of the financing alternatives presented in thig report
assume that the City will be able to sell such bonds. (In a November 28, 1077
official statement of the City indlcated ‘“The City {8 examining various solutions
to-these problems, [bonding capitalized expenses] including remedial legisia-
tion.”) The City should Investigate the possibility of selling long term debt to

finance expenditures charged to the capital budget in fiscal year 1979 and of sell--

ing bonds to finance prior years’ capitalized expenditures.

Our review indlcates that there are a variety of strategles, which include one
or a combination of a continuation of the State advance and the financing ar-
rangements discussed above, A number of these alternatives could result in
a reduction in the cost of the City’s annual borrowings. These are discussed in
the following section. Appendix A provides the month by month detail to support
the monthly ending cash balances shown {n the various alternatives.

- 4. PINANCING ALTERNATIVES —
Aumaﬂve No. 1.—The following assumptions are included in t.hls financing

Sale of serial bonds ($800 million).

State advance throughout the City'l flacal year. .

Prepayment of Real Estate taxes including June 1978. -

Delay in contributions to the Pension Funds.

This plan may require special State legislation because _the State Advance
overlaps its fiscal years.



CASH FLOW PROJECTIONS, FISCAL YEAR 1979—ALTERNATIVE NO. 1

[tn miltions of doltars]

Septem- Novem-  Decem-
July  August ber  October ber ber January February  March April May Juoe Totsl
;':m"“""m"“"?""m aB)  (319) (8B  (719) (1,253) (L6%) (L,443) (1,825) (2,032) (1,608) (1,825) 1,98
Sale of sorisl bonds for current meeds. ..o 250 100 200 100 150 " 200
State advence. 100 250 ..o 50 100 oo 100 . 800
Propsyment of reel estatetax. ... (200) 100 (100) 100 (100) |
Deley in pension fund contributions........ % 9 % % % % % 97 [ ) °
Sablotal. 2 382 42 623 7 (1,23 67" 1,83 897 728 ™ 4
Bagianing belance adjustwent.._............... 1200 R W & 1.(335) (l.m) %;) (igzg) (1.910) (ixes) (};m’ (}’.W? 1208
Adjusted ending babance. ... oooooeeeeeee e 282 164 101 316 128 ™ 3%0 5 134 269 152 204

1 Racaipt of the real estate prepayment in June 1978.

14
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Alternative No, 2.—This option conaists of the following:

Sale of Serial Bonds to meet current needs ($800 million).

State advances ($800 million)

Reduced seasonal loans (awo million for one month) used to repay State
advances within State fiacal year.

Prepayment of Real Property Tax.

Delay in pension fund contributions.



CASH FLOW PROJECTIONS, FISCAL YEAR 1979—ALTERNATIVE NO, 2
{in miltions of doltars}

Septem- Novem-  Decom-
July  August ber  Oclober ber bec Jamusry Februsry  March Aprit May Jume Totsl

am® @) 9 A5 Q68 L) (%5 @) Q,608) (1,32) .56 _(1,5%)

Projected andiag cash balsace (284)
Financing sources: .
Serial hoad sales 250 100 200 100 150 a0 -3
St mm 100 250 ... ...-ee 50 (g) (&) 200 200 l% [
Real estate ) e O U L) —— 1007 (i00) TR 0
Delsy in pension contributions. .. < cecceeneem % 9 % 9% % % % 97 % 9)eemeeeae TN L
Sublotal. - 82 382, 442 (623 an o £36 1,997 625 1%) P |
Begianiag belence adjustment. . . . cooooeenee 1200 (546) (543) m) l.(g) q’. sl tﬂ;’ ({m al: 970) <2, IGS) q’. 777) (ll'. 9 1200
Adjusted ending balence. . . - cmceonaaee w 164 101 316 128 i 3% pLL) 1% 169 152 lgl o m

1 Receipt of a resl estate prepaymest in June 1978
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Aumuvo No. $.—Under thiy plan cash needs are met by the following cash

m of rlmwunmd)od capitalised expenses ($800 million).
or
Delay of eer%un nionthly contributions to the employee pension funds.



CASH FLOW PROJECTIONS, 1979—ALTERNATIVE NO. 3

{ia mittions of doltars}
Septeom- Novem-  Decom-

July  August ber  October ber ber Jesuary February March Aprid May June Total
Projected eading cash balance @) G ey M) Q253 (683 QM) (1,825 @0 (1,608 (1,85 Qa,56)  (1,56)
State advasce. ... 0
Sale of s:&l' ml«mﬂ - it % %0 100 l.g
[ fund N O T e ) e eee X 0
Delay in pension fund contributions 9 as) (194) H

13% 1 1 443} 1, 1, 1,825
pI g T @ G @y B 4R G 4R IR G Gw G2
Adjusted ending balance. 136 121 109 s ul m 351 166 1% 3% 169 208 . 204

9L
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Alternative No. 4—This option differs from the third alternative in one
respect, it substitutes short-term borrowings for the delay in pension fund
contributions,

The following are the assumptions for this option:

Sale of Serial Bonds (§1 billion).

Bonding of prior years’ unfunded capitalized expenses ($800 million).
Short-term borrowings ($400 million).
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CASH FLOW PROJECTIONS, FISCAL YEAR 1979—ALTERNATIVE NO, 4

{in millions of dollars}
Septem- Novem-  Decoms-
July  August ber  October be* ber January Februsry  March April May June Tosl
i 1, 1, 3 3 5 8 .
‘mmmauuu (264) @) (383) @9 (,283) (1,683) (L43) Q.85 Q0% (lﬂ,'B) (1,825) (1,506) (L*)_ :1'
Stade advence. P - [
Sale of ':':hr ME:!:: currontnoeds__________________ iR % S, 350 }g cmememeenececensanan 100 l.g
in pension fund contributions . ______~_____ LTI _— e . 0
g::,nd fmencing. S 100 100 100 100 @0) . ... (W) °
Sublotal 1% 3 1, 1,625 , 1, 808 1, 3
st % @O W B OGER Cw (E fe 9@ fW Gw
Adjusted ending balence._.________ ... ... 136 121 112 231 147 117 357 175 168 392 175 204 204
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Alternative No. 5,.—This plan assumes the following :
Sale of Serial Bonds ($1 billion). .
{R);l!a‘y in pensity g fund contrlbtn:lonz.
proper X prepaymen
Limited bonding otP unfunded capitalized expense items ($650 million).
This alternative eliminates the need for Seasonal Loans and State advances.



CASH FLOW PROJECTIONS, FISCAL YEAR 1979—ALTERNATIVE NO. 5

{in miltions of dollars]
Septem- Novem- Decom-

July  Auguet ber  October ber ber January February March April May June Total
id:: oading ulh:b-l- R ¢ O] @9 @) @9 Q.5 (.68 (1LW) QLK) @) .0 (1% (1,5 (0,9)
State advance. 0
Sale of s:id m fof curreat M'"""""""""iﬁ- 23 200 100 250 }g ...... 100 200 % 166 1, g
Delay in mﬁ?m......-...--.... 9% 2 96 9% 9% % 9% [ 2 A, [ 7 . (335) g
Prepayments of resi estate tax (200) 100 100)......... 100 (100) 200 0

Sublotal .__ , 5 3 8 '
Bepmang biaaca sdjmimedt s dm @ W@ P G @ B 4B 9B R W
Adjusted ending balance. .. ......cooeeneeenan 12 164 101 36 128 1) 3% 195 188 1 110 254 254

1 Reaceipt of & real estate prepsyment in June 1978,
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Alternative No. 6 ~The following are the assumptions included in this Financ-

g Plan:

Sale of serial bonds ($1 billion).

A delay in pension fund contributions for half of the fisca) year.

Short term borrowings ($600 million).

State advances ($800 million) used to repay the seasonal loan and to provide
funds for the return of pension fund contributions to the required annual level.

in



CASH FLOW PROJECTION, FISCAL YEAR 1979—ALTERNATE NO. 6
{ta miltions of dollars]

Septem- Novem-  Decem-
July  August ber  October ber bec January February  March

April May June Toted

@) @Q® @) M9 Q25) Q63 L4y %5 @02

.c8) (.85 (1,%6) 1,56)

Projected eading cash balance
Financing siternatives:
State sdvences. cemmzs J— PO 400 200 200 200
S*dl:-ld mwm needs. W 3 zjsq U, 25’2 lg P, 250 100 1,000
Dutey 1o awmion fond costribulioes..- - e 100 0.
Subtotsl 132 a2 7 1, 1, 1, 1, 825) 204
Regoming belvacs sdjuctmmend 11T 2 @ @ @ R R P P W W G G2
1R 1 10 316 128 14 4 252 145 m 160 204 204

18
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lAltemauvo No. 7.~The following assumptions are included in this financing
plan: )
Saie of Serial Bonds ($1 billion).

A delay in pension fund contributions.

Short-term borrowings ($600 million).

The use of prepayments of Real Property tax.

Reduced State advances ($600 million).



CASH FLOW PROJECTIONS, FISCAL YEAR 1979—ALTERNATIVE NO. 7

{in millioes of doliars]
Septem- Novem-  Decem-
Jly  Avgust ber  October ber ber Janusry February March  April  May  Jwme  Tewl
cash belance. , ,

Projecied ending . (264) 3719 [ 019) (L253) (1,683) (1, 443) (L85 (2,032) (1,608) (1,825) (1,596) (1,3%)
Stale advance. 400 20 ......... [ ..
Sale of a:ﬂ’d“ bonds for curreat aeeds. 300 250 100 .eeeee 250 100 ) 8 ﬂ. '
Duley 15 pocaon oad conpbetom. eroees 11I2 R R T O
Propeyments of real Sutiis thi @0)7TTI0T 00Tt 100 00N LT 200" °

Sublotsl 2 .543) (1575 (1,832 800 ™ N
Declaming ialaacs sdfustment. LTI T S OB W R D B R W R R
Adjusted sading DOISRCE. « - oooooooeeneeeen 132 114 151 6 78 T N 1582 us ™ I )

3 Receipt of a real estate prepayment In June 1978,
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Alternative No. 8.—This option is generally unrelated to previous alternative
cash flow plans, The following are the major components of this plan:

Bonding of unfunded capitalized expense items in April, May and June of
fiscal year 1978 ($800 million) and eliminating the receipt of the State advance
during the same period of time.

Blimination of the fiscal year 1978 Btate advance repayment during the first
half of fiscal year 1979.

Receipt of a State advance ($800 million) for short term needs in July 1978
and the subsequent repayment in April, May and June 1879.

Sale of Serfal Bonds ($1 billjon).

This Plan may require special State legislation because the State advance
overlaps its fiscal years.



CASH FLOW PROJECTIONS, FISCAL YEAR 1979—ALTERNATIVE Nq.

ftn millions of dolars] ; . :

R ' October ber ber January February  March Aprlt My - Jume

3

mm”w ------------------- . 68 . @), @) M9) (1,253) (1,683) (1,443) (!-'25), (2.0) . (L608) (L85 (L5%) a-sa) g
Sele of serial bosds for carrent needs. 250 oo 2 100 ... ;- 10 100
S sl yoar i S s T \ o @ @ 9

oat 9 0 2 10 160 19 i W
Bogining belanca adjestasnt. 1 1 S % W W B R W R R G e W 4@ T
Adjusted ending betancs. . ... e @ . & e = & s 25 18 3 14 M. M

x.
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8. ESTIMATED SAVINGS OF FINANCING ALTERNATIVES

The following schedule shows the estimated cost of the city’s plan for fiscal
year 1970 financing, as submitted to the Federal Governmental in December 1977,
compared to estimates of the cost of the Financing Alternatives presented in
this report. The city's cash flow forecast inciudes financing sources which
would incur an estimated interest cost of $112.0 million in fiscal year 1979
(cash basis), and an annual cost of $202.7 million. Estimated interest savings
available to the city will vary depending on the financing arrangement chosen.
Estimated annual savings vary from $11.3 million (using Alternative No. 8)
to $81.6 million (using Alternative No. 1). Estimated fiscal year 1979 savings
;{ary from $.8 million (using Alternative No. 8 to $48.4 mitlion (using Alterative

0.1).

A COMPARISON OF INTEREST COSTS FOR FISCAL YEAR 1979 FINANCING USING THE CITY'S FISCAL YEAR 1979
CASH FLOW FORECAST AND FINANCING ALTERNATIVES NOS. 1-8

[in millions of doflars}
Estimated savings
Interest en% cost of AR Fiscal On
Financing siternatives fiscal yoas 1979 sanual besis yoar 1979  anaual dasis
$112.9  ~. 1 2y U,
64.5 121.1 4 1.6
.2 122.9 “A&O ss79.!
80.4 170.4 2.5 2.3
8.3 174.3 t 86 28.4
180 174.8 u.9 21.9
”.1 154.6 3.8 481
77.2 1480 35.7 S4.7
112.6 191.4 .3 11.3

6. ANALYBIS OF CASH FLOW

We conducted a preliminary analysis of cash flow for fiscal year 1979 to esti-
mate roughly in what months, to what degree, and why seasonal financing needs
would arise in that year. Our analysis, assuming a balanced budget and financing
for the Capital Budget, indicates that if the city started the year with no cash
balaude, the maximum seasonal financing required during the year to support
that year’s general fund operations would not exceed $300 million (see following
table). In addition, sufficient cash wonld be generated by fiscal year end to pay
all charges in later years, such as estimated disallowances of State or Federal
Ald, incurred on account of flscal year 1979." It also appears that the opening
balance at the beginning of fiscal year 1970 will be about sufficient to pay all
expenses incurred on account of prior years with the possible exception of aid
disallowances. .

In a submission to the Federal Government in December 1977, the city esti-
mated that it would require $1.9 billion of seasonal financing. It is apparent that
most of the need for this financing in fiscal year 1979 arises not from general
fund operations, but to meet the lag between the time Capital expenditures are
incurred and the time the city planned to bond them, and from the need to bridge
the $800 million State advance,

? This accomulation results from unpaid encumberances excesding outstanding receivabl
and from reserves included in the budgp:t! not being utilized untll u&r fiscal yg end. vables

f



CASH FLOW PROJECTIONS, FISCAL YEAR 1979

8

[in millions of dolars]

June  August September October November December January February March April May Sune  Sublotal Post-Jume
54 9) 19 9 @R kit (A2) ) N (%) 3 %)  (5%)
]

” 55, 9 ” (98) n “ ( a9 Qe @ o4

Be42TEERTETTEE
] [} 1 0 3 (g; ‘3’ 89 (50 0 [ [] []
[S) 1 238 (40) 2 60 (105) (168) 1) (289) @) 2
52 . si 2 52 51 52 52 st 2 52 51 20 -]
% »n k] % 36 3% 3% 3% 3% % 3% o »
@) . % o ) (e3) (50 (76) (54) (76) Qo (oo us [ 1))
27 17 158 9 19 " 12 3 12 [¢1)) an L3 (. 1))
251 331 85, 499 142 225 a3

S W OB B WO W e W R R W
13 - n s (205) 126 (16%) 49) 250 108 . 433 <

1 Adjusted for interest cost on State advance
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The $800 million State advance is made in the last three months of the city
fiscal year and is liquidated during the early part of the succeeding fiscal year.*
Therefore, if there is not suficlent cash on hand at the beginning of a flscal year,
a cash need exists in the months between the time the advance is liguidated and
the time a new advance is made. The State advance, together with this associated
borrowing bridge, thus constitutes a form of long term financing.

This financing was needed because as of June 30, 1977 over $1.2 billion of
operating expenses in the capital budget had not been financed by long term debt.
The lack of financing for these expenditures had resulted in a lower cash bal-
ance than would otherwise have obtalned and, had created or enlarged cash
deficits in certain months within the fiscal year. (This report does not evaluate
the extent to which the city would-be able to cope with debt service on additional .
long term debt.) ’

Thus, if it were not for the factors described above, seasonal financing for gen-
eral fund operations would not be necessary in fiscal 1979 and perhaps in any
other fiscal year so long as the forecast revenue and expenditure patterns con-
tinue to obtaln.

7. NEED FOR FEDERAL STANDBY LOAR OR LOAN GUARANTEE PROGRAM

On May 16, 1077 we proposed to the U.S. Senate Committee on Banking, Hous-
ing and Urban Affairs that the Federal Government consider enactment of a
standby loan program in the event that the city were unable to meet its financing
requirements in the market. A copy of this proposal is attached as Appendix B
to this report.

At that time, this office had not independently reviewed the city’s financing
requirements, and the estimate of need was the amount used by the city. Now,
however, as shown in this report, it appears that the city’s financing require-
ments may be much less. Events, however, continue to indicate that the city will
notlsbe able to obtain even this limited financing requirement without some
assistance.

Thus, we again propose that the Federal Government enact a standby loan
or loan guarantee program. The legislation we recommend would be for a multi-
year period so as to provide assurance to prospective bond buyers that in the
event the city was not able to complete its financing requirements in any one
year, the Federal Government would either loan or guarantee the difference. We
would presume that any guarantee loans would not be tax exempt,® and that
based on current patterns, the interest would be at a lower rate than the city now
pays for long term money.

We believe, if such legislation were enacted, that its actual use would be limited
or that it might never be used. This would be because prospective borrowers
would need not be concerned whether the city would be able to complete its
financing, Coupled with the requirement that the city maintain a balanced budget
with appropriate reserves, this should ensure sufficlent stability so that the city
could plan its finances in an organized way during the next several years.

We would suggest that the proposed legislation adequately protect the interests
of the Federal Government by providing that the costs of the program be paid for
by the city; and if any loan or guarantees are actually made, that the Federal
Government bave sufficlent oversight powers to insure that its interests were
fully protected.—.

* We note earlier in this report that this seasonal financing could be provided through
several alternatives.
¢ Therefore ylelding tax revenues to the Federal Government.
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Arrzrpix B

(Excerpts from statement of Special Deputy Comptroller for New York City
S8idney Schwarts before the United States Senate Committee on Banking, Hous-
ing and Urban Affairs, May 16, 1977, 10a.n.)

Mr, Chairman and distinguished members of the committee :

Thank you for the opportunity to present some of the concerns of my office in
connection with the Financial Emergency in New York City. The solution to the
emergency may be viewed as having two major aspectsa. One, the achievement by
the city of a balanced budget for its fiscal year 1978 and thereafter; and two, the
ability of the city to reenter the nation’s capital markets to obtain the financing
it will need after June 1978. ...

There appears to be substantial progress toward meeting the first of the two
aspects of the solution to the financial emergency. Thus it eeems appropriate now
to focus more sharply on the second aspect of the solution: how the city will be
able to finance its ongoing operations after fiscal year 1978. Using round numbers,
during the emergency period this financing need has averaged about $1 bililon a
year for long-term capital budget purposes—exclusive of borrowing to finance the
city's annual deficits, a maximum of $2.8 billion in recurring seasonal loans, and
an annual $800 million “bridge” loan between fiscal years. During the financial
emergency period, the long-term financing is being provided by the city’s pension
and sinking funds and by the Municipal Assistance Corporation; the seasonal
requirements are being met by the Federal Government, and the $800 million
bridge loan is being made by New York State, '

At this time there 18 no indication of the extent to which the city will be able to
meet these financing requirements in the capital markets. It would appear pru-
dent, therefore, t0 make provisions for the contingency that the city may not be
able to obtain such financing. It is in this context that I urge consideration of a
Federal loan program that would make available any necessary city financing,
but not only on a standby basis. Last February when my comments were solicited
on a draft of the General Accounting Office report “Assessment of New York City's
Performance and Prospects Under Its 8-Year Pmergency Financlal Plan,” I rec-
ommended that the Federal Government consider enacting such a standby loan

program.

The suggestion contemplates that the standby program would be in effect both
for seasonal financing—the current Federal seasonal loan program is scheduled
to expire as of June 30, 1978—and for longer term borrowing needs—basically
to finance the city’'s capital expenditures and those expense items which are being
phased out of the Capital Budget pursuant to State and local statutes.

I believe that if such a program were to be enacted early, prospective lenders
would feel more confident {n buying city obligations with the assurance that the
city’s tull borrowing requirements would be obtained even if the city’'s aggregate
cash needs could not be met in the open market, Such a program would provide a
more secure basis for the city’s financigl management over the next few years.
Its enactment sufficlently in advance of the end of fiscal year 1978 should mini-
mize the extent of its actual use, and it could even result in the standby loan never
being used. The program should also result in the city’s being able to borrow in
the public market at lower interest rates than would otherwise be possible. . ..

ArrENDIX O
COMMENTS RECEIVED ON DRAFT REPOBT

The following are the comments we received on the draft report and our dis-
cussion of some of the 1ssues that were

From the EFCB and MAC Executive Directors

We have reviewed your draft report entitled “New York City—Certain
Financing Alternatives for Fiscal Year 1979” with considerable interest in light
of the serious questions which exist as to the availabllity of long- and short-term
financing for the city after the current fiscal year. As to the specific proposals
{;le:du::id in your report, a number of concerns should be borne in mind, as out-

n oW ;
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1. The proposed deferral of the city’s payments into its pension funds until the
end of the fiscal year may well raise questions about the adequacy of the pensions
funds’ cash flow and their ability to make timely payments to their beneficiaries.
In addition, it should be noted that such a deferral would have the same economic
effect as the extension of credit by the pension funds to the city. As such, this
proposal may be more usefully considered in the context of the over-all participa-
tion of the pension funds in the city’s future financing arrangements..

2. The proposal to extend the State advance throughout the city fiscal year not
only raises serious statutory and constitutional questions, but would also have a
substantial adverse impact on both the ‘Staﬁ,'s 1879 bpdget and its anaual cash
flow needd. Bonding out the State advance d appear to be a preferable course.

8. In view of the questions raised about bonding for capitalised expenses by the
city’s own bond counsel, it would appear to be uncertain at best to base any financ-
ing plan on the assumption of the city's issning bonds even based on curreat capi-
talized expenses, much less those of prior years. MAC's bonding authority may
welllhge to be used in the event that thise legal questions are not satisfactorily
resolv:

Ultimately, the sale of bonds in substantial amounts—which your report esti-
mates at between $800 million and $1.8 biilion in 1979—will be necessary not only
to provide for rational cash flow in fiscal year 1879, but also to provide any frame-
work for long-range fiscal recovery for the city. To that end, representatives of
the city, MAC, the Control Board and other interested parties have been discuss-
ing a number of possible financing arrangements to provide adequate long-term
financing to the city over the next three to four years. We belleve that some form
of Federal involvement will be essential in order to permit the market to absorb
the volume of long-term financing that will be needed. We remain convinced that
obtaining such assured long—ter&ﬂnancing must be the principal objective to any
financing plan; and that once this is accomplished, the options available to the
city for meeting its seasonal cash flow needs will greatly increase.

DoxALp KUMMERFELD,
Ezecutive Director Emergency Finanoial Control Board.
EvcrNe Kxmux,
Ezecutive Director Municipal Assistance Corporation.

We appreciate the thoughtfulness of the comments made by the EFCB and
MAC Executive Directors on our draft, and have considered them in this final
report. We offer also the following:

1, Our analysis of the resources avaflable to all city pension funds indicates
that during fiacal year 1979 they should have sufficlent cash from investments
readily convertible to cash at the end of fiscal year 1978 plus on-going invest-
ment maturities to accommodate a change in the timing of city contributions.
(Of course, this conclusion should be confirmed by the city to the extent that
this alternative is used.) As regards the participation of the pension funds
in the city’s financing arrangements we agree that this is a matter to be de-
cided in the context of an over-all consideration “* * * of possible financing
arrangements to provide long-term financing to the city ¢ * ",

2. We recognize that a liquidation of the State advance after the end of the
State’s fiscal year may require legislation. It may very well be that this would
impact unfavorably on the State’s budget for fiscal year 1979. We also agree
that a preferrable option would be for the city to “bond out the State advance”®
provided that the additional debt service can be accommodated within the city’s
financial plan, -

8. Our report acknowledges the current uncertainty regarding the city’s ability
to issue bonds for capitalized expenses and that one alternative might be to

use MAC.* However, the city has stated that it “* * * ig examining various

solutions * * ¢ including remedial legislation.”

The City Oomment Was as Follows

We have reviewed, in detall, your two recent reports entitled “Review of
Fiscal Year 1979 Financial Plan,” and “New York City—CQCertain Financing
Alternatives for Fiscal Year 19079.” ,

. Provided that lenders ean be found.
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As you know, the city is currently in the process of preparing a new Financial
Plan for Fiscal Year 1979, including financing altemativee. The new city plan
is due to be released on January 20, 1978.

We appreciate your review of the original plan and your dlsenssion of financ-
ing alwrnatives for fiscal year 1979, Your comments wul be conaidered as they
&pply, in the developmeut of the new plan.

Sincerely, _ .
Rozzer J. Bm. DGrector,
Oftoe of Management and Budgot

Senator BenTsEN. The Senate i3 now in session and we are limited
on continuation, but we are very appreciative of the tastxmony you
have presented, and we thank you very much.. - -

The subcommittee is adjourned. ‘

[Thereupon, at 12 :05 p.m., the subcommittee ad]ourned.]



NEW YORK CITY PENSION PLAN INVESTMENTS

WEDNESDAY, MARCH 8, 1878

U.S. SENATE,
SuBcoMMITTEE ON PrivaTe PENsSION PLANS
AND EmrroYEE FRINGE BENEFITS
oF THE COMMITTEE ON FINANCE,
Washington, B.C.

The subcommittee met, pursuant to recess, at 10:05 a.m. in room
2221, Dirksen Senate Office Building, Hon. Lloyd Bentsen (chairman
of the subcommittee) resldmgf ’ Lo ,

Present : Senators ]gentsen, oynihan, and Curtis, ,

Senator BenTseN. This hearing will come to order. - K

I would ask the panel to take seats here, Roy Schotland, Jack Bigel,
Jonathan Schwartz, and Harrison Goldin. -

Professor Schotland is a professor at Georgetown University Law
Center. Mr. Bigel is pension consultant for the city of New York.
Mr. Schwartz is actuary for the New York City pension plans. Mr.
Goldin is comptroller for the city of New York. '

Gentlemen, if you will limit your testimony to 10 minutes and we
will take your full statement for the record. We will have some other
members here, hopefully in a little while. Qur problem is too many

conflicting committee appointments at the same time,
- Professor Schotland, if you would lead off, please

STATEMENT OF ROY SCHOTLARD, PROFESSOR OF LAW,
GEORGETOWN UNIVERSITY LAW CENTER

Mr. ScaOTLAND. Thank you, Mr. Chairman., - .

Despite the complexity of this problem, the faets proving four key
points are simple and clear. They show the need for four easily im-
plemented safeguards in any hill extending Publis Law 94-236.

Point one. The members of this committee have an unusual, per-
haps unique, obligation in this matter. It is not often that protecting
the purposes of provisions giving special tax treatment rises to the
level of moral duty. Central among Cong:ess saf;?'nsrds for retirement
security are the provisions from which, in 1976, New York City’s
pension funds were tem?o'rarily exempted. : o

The true question before the committee is not whether the exemp-
tion should continue, because some continuation seems unavoidable.

. The true question is whether the committee will go along with the
weakening of protections which were present when the exemptions
were first g.nbed but which, in August of last summer, were removed
with our Secretary of the Treasury—and I speak as a full supporter
of this administration—going along.

26-728—78—1 43)
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I will below suggest specifically the kinds of protective safeguards
which must be attached to any extension,

. These suggestions show how silly is the comment by an administra-
tive spokesman Monday that Senator Bentsen was not releve=t in
pointing out the recent weakening of safeguards. The adminisuration
wants a blank check enacted which adequately protects neither the
Federal taxpayer nor the pension funds. The Senator’s approach, it
Eﬁc‘is to me, is aimed at protecting both the taxpayers and the pension

s,

Point 1. If the old people are to be protected, no one will do it if
this committee and its counterpart in the other body do not.

The Treasury Department and Senate Banking Committee seem to
see this problem of municipal bankruptey as an occasion for moral
bankruptcy. They say, do not involve the Federal taxpayer, let the
-city pension funds carry the load.

The Human Resources Committee, which is to share with you the
~concern for retirement security, are not participants in the New York
City aid scene.

Who will stand up for the 120,000-0odd retirees whose retirement
Becurity depends on these funds’ solvency ¢

Point 2. The trustees of the fund include no representative of re-
tired persons, only representatives of the city and current employees.
The policeman’s fund has four separate representatives for the Patrol- _
man’s Benevolent Association plus one for the captains, another for
the lieutenants, still another for the sergeants, and yet another for the
detectives.

~T am not joking. This is the composition of the fund’s board. The
firemen’s fund board is similarly constituted.

It there is no room for even one voice for the retirees in any of
these, funds.

The five city fund trustees have consistently succumbed to a con-
flict of interest. They have not acted as trustees but—and here I quote
the able gentleman on my left, Mr, Bigel—they have acted “as the
leaders of the municipal unions in their capacity as trustees. Every-
thing is related to everything else,” he says in current negotiations.

To the union leaders and current employees who control the funds,

current wage boosts and job security matter more than pension fund
solvency. I request the Chair’s permission to insert into the hearing
record the front page article on the key role of the funds and the con-
flict of interest of the trustees, from the New York Times of Satur-
day, March 4.
- Can anyone question that if retiree representatives were on the
fund’s board, even though they would inevitably be only & minority,
the retirees’ interests would have been more forcefully advocated ? The
funds would have secured fuller safeguards.

Point 3. The trustees put their fiduciary obliiations beneath
the union interests and joined the rest of New York officialdom in
gi.mmickinfg down the solvency of the funds just as, earlier, the
solvency of the city itself was gimmicked down.

Even after the 1975-76 crisis, the funds have been weakened in three
critical ways which have been given no public attention, The Treasury
Sgcll:;_t;.ry and Banking Committee act as if there had been no gim-
mickry..
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- After the enormous role of hidden gimmicks in destroying the city’s
fiscal soundness, that such people in Washington now go for gimmi
shows that the law of the Austro-Hungarian generals is'still followed :
“Ca’l"ry on with the tactics of the last war, we can only lose another
one.

In the opening paragraph of Public Law 94-236, Congress referred
to the Novgc:ber 1975 agreement between the fund, the city, MAC, and
the banks, an agreement committing the funds to buying about $2.5
billion of city and MAC debt, a sum which no other source would buy,
a sum which happened, by coincidence, to come up to about 35 per-
cent of the pension fund assets. -

Three important safeguards for the funds were explicit in the 1975
agréement on which Congrees explicitly relied. Each of those safe-
guards was deleted, without substitutes, last summer.

First, at the time of exchange or renewal of city notes, there was to
be certification that the city’s budget was balanced. That protected
the funds from being kept on the sinking ship as it went down. _

Since the August 1977 revision, accepted by the Treasury Secretary,
the provision is missing. .

Second, upon renewal or exchange of city notes, the new notes
were to be in & principal amount which 8 be reduced annually.
This protected the funds from remaining so fully exposed. This pro-
vision has also been missing since last summer.

Third, the final maturity date of any city note to be held by the
funds shall not be later than July 1986, Similarly, the latest maturity
date for MAC bonds was February 1986. The shorter the term of the
security, the less the risk, obviousg.

These commitments on which Congress relied to reduce the amount
of the holdings and limit the maturity to 1986 were expressly noted in
the Ways and Means Committes report. But, in fact, instead of the
holdings being reduced, by June 30, 1978, the funds will have $3.5
billion in city and MAC securities and, just as the amount of holdings
has risen and fallen, the maturities have lengthened.

The funds already hold $150 million of city debt which does not
come due until 1988 to 1991. In addition, 30 percent of their MAC debt,
$270 million comes due in 1992 and another $560 million, or two-thirds
of the MAC debt, comes due in 1995—17-year maturities on extraor-
dinarily risky paper.

In stunning contrast, the latest maturity of the $2.5 billion of city
debt which the funds had to take under the November 1975 agreement
was November 1976,

So much for ths maturity date protection Congress envisioned for
the old people when they passed the exemptions to the Tax Code
provisions. _ . L. )

Lengthening the maturities is & gimmick that the public has not
been told about. To cap it off, the Senate Banking Committee and

Secretary not only ignore the loss of the 1975-76 commit-
ments to protect the funds, but have turned things around by inventing
an alleged commitment by the funds to hold, indefinitely, at least 35

————percent of fund assets in city and MAC debt, increasing over the

next 4 years by $1.3 billion, the dollars so riskily invested as the funds
grow—unless they collapse, as the fireman’s may this year.
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Already, the funds have suffered substantial losses and the bene-
ficiaries’ retirement security has been worsened. I request the Chair's
Pormmo' ion to insert into the hearing record a recent New York Times
etter from William Withers, president of the New York Teachers
Pension Association about these injuries.

Senator Bentszn. Without objection.

Mr. Scaortanp. Point four. Last summer, the Secretary allowed
the funds to be burdened with longer-term debt on the ground that
the new debt would bear higher interest rates, be more marketable and
so the funds would be able to reduce their city and MAC holdings.
1 ac,)w thtil Secretary proposes to burden the funds with increased

ebt, as well,

The Secretary seeks a blank check from Co to write Federal

arantees. The proposal is still very fuzzy, but a parently gives
ittle protection to either the Federal taxpayer or the city pension
beneficiary. The Federal taxpayer need not, and should not, be the

rimary guarantor. Surely the prima rantor for at least about
Eulf of the securities guaranteed should be the State of New York.
And if the Federal taxpayer were in the proper role as only ultimate
guarantor then the pension funds could secure what they must have:
Ultimate Federal guarantees for all the risky local debt they hold,
throughout the period that they hold it.

Felix Rohatyn says, “Surelg fiscal prudence does not limit one’s
investments to 100-percent federally guaranteed bonds”; but if the
bonds are so risky that they are being dumped into the funds to what-
ever extent no one else will buy, then surely fiscal prudence demands
for such investments nothing less than 100-percent ultimate Federal
guarantees.

The Secretary reportedly shows less concern for the fund’s solvency
than Mayor Koch and city officialdom. Thus, the old people dependent
on these funds, increasingly victimized by the conflict of interests
of their trustees and the New York City officials, instead of getting
help from the more neutral Federal Treasury, find onllyl one more set
of oftl'n)clzials trying to push off on them as much of the problem as
possible.

In conclusion, what should be donef First, extend Public Law
94-236, but experience shows the wisdom of limiting the extension
to a maximum of 3 years. '

Second, restore the protective provisions of the November 1975
agreements Congress relied upon in making this exemption from Tax
Code protection. But this time, put the protective provisions into the
legislation itself, lest the 1977 summer wipeout b: ve . _

Third, assure with appropriate dates a balanced city budget certified
by the EFCB. Assure a commitment to steadily reduce the fund hold-
ings of city and MAC debt. If the city cannot gradually restore its
own solvency in far short of 17 years, then the funds, as well as the
city, will go broke.

he pension funds can be a temporary crutch for the city, but the
longer the crutch is leaned on, the more certain it will break.

Fourth, for the same reason, assure a commitment to a more limited

maturity. I suggest 10 years except for the already improperly placed
longer term securities.
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Next, all State and local debt, including MAC or other :ﬁ:ncies’
paper imposed on the pension funds—which is, of course, only
reason thﬁv are taking it—should be primarily guaranteed by the
State of New York, at least to a substantial extent, say 50 Porcent,
and only secondarily, for only the extent necesssry, primarily guar-
anteed by the Federal Government. Both W to operate only
in favor of the funds and fully as long as hold such security.

Next to last, in the effort to reduce gimmi bg ing the plaﬂ-
ers more accountable, restore the 1976 practice of publishing in the

onal Record any amendments to the agreement of November
1975. Require similar publication upon any material change. Include
the maturity profile and, instead of waiting to have the Treasury
Secretary notify the chairman of this committee and of Ways and
Means of any amendments he is allowing, the committee should
receive proposed amendments as soon as does the Secretary.

One last recommendation of enormous importance, although per-
haps not for enactment. Since the Federal taxpaﬂgr is in this sad mess,
nsg.s' being in much more—and, I think, must be in—Federal repre-
sentatives should insist that the city funds and the State raise the
likelihood that the pension funds will stay solvent. An easy crucial
step : Reasonable representation of retirees must be included on every
pension fund board involved in trying to rescue the city.

Th:nk you, Mr. Chairman and Senators. )

Senator BenTsEN. Thank you, Professor Schotland. Once again you
have given some testimony to this committee that is creative and tries
to work out some solutions to the problem we find facing us. And yet
you face up to the realities of where we are and what has to be done.

We will get back to you with further questions, but I think we will
go ahead with each of the witnesses.

Mr. Bigel §

STATEMENT OF JACK BIGEL, PENSION CORSULTANT,
MURICIPAL LABOR COMMITTEE {

Mr. Bicew. I appreciate, Mr. Chairman, the opportunity to appear
before this committee. May I make one correction? I am not appearing
here as pension consultant for the city of New York. I am the pension
consultant to the Municipal Labor Committee.

Senator BENTSEN. The record will be 8o corrected.

Mr. Biger. The Municipal Labor Committee is an umbrella orga-
nization that represents 225,000 employees. I am also speaking for the
two unions, not in the Municipal Labor Committee, and those are the
Transport Workers Union of America, 40,000 members; and the
United Federation of Teachers.

Altogether, Mr, Chairman, these unions represent some 300,000 peo-
le who are members of one or another of the five retirement systems.
n addition, these unions have, from way back, reprcsented their re-

tired members. They continue to negotiate on behalf of their retired
members and, as recently as last week when they met in the first session
with the city of New York, one of their requests was for a cost-of-
living adjustment for retired members.

They also—and I just want to sketch this out so that, on the record,
there 18 information that the unions represent both the retired pen-
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sioners and the active members—operate welfare funds which thog
have negotiated with their employer, on behalf of their
members.

Now, Mr. Chairman, I ;m'aon;ll have been involved in retirement
issues in the city of New York for the past 85 years. Most of the benefit
flans that are now available to pensioners are benefit plans in which

have had the honor of represanting. The active members of 85 years
ago are now the retired members. .

I am grateful that, at this hearing, we now also have available to us
the services of the distinguished gentleman on mdy right, Professor
Schotland. I welcome his advocacy of our cause and I just wish that I-
had some of his opportunities and advan

With respect to questions before the committee, may I put into focus
and into historical perspective the manner in which the assets of the
retirement systems were utilized in November 1975. It was a mandate
from the White House. I think every member of this distinguished
body undoubtedly knew about that. The press carried it in full, and
there was no question that the Federal Government, as then consti-
tuted, would not participate in any program to meet the requirements
of the city of New York, its national city, without a series of demands
first being met, and I would like to itemize them for you.

One was participation by the retirement sgstans

Two was an absolute requirement that the pension contributions of
the active members be increased and the way in which that was done
was to remove a benefit then currently being received by all active
members known as a 2.5-percent increase take-home pay factor so that
every single employee at that time, in essence, took a cut in their take-
home pay of 2.5 percent.

There was a demand that the fare be increased, that tuition be
imposed in the city university, and all of this done with—not a shot-
gun, but an .88 millimeter cannon at everybody’s head. That is why I
appreciate the perspective of Professor Schotland, and I just wish I
were not looking down the barrel of that cannon in 1975.

Now, with res to the actuarial considerations that were given

weight before we made those commitments, I refer you to the

rst 12 p of my written statement to this committes. Now, we

would not have made that commitment if we had not been convinced

in advance that this series of demands being placed on us was, at that

time, in the interests of both the active members and the retired
members.

You will see, on pages 2 to 12, that at that time we had 72,000 active
members eligible for retirement. We had 100,000 retired members.
Now that number has increased to about 185,000. There would have
been a stampede for retirement. There would have been a run by the
members on their money since the members of these systems are on a
contributory basis and, by law, are entitled to a 50-percent refund of
all of their own contributions at any time. And it was obvious to us
that the first victim of the city’s bankruptcy would have been the
retirement ?iysbems themselves.

‘We would have had enough assets on hand to meet the requirements
of the pension payroll. For the next 4 to 5 years, there would have
been practically no money available to meet the legal requirements for
those members who would have sought retirement.
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1 made the recommendation in 1975 for the utilization of the aseets
of the retirement systems. I am proud to acknowledge my amhoml;?'.
The information contained on pages 2 to 12 was certified by Mr.
Schwartz, the actuary for the five rag:m ent systems, my own actuaries
and all of the trustees of the retirement systems. We have, in fact,
served the needs of the retirees completely while, at the same time,
seelcing to protect the interests of the active members who are eligible
for retirement, and that still numbers about 72,000 people.

Mr. Chairman, I should like to, at this point, indicate to you that the
utilization of assets of the retirement system by the city is age-old.
Itisnota gractice that began in 1975. I have submitted to the commit-
tee two tables, one of which I think gives you, in one glance, what the
practice was since the inception of the systems on an actuariall
reserved basis—that is in 1921. What I have presented in this table is
what the proportion of city paper in the portfolios in the retirement
systems has been since 1952. ‘

[The tables referred to follow:}

TABLE 3.—HOLDINGS OF NEW YORK CITY SECURITIES BY THE NEW YORK CITY RETIREMENT SYSTEMS COMPARED
TO TOTAL ASSETS, 1952-53 TO DECEMBER 1977

g
g
g

$1, 290, 603, 608 $965, 805, 507 .8
1,476, 140, 081 1,074,066, 777 .8
1,671,044, 419 1,155, 577,034 68.2
1,861, 441,938 1,283,133, 208 6.9
2,074, 628, 554 1,462, 110, 463 70.5
2,294, 397, 280 1,642, 076, 229 1.8
2,521, 228,010 1,824, 347,290 .1
2,769, 501, 068 1,842, 046, 400 70.1
3,008, 417, 255 1,976, 600, 591 65.7
3,241,144, 436 1,85, 618,739 51.4
3, 512,079,017 1,690, 811,238 4.1
3,804, 965, 234 1,537,952,193 40.4
4, 141,769, 369 1, 449, 402,671 35.0
4,516, 349, 361 1,7, 518,659 2.1
4,920,713, 1% 1, 446, 861, 222 2.4
5,249,734,778 1,413,921, 181 26.9
5, 481, 329, 1, 361,573, 402 .8

, 110, 663, 1,270, 575, 359 2.2
, 246, 1,100, 779, 087 18.4

b, 247,713, 365 1,026, 034, 455 16.4
, 438, 818, 386, 673,99 6.0
7,264,790,701 330, 733, 900 4.6
7,725,035,898 330,731, 858 4.3
9, 516, 965, 766 3,043, 406, 000 2.0

Source: Annual Report of the Comptroller of the City of New York, respective years,
TABLE 4.~ CHANGES IN CASH AND SECURITIES HELD BY THE FIVE NEW YORK CITY RETIREMENTS SYSTEMS

[December 1974 to December 1977]
December 1974 December 1977 Changes
Doliar_value Dollar value Dollar valve
Asset (millions) Percent (millions) Percent (millions) Pescent
165 4.6 3,043 32.0 878 1,748, 2
Vi 4.9 1,026 10.8 im +44n.1
2,032 56.0 3, 467 36.4 41,435 +10.6
421 1.6 761 8.0 +340 +80.8
240 6.6 257 2.7 +17 7.1
617 17.0 1,033 10.9 4416 67.4
(26) (8)) @) 8 NA NA
3,626 100.0 9,515 100.0 +5, 889 +162.4

Note: Including Government mortgages, Canadian bonds, international bank paper, ete.
Source: Office of the New York City Comptrolier, Division of investment Accounting,
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Mr. Biaxt. You will note that, as of fiscal 1052, 74.8 of all
aseets of the retirement systems were in city bonds, And I have to tell
you, Mr. Chairman, how that practice was stopped. It was stopped by
the unions representing the members of these retirement systems.

We thought that this was a foolish kind of investment. City bonds
then were extremely attractive, %M s yield of about 284 percent
and 3 percent, and we thought, at time, that & much better port-
folio mix could be achieved. The trustees of the systems, at that time,
were all city officials.

The largest one, the city employee’s retirement system, had—

Senator BexTsen. Mr. Bige{ if you would summarize, your time
has expired. We will make your full testimony a part of the record.

Mr. Bicer. Well, Mr. Chairman, my view is, with respect to Public
Law 94-236, we are not even sure that we would like to see it renewed.
We have not indicated anywhere—I speak now for the union trust-
ees—that they are going to participate in any funding. They have
been ba . They have been bombarded by the Senate Bankin %
Committee, the Secretary of the Treasury, the mayor of the city o
New York, and everybody else. Nobody has really asked them if they
will participate, and to what extent.

I said last week at the House Banking Committee that we will not
participate without full Federal guarantees, or without full guaran-
tees

. That is the position, not just of the union trustees, but, I believe, all
rustees.

Everybody has been talking about the pension funds like they are
shooting crap, but nobody has asked the dice themselves what they are
going to do. I am glad of the opportunity to tell you straight out that
we will not be the bankers of the city of New York. We have been
gerotecting the interests of both our pensioners and the active mem-

rs. and we will continue to do that.

We are glad to see that we have some people listening in that cause.

Senator Bextsen. Thank yvou very much, Mr. Bigel.

We have with us Jonathan Schwartz, actuary for the New York
Citv pension plans.

Mr. Schwartz.

STATEMENT OF JONATHAN SCHWARTZ, ACTUARY, NEW YORK
CITY PENSION PLANS

Mr. Scawarrz. Thank you. Mr. Chairman. .

_As the chief actuary of New York City’s five actuarily funded re-
tirement systems, I have been asked to comment on the composition
of the systems’ portfolios and the actuarial soundness of these sys-
tems. With reference to the first point, I would like to repeat a state-
ment which I delivered at the annual meeting of the Society of Actu-
aries which was held in Boston in October 1877.

The statement was as follows:

The public perception of recent actions by the Trustees of New York City's
retirement systems is that the corporate securities from the systems’ port-
folios have been replaced by city-related securities. This is not the case. On
December 31, 1874, immediately before the city's credit was shut off, the retire-

ment systems held roughly $7.7 billion of assets, of which $7.835 billion repre-
sented corporate securities and $.35 billlon were city-related paper. In other
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words, about 4.5 percent of the systems' portfolios was invested in securitiss
of the employer.

As of June 30, 1078, I estimate that these portfolios will amount to roughly
$10.75 billion, of which_some $3.5 billion will be in city-related securities.
Although it is true that the proportion of employer-related securities in the
portfolios will have increased to about one-third, the corporate securities will
have decreased from $7.35 billion to roughly $7.2 billion, that is, by about 2
percent. In other words, virtually the entire purchase of $3 billion of city-related
paper was financed from surplus cash flow rather than from ligquidation of
corporate securities.

I subsequently summarized my remarks as follows:

In November of 1975, there was a clear and present danger of an imminent
City bankruptcy which could have resulted in an indefinite cessation of employer
contributions to the city’s retirement systems. In that event, it would have been
necessary for the retirement systems to immediately begin liquidating assets
in order to pay benefits. This would have resulted in & much larger diminution

in th;gstems’ corporate securities than the small reduction which has actually
occu .

By way of summation, I think it is fair to say that the Trustees of New York
City’s retirement systems did not precipitously abandon their fiduciary respon-
sibilities in order to bail out the city. Rather, they made an intelligent choice
among several imperfect alternatives; the alternative finally chosen essentially
-entailed an agreement to invest surplus cash flow in city securities until June
-30, 1978 in exchange for a guaranteed surpius cash flow during that period.

I might add that an update of my projection shows that the private-
sector portion of the portfolio of New 1;ork City’s retirement systems
actually declined from $7.35 billion as of December 31, 1974 to $7.29
billion as of December 31, 1977, or less than 1 percent and that the
city systems should have $480 million on surplus cash flow between
January 1, 1978 and June 30, 1978 in order to meet their obligation to
purchase $500 million of city securities by June 30, 1978.

In other words, the private sector portion of the portfolios of New
York City’s retirement systems as of June 30, 1978 will be roughly
99 percent of what it was as of December 31, 1974 immediately prior to
the systems having begun to invest heavily in city-related g:nper.

As regards cast flow, four of the city’s five actuarially funded sys-
tems have ample cash flow. As of December 31, 1977 the New York
City employees retirement system had assets of about $4.8 billion. I
project that this system will show a surplus cash flow in fiscal 1979
of $405 million.

The teacher’s retirement system, which has assets of $3.2 billion
shows a projected surplus cash flow of $290 million. The police pension
fund, with assets of?l.s billion shows a surplus cash flow—projected
surplus cash flow—of $150 million.

The board of education retirement system, with assets of about $200
million, shows a projected surplus cash flow of about $20 million.

Further projections done through fiscal year 1982 indicate that the
cash flow surplus should increase from year to year in each of the
above systems.

As regards the actuarial soundness of the four systems listed above,
I would like to read the following excerpt from the report of the pen-
sion task force of the mayors' management advisory board, that is, the
Shinn report. -

It should be emphasized that the existence of an unfunded accrued liability does
not necessarily mean the plan is underfunded. A responsibly funded plan will gshow

an unfunded accrued liability until the supplemental liability has been fully
amortized. If contributions are made in accordance with cost estimates based
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W assumptions, there fa, in fact, no underfunding for a continuing

Since contributions to the four above-named gystems are being made
pursuant to chapter 976 of New York State’s Laws of 1977 which en-
acted into law the recommendations in the Shinn report and since these
systems all have very favorable cash flow positions, these systems may
certainly be described as actuarialz:ound.

The fire department pension d was not covered by the afore-
mentioned legislation and does not have a projected favorable cash
flow position. The difficulty with respect to this pension fund is that
an actuarial issue and a collective-bargaining issue have become inter-
twined. Efforts are presently being @ to resolve this problem so that
the provisions of the Shinn legislation can be extended to the fire
fund as well. When this is done, that fund’s cash flow difficulties will
ge resolved and it, too, will be established on an actuarially sound

asis,

Thank you, Mr. Chairman.

Senator Bentsen. Thank you, very much.

Our remaining witness is Harrison J. Goldin, comptroller for the
city of New York.

STATEMENT OF HARRISON J. GOLDIN, COMPTROLLER, CITY OF
NEW YORK

Mr. GowpiN. Thank you very much, Mr. Chairman and Scnator
Moynihan.

I appreciate the opportunity to describe the condition of the New
York City employee retirement funds and the reason why these funds
and their trustees again require the attention and understanding of the
U.S. Congress.

As you are no doubt aware, the actuarial retirement. systems of the
city of New York consist of five separate systems, each with its own
assets and its own board of trustees. Four of these systems are for spe-
cific cate{gories o. employees: Policemen. firemen, teachers, and educa-
tion employees other than teachers. The fifth and largest system has a
membership of all other city employees, including tﬁ(e)';e who provide
such services as health care, sanitation, welfare, and transit.

The five systems had aggregate assets of $9.6 billion as of January 31,
1978, excluding the assets of the teachers variable annuity plan. Ag-
gregating the assets produces a total of some $10.75 billion.

e systems have combined memberships of more than 330,000 em-
ployees in the active category and 107,000 in the retired category. The
monthly pension checks sent to retirees and beneficiaries in a recent
month amounted to $72 million.

These pension checks go to retirees in just about every State in the
Union and to foreign countries as well. More than $8 million a month
goes to retirees in Florida and a fast-growing $10 million goes to re-
tirees in California.

The comptroller of the city of New York has several roles with re-
spect to the pension funds. One role is to serve as the trustee of the
various retirement systems, together with other trustees representing
the city government and the public employees. The voting procedures
are generally designed to insure that neither the government officials,
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acting as & bloc, nor the employee representatives, acting as a bloc,
can by themselves achieve passage of & motion without some support
from the other side, .

The comptroller’s second role is to act as the supervisory investment
manager of the ion fund assets through a d ion of suthority
by the trustees. The trustees as a group retain the power to approve
or disapprove all transactions. They select the money managers
who mage investment recommendations on a regular basis and who
direct the actual trading.

1t is widely known today that a significant percentage of pension
fund assets are invested in the city’s own securities, t is not so
widely known is that this condition is not a new one for the city of
New York.

In the earlz 1960’s, under comptrollers who preceded me in office,
the assets of the pension funds were invested twice as heavily as today
in city securities. In 1961, for example, when the total assets amounted
to $3 billion, some $1.9 billion or 66 percent, was invested in New
York City bonds, :

In the mid-sixties, there began a program to reduce the holdings
of New York City obligations. This was accompanied by heavier in-
vestments in corporate bonds and the beginnings of investments in
common stocks.

?i‘g’niﬁcant sales of city securities in the portfolios were programed
to reduce these holdings. That sale program was pursued aggressively
after I became comptroller in 1974 and was calculated to virtually
eliminate city securities from dport.folios entirely.

By 1974, the corporate bond share of the portfolio was up to 60
percent. Common stocks were 15.5 percent. Investments in the city’s
own securities were, at that time, down to about 5 percent.

When the fiscal crisis erugebzd- in 1975 shutting the city off from
public credit markets, I had been city comptroller for approximately
1 year. I participated in the planning which produced the new State
ncy, the Municipal Assistance Corp. for the city of New York,

ich was intended to serve as the financing agency for the city.
We soon learned that even the Municipal Assistance Corporation
could not command the amount of credit necessary to meet the city’s
huge needs for cash,

In the fall of 1975 when the State government itself ran into serious
<f:red}i1t roblems, the city and State came to the Federal Government

or help.

As an active particigant at the time, it is my clear recollection that
neither the city nor the State proposed or urged that the employee
pension funds become, in effect, the bankers and lending agents for
the city. No one had an interest in seeing the percentage of pension
{gg& holdings in city paper mount again toward the levels of the early

8.

Rather, the city and State at that time requested of the Federal
Government a simple program of loan guarantees or outright loans
if such were deemed ;;]referable by the administration and Congress.
A bill which would have authorized Federal loan guarantees was
a;;?roved by the House Committee on Banking, Finance and Urban
Affairs and was cleared for a vote by the Rules Committee. There was
?gn ?eciﬁ%s plan, to the best of my knowledge, for a tapping of pension

assets,

a8,
W
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. The Ford administration adopted & position in opposition to Federal
arantees of any kind. In the meantims, duri before the
Senate Committes on Banking, Housing, and Urban Affairs, spokes-
men for the city were asked repeatedly whhthe city did not turn for
rescue to its own employee pension funds. The charge was made that
the city was seeking what was called & Federal “bailout” while billions
of dollars in capital was going untouched in the form of pension fund
-assets. -

While some high officials sought to wash their hands of the city’s
crisis by pointing to the availability of pension funds, others were
actively proposing formal bankruptcy as the best solution.

Finally, as formal bankruptcy drew near in November of 1975, the
Federal administration agreed to provide limited seasonal financing
help but only as part of a complex and interdependent financing prac-
tice involving the city employee ion funds as major lenders in the
extraordinary amount of $2.53 billion over the next 3 years.

Now, in 1978, your subcommittee has asked me to comment on the
way in which thess loans were in the best interest of the city and the
pension funds. I am reminded of the Frenchman who was asked what
he did during the French Revolution, and he answered, “I survived.”

I was not in 1975, nor am I today, a proponent of the use of city
pension funds as central financing agents for the city. But when the
-only alternative to a certain course of action involves a high risk of
disaster, the certain course of action may become the only prudent
choice, whatever its other drawbacks may be.

Therefore when you ask me, in effect, what good has come of these
investments, I can only reply that the city has survived and the pension
funds have survived. .

Would they have survived without the investment programf I do
not know, and I believe further that nobody knows, or ever will know.
But prudent men in 1975, including duly-elected officials of the city and -
Sitate, joined and prodded bg high officials of the Federal administra-
tion and the Congress, decided that when the possible danger was so
great it entailed too high a risk to find out.

It was easy to assert at that time, and }[))erhaps equally easy to assert
todav, that the pension funds, despite whatever their degree of under-
funding, were safe and inviolate in the case of any city bankruptcy.
Perhaps this is the case, but it is hard to be abeolutely certain when the
prospect is one of a desolate, helpless, bankrupt, permanently crippled
city unable to maintain normal and essential operations, unable to con-
tinue the contributions to the pension funds which are now running at
the rate of $96 million a month,

The trustees of the pension systems were, in 1975 and remain today,
people of conscience and responsibility, chosen for their capacity to
provide leadership and make difficult decisions. They made the agoniz-
‘ing choice to assume a certain investment risk in order to forestall what
appeared to be the even greater risk of a calamitous collapse of the city
itself, and of its consequent potential effect on the solvency of the
pension systems themselves.

Although the city’s ultimate recovery, and even its ultimate survival,
are by no means assured at this point, the breathing space provided
by the financial agreement of 1975 has produced improvements and
reforms in the funding of the retirement systems.
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As James Brigham, Jr., stated yesterday before this committee,
major reforms in ion funding recommended by the commission
headed by Richard Shinn of Metropolitan Life Insurance Co., are
_be;& M"mpm‘ rod ; i derfunding of th

o im producing a serious un of the
fire department pension fund is now the object of intensive efforts
toward resolution. T

And so I conclude, Mr. Chairman, without turning my attention,
as I do in my formal statement, to your second majcr question which
asks me for an overview of the city’s financial condition, by refe
you to my formal statement snd to the reports which are submi
monthly by the city to the U.S. Department of the Treasury, by noting
that, although in the abstract it would have unquestionablge::ve been
preferable in 1975 for city financing requirements to have beéen met by
other sources, in view of the alternatives available then to the trustees
of the pension systems, they made a good faith and prudent judgment
consistent with facts then available to them and with their judgment
of future conditions that the status of the retirement systems was
inextricably intertwined with the viability of the city itself, and de-
termined to embark on the investment program which is the subject of
your oversight inquiry.

Thank you very much.

Senator BenTsEN. Mr. Goldin, I think you made as well-reasoned
a defense as could be made by the prowonents of the viewpoint of the
cltf of New York.

would ask that the members of the committee on the initial round
of questionin% limit their questions to 10 minutes.

Mr. Curtis

Senator Curris. I will yield my 10 minutes, because I did not get to
hear the testimony.

_ Senator BEnTsEN. Well, I think the answers may provoke some ques-
tions from you, Senator.

_ Let me say first, Mr. Schwartz, in arriving at your actuarial assump-
tions, what did you use for your investment yield{ I understand that
you updated the actuarial assumptions.

Mr. Scawartz. That is correct. We are presently using an invest-
ment assumption of 5.5 percent. '

Senator BEnTsEN. t is the yicld of the pension fund at the
present time? —

Mr. Scawarrz. It varies system by system. In teachers and the
board of education retirement system, it 18 up around 61;. New York
City employees—— _

_ Senator BenTsEN. That is current, overall yield on all of the secu-
rities, average yield

Mr. ScawarTtz. Correct.

%enator Bzxmz% 6&'; percent. th 1

r. ScawarTz. With respect to the teachers retirement system an
the board of education retirement

Senator BenTsen. All right.

. Mr. Scawartz. The New York City employees’ retirement system
is ubox:: 6 percent and under the police pension fund it is around 5.5
percen

These are the four systems where we have updated the assumptions.
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Senator BenTsen. Now, when you talk about your cash flow on your
projections, have you determined whether those cash ﬁomjections
are adequate for the entire period of holdings of city U

Mr. Scawagrz. Senator, when asked to do cash flow projections I
make it & practice not to go beyond 5 years simply because I do not
think anybody can make intelligent cash flow estimates once you
!)eyoln%d 5 years. There are just simply too many mponcfemb e8
involved.

I will say this, that for each of the next 5 years, the systems should
have surplus cash flows in each year of the general order of magni-
tude of between 8 and 10 percent of the assets. Beyond that—I t,
I make it a practice of not trying to agm)ject, simply because I feel there
are too many imponderables involv:

Senator BenTseN. Professor Schotland, I think I a with you .
that we are in a position in which there is little choice but to extend
Public Law 94-236. I think the objective, althoug?, must be to keep
as much discipline as we can on the city of New York and to try to
ses that we make these pension funds as secure as we can as early as
we can.

We had testimony yesterday concerning the balanced budget re-
quirement which was (ﬂ;lebed in the 1977 pension agreement because it
became superfluous. I cannot look on the question of a balanced budget
as becoming superfluous.

In addition to that, we are presented with what is, in effect, two sets
of books for the city of New York.

So I would very much agree that we ought to call for a balanced
budget in some reasonable period of time with commonly accepted
accounting procedures.

Mr. ScaHOTLAND. Senator, could I respond to part of that point?

Senator BENTSEN. Yes.

Mr. ScHOTLAND. It seems to me that calling the balanced budget
protective provision superfluous is asking the Federal taxpayer not
only to get into the situation to a greater extent than he has, and I
repeat that I think he must; but also to suspend all commonsense.

If it were superfluous, they would have simply certified as they were
required. They would not have taken the provision out. That is just-
doubletalk. .

Senator BenTsen. Mr. Goldin, would you submit for the hearing rec-
ord a copy of all the r‘:af)orts to the Treasury that you referred to in
your testimony. It would be helpful to this committee,

Mr. GoLpiN, Yes, of course, Senator. We will compile them all and
send them to the committee. _

Senator BENTSEN. Mr. Bigel, we cited yesterday a comment of city
officials—and I would like for you to comment on it—which obviously
reerrrecf1 to you and I would like your rebuttal, if there is to be one.

t said:

In meeting after meeting with fiscal officials, Jack Bigel, labor’s consultant,
has a favorite negotiating position. “Everything is related to everything else,”
he says, a remark city officials take to mean that if the pension funds are pressed

to accept large parts of unguaranteed bonds, they could reasonably demand a
more generous wage settlement in return.

1 The reports may be found in the committee's ofiicial files.
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Would you comment on that, pleaset : L.
Mr. BioeL. Well, I would rather comment, Mr. Chairman, than
rebut. First of all, there is no quotation in that article attached to

ang:lcu;nﬁ that T have ever said.

nd, I think that the record of what the labor leaders have done
over the last 3 years really answers the question. At no time have any of
the labor leaders, or I as their consultant, ever taken the position that
unless wage increases are instituted, that investments will not be made.

Let me cite the record. When we entered into the credit agreement
of November 26, 1975, I had just recommended and the unions had
agreed to a suspension of wage increases; when 65,000 people were in
the process of being laid off, we kept on making each and everyone of
our commitments. : :

When we negotiated no-cost contracts in 1976, concomitantly we
made the purchase that was in accordance with the seasonal a, ent.
At no timelfhave any of the laxr leadett,-;sh or Ifeverhgra;alglnéhed thg
weapon as if it were a weapon, the ibility of withholding any o
the purchases that have had to be mu&:).es d

There was only one time, Senator, when we did that and that was in
February 1977, At that time, we said to my distinguished colleague
at my left and to the members of the Emergency Financial Control
Board, we would not make the commitment due in March of 1977 be-
cause the city had no program to meet the requirements of the mora-
torium decision of our gtate court of ap

About 2 weeks later, the Secretary of the Treasury took identically
the same position that we took and, as a result of that—as a result of
that, Senator—the city and the unions, with the banks excluded, came
up with a program to meet the $983 million that was required by the
court of appeals’ decision.

I think the record speaks far louder than the statement in the
Weisman article.

Now, with respect to buying unguaranteed Hi;per. Senator, let me
say with all of the power at my command, I will not recommend that
any of the systems purchase any unguaranteed pa;lmr.

We have had no discussions with any city official or any official of
MAC or anybody elseleading anyone to the conclusion that, one, there
will be a purchase of unguaranteed paper and two, that the payment
for that is an increase.

I reject it categorically. It has never been said. As a matter of fact,
in recent meetings with the Secretary of Treasury, this staff, labor
leaders and myself, we advised the Secretary that we will not recom-
mend the purchase of unguaranteed paper with or without a wage
increase.

Senator BenTseN. Mr. Bigel, the trustees of a pension retirement
system also have the obligation of representing current members of
the union. Are they not faced with the conflicting objective, when it
comes to the question of working to increase the wage scale of the
current members, for the city that is faced with insolvency and, at the
same time })rotecting the beneficiaries of that pension system with the
security of the assets when it involves large sums of municipal
securities{

You talked to Professor Schotland about how you wished you could
look at the problem with more objectivity.
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Mr. Biger. No. I meant to say I wish I could oocupy his seat in the
ivory tower.

Senator Benteen. All right. '

Would it not be better to have, amongst those trustees, people who
did not have that kind of a conflicting objective '

Mr. BigeL. Senator, I had tried in my opening statement to describe
that the leaders of unions represent both their retired members and
their active members. .

Senator BentseN. But their objectives are not necessarily the same.

Mr. Bioen. The objectives are identical. As a matter of fact, the
needs—well, Senator, you asked me the question. Let me m\xgtiljemh
it. I do not seek to convince anyone. I can only give you the g
which is the distillation of my own experience.

It is my experience that 300-odd thousand people do a better collec-
tive bargaining t}lob and a better lobbying job in our State legislature
with respect to the problems that plague our pensioners the most. Now,
let me just describe what that is.

We do not have any escalators in our retirement system unlike the
Federal plan or many other plans throughout the country. We have
been campaigning for years to ‘%t an esca%a.bor for the pensioners.

I have to ask you a question. Will pensioners, who number, accordin
to Mr. Goldin’s figures, some 107,000—1I think it is probably e little bit
higher than that—many of whom are now distributed in other States.
For instance, we have about 16,000 people living in Florida. Are they
in a better position to represent their special interests, which is really
how to keegeapwe with the rise in inflation, are the unions, with their
active members and their retirees able to do it f

I can only point to the example of the United Mine Workers where
you see a union actively engaged in collective bargaining fighting both
for recent retirees and old retirees, and that, as I understand it, 18 one
of the grave issues in that major conflict, and I take my parallel that
active union members, knowing that they will be pensioners some day
are in a far better position to campaign actively to take advantage of
their combined strength to bring about some required than
pensioners who ma distributed throughout our State and 1n other
States throughout the union.

Senator BENTSEN. I personally do not think that the analogy is
appropriate, because we are discussing situations where you have &
question of possible fiscal insolvency by the parent, in effect.

I see that my time has expired, and I yield to the distinguished Sen-
ator from New York.

Senator Moy~1HAN. Thank you, Mr. Chairman.

Let me first welcome our witnesses. I would like to begin by an apol-
ogy, of sorts, to Mr. Bigel. I gave a paper at the White House Confer-
ence on Balanced Growth, and I spoke for the Northeast. And in that
paper, drawing on the Shinn Commission’s report, I remarked that the
pension funds of the city of New York were underfunded by the
amount of $8 billion, as Mr. Shinn re . »

And I have since learned from the testimony this mornin% of Mr.
Schwartz and perhaps more notably from Mr. Brigham yesterday that
flhis ishwithin the range of accepted practice. That is fine. I am glad to

ear that.

I know Mr. Bigel was very upset, because he told an awful lot of
people that he was very upset, and they told me.
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Mr. BigeL. That is true. . . .

Senator MoyytHAN. And I would like to discuss it here,

But now, a couple of points. First of all, I believe this may be, for
some of you, the first experience before the Finsnge Committee, We are
s committee of the Senate that has to do with mone mdweh;vedi
fairly chgerfu{&f:nnas sbout money, because if we do ngt we will
end up with a little embarrasement. B

I would like to know who works for whom here. Mr. Bigel remarked
to Mr. Schotland that we have the services of Professor Schotland. Ig
Professor Schotland a consultant

Mr. ScrorLAND. No, sir. I am sure that that was s reference only to
thefwtthatlwuspeshngatallthmnwtmng. .

Mr. Broer. That was & poqsibilitg in future, Senator Moynihan,
based on some of the remarks that Professor Schotland made which
threw some additional light or shadow over some positions that we
too

k.

Senator MoynraaN, Are you offering s mongtary reward to Mr.
Schotland .

Mr. ScaorLAND. I suspect that a more likely result of my testimony

ight be revocation of my Columbia Colle dgee. ' -

nator MoYNTHAN. Now, let’s be clear. ﬁr bwartz, you are the
:}cl:uqry for ;.he New York City pension funds, Are you an employee of
city, sir

Mr. Scawagrz. Well, on the one hand, I get 8 check every 8 weeks
that is signed by the comptroller and the finance administrator, but I
work for the boards of trustees of each of the five retirement systems
and, as I am sure yoy sre aware, each of these board of trusteee—

Senator MoYNTHAN. Do not be sure I am aware of anything.

Mr. ScuwarTz. Each of these board of trustees comprises both em-
ployer representatives and emgmeo representatives 3o, for example,
1n the largest system, the New City emfloyem retirement systém,
the board. of trustees comprises the board of estimates plus the heads
of the three largest unions whose members are covered by the New
York City retirement %slam.

In other words, DC 37— _

Senator MoynmaN. Right. Who pays your salaryt

- Mr. Scawartz. Well, once again, since I am the actuary of five differ-
ent retirement systems, my salary is apportioned, I am a part-time em-
ployee of several different retirement s{sbems. Part of my salary shows
up in the teachers retirement system budget, part of it in the police
deg:rtment budget and so on.

nator MoxNimaN. Is your salsry s matter of public record

Mr. Scawarrz. I guess it is.

Senator MoyN1aaN. Mr. Bigel, you are not a trustes!

Mr. Bigrr. No; I am mot, sir. I have sn sctuarial and an econpmic
consulting firm known as program planners——

Senator Moy~nHAN. Thigis the logo!

Mr. BiozL. Thet js the logo. )

' mrresent, many of the unions, practically all of the unions indi-
vidually and I am also the consultant to the Municipal Labor Com,
%uﬁ- I am-also.their obeerver on the Emergency Financial Control

oa -

Senator MoyNiHAN. Is your compensation a matter of public record ¢

Mr. BigeL. Just in my tax return.

26-728—78—8
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Senator MoynmaAN, That is not yet a public record.

Mr. BioeL. Well, then it is not a matter of public record.

Senator MoYN1HAN. I have one question, because I was struck by
your statement that the unions were not sure—I hope the difference is
that when you say they are not sure they want to see this bill renewed,
are you referring to the trustees or to the union leaders, or to whom ¢

r. GoLpiN, Meany of the union leaders are trustees of the systems.
For instance, in the city employces’ retirement system, the largest sys-
tem, the three union trustees specified by State law are Victor Gotbaum,
who is the head of District Council 37; Barry Feinstein, who is the
head of Teamster Local 287; and John Lane, who is the head of the
Transport Workers Union of America.

Senator MoYNIHAN. Are they the only trustees? .

Mr. Biger. No. Then there are—then the board of estimates sits as
trustees and they all h:ave separate votes. For instance, the comptroller
has one vote, the mayor’s representative has one vote, et cetera. )
" ‘Senator MoyntaAN. All right. Now, when {ou say “they,” whom
are you talking about # They in their different roles?

r. Biger. Everybody occu&ies different roles. The comptroller is
both the comptroller and; at the same time, a trustee. Gotbaum is a
labor leader at the same time he is a trustee.

When I said “they,” I was referring to the trustees of all the funds
who represent the unions.

Senator Moyn1HAN. You are saying, “they are not sure they want
this bill renewed.”

Mr. Bigew. I say that, Senator, because we have reached no determi-
nation that additional investments are prudent unless and until there
are full Federal guarantees.

Senator MoyN1HAN. But when you say that they are not sure they
want it renewed, it means they are not sure, but they would just as soon
seo the city of New York go bankrupt.

Mr. Biger. Now, you know, Senator, based on the record that that
would be an unfair conclusion since you know, as well as I, that the
sole banker for the city of New York for 8 years has been the unioms,
that these unions have given up over $636 million in wages and in

inge benefits, You know the record as well as I do. '

I do know that the pistol of bankruﬁbcy is being w. once again
and all ‘we are asking, if we are to make any additional investments,
is to have those investments guaranteed. And I do not think that is

too much to ask.

If you are asking me, will they make the investments in the absence
of guarantees, then I have to say to you, Senator, that they are per-
suaded by statements made by Professor échotlamf, by other actuaries
in the field. There is a subcommittee report pending in the House
Labor Committee which is extremely critical of these investments.

-They are persuaded by all of these criticisms, they take them to
heart. They also want to be sure that the assets will be fully protected.

I think that you would join with them in that feeling.

Senator MoynaAN. Not me. I would be terrified to be on one of
those boards. ‘

. I want to ask Professor Schotland just a guick question. My time
is running out, but we might come around for a second round. -
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It is not possible that a professor of law of Georgetown University
to come before this committee and say that, with respect to the city,
that the trustees represent only current employees and there is an
acute conflict of interest. . . .

That is & charge of gravity. Conflict of interest carries criminal
penalties, does it nott .

I am not saying that you make that su ion, but I, as a Senator
from the State oi New York, I cannot hear that and just say, aha,
that is interesting. . ) .

Mr. ScHOTLAND. Senator, I appreciate your seeing that I intended
it to be a statement of gravity. I did not intend and would by no
means agree that there ought to be criminal—indeed, I do not believe
there ought to be even civil liabilities—on these trustees, and under the
present law, I do not believe there could be—on these trustees for
what they have done. I entirely agree that they faced the gun and I
personally think they took the route they had to take. In 1975 they
got guarantees that the Treasury Secretary and New York got rid
of last summer and I want to know why, with the gun not around,
we cannot get guarantees now.

That is what I meant.

Senator MoyNmHAN. My time has expired, but we will come back
to this. Let me make clear I do not think anybody is guilty of any-
thix}g. I do not know. I am just trying to find out—

r. SCHOTLAND. Senator, I am trying to say that I believe you and
your colleagues in this boéy represent all of the United States, but
you aée not picked by all of the United States, you are picked by your
own State.

Similarly, the trustees are not picked by all of their constituencies,
and I reject the kind of 19th century paternalism which seems to me
to predate collective bargaining, that the employer will take care
of the employees and the current employees will take care of the
retirees. I do not see it. _

Senator BENTSEN. Senator Curtis? |

Senator Curris. One question to Mr. Schwartz. Have you updated
the mortality and salary scale assumptions of the plansg

Mr, ScewarTtz. In all of the five ‘yes. Basically, the afore-
mentioned recommendations of the Shinn report were apgroved
the board of trustees of each system and were enacted into law by the
State legislature in the 1977 legislative session.

Senator Curris. Could you supply those assumptions for the record

Mr. Scawarrz. Certainly. I could make a copy of the report right
here available to the committee.*

Senator Curris. Thank you.

That is all, Mr. Chairman.

. Senator BenTseN. Let me state that I think there has been a change.
in what happened in 1975. Public Law 94-236, which exempts the
city gg‘nsxon fund from certain IRS requirements, prohibits any
amendment to the 1975 pension agreement which would extend the
expiration date of the agreement beyond December 81, 1978,

And then the Ways and Means Committee report on this bill states,
on page 9, “An amendment of the agreement which im further
obligations on the plans or trusts after December 81, 1978, would have

*The report was made a part of the oficial committes files.
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the effect of extending the expiration date of the agreement and
t‘;x?ull;iil f"?t be considered a [:?g of the agreement for purposes of

ls s

Now, when you had a change in the maturity dates, I think you
brought that asbout and I believe that is a violation of it and it gives
me some concern.

Now, let me also comment concerning Mir. Brigham’s statement
of yesterday, He stated that the city now has an actual budget deficit
of about $1 billion, according to ganerally accepted accounting pro-
cedures. He also pledged that the budget would be in balance by 1982.

But then he added the rest of it to statement. He sajd in order
for New York City's budget to be balanced for the next 4 years, State
and Federal aid to that city must be inoreased by $500 million, Well,
that is a contingency that says that the State and the Federal Gov-
srnment are going to have to lncrease their assistance by $500 million.

Now, in spite of the great expertise snd influence of the distin-

ished Senator from New York on my n&t;t, and the other Senator

m New York, there is no assurance of that. That is talking about
:something in addition to what the city of New York does in trying
to achieve that budget. i ) -

I believe that in any continuation of Public Law 94238 we have
to arrive at some language for a balanced budget in a reagon-
able period of time, as was in the 1975 agreement under generally
accepted accounting procedures, ) ,

ould you comment on that, Mr. Goldin1 .

Mr. GoLoin, Yes; I would appreciate the o;;lportumt » Senator
Bentsen. I would point out to you that in 1975 the city’s bu was
out of balance on a current basis, using generally accepted accounting
Erinciples, less than $2 billion. Over the course of 3 years, about $1

illion of that deficit has been eliminated, X )

I would hope that it would hardly be surprising that, given the
essential services that are administered by the city, that it would not
have been considered in 1975 practicable for the full extent of reform
necessary to achieve a balance as defined by generally accepted
municipal wcountiﬁ%gtinciples to be achieved over 86 months, And
it is for that reason that the contemplation among all of the relevent
parties, city, State, Federal Government, financiers and bankers, was
that there would be the reform which has now been achieved to the
extent then mandated. N

_. Indeed, I think the Senators and the committee would be interested
to know that New York City is now one of the few municipalities
in the country in which it is Yrovided by law that there is independent
certification of its financial statements on an annual basis. And,
indeed, I am pleased to be able to advise you that in December, Peat,
Marwick, Mitchell & Co. advised the city that it knew of no reason
that it would be unable to certify unqualifiably the city’s financial
S Ehe ity's new pian, which has beem sub ted to the Treasury

city’s new plan, which has been submitted to the A
andeogoCongmandwothem,enviaim. completion of
reforms made necessary by accum practices over
s period of years within a last 4-year period. At the conclusion of
s e e b e
y generally accepted muni accoun! rinci wi ve
been eliminated. P T PrInCIPiS, :
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Now, that provides a very brief overview of where the city came

m, ;vhere?t is today, :31 where it is prepared to commit itself
by convenant to go under the new plan that it submitted. -

Senator BENTSEN. Mr. Goldin, I do not think it was sold to the
Congress that way. And perhaps we did not have as much study as
we should have had—in fact, I am convinced we did not in the
Senate, and that is one of the reasons for these hearings, =~~~

Now, I am also told that the city of New York is behind in its
contributions to some of thess plans, Is that information correct, or
not, and, if so, how did it come about?

Mr. GoLpiN. Let me address both points.

Respecting the information that was available to the Congress,
I wou?gcrespectfully urge that all data that was relevant and that
was requested ‘and, indeed, beyond what was xweq\uashedez7 was made
available to the administration and to the Co in 1975.

I think it important, however, to understand today that all of the
parties, the adminégtration, tltlf Congress, the city, the 'Smuf?mthe
commercial banks, the unions, the pension ) smkmg
independent advisors and analysts all mmnnsnstake in 1976 o.(xl:i
that mistake is easy to understand today. s

It was the assumption that if the reforms that were mandated in
connection with the action of the Congress in providing seasonal
loans were to be achieved to the extent required over 3 years that
although that would not constitute, it was understood, total an
complete reform, it would represent &rogrees sufficient and far reach-
ing enough to reassure creditors and thereby to cause the reopening of:
the public credit markets. . .

Last November of 1977 we learned empirically that that assumption.
was incorrect, that creditors will not be satisfied in extending publie-
credit with massive reform, no matter how far-reaching, that they-
are going to insist on compl’etion of reform, '

That 15 the reason that the new plan submitted by the city orr
January 20th contemplates that over a period of 4 years the finances
of the city of New York will have been totally reformed and that all
of the yet unresolved credit issues, which it was understood by all
g:rties in 1975 would have been partially resclved at this point, must

totally resolved on an integrated basis before credit markets will
reopen,

Now to the Senator’s second question respecting underfunding.
As the result of the Shinn Comm(ilssion report—— .

Senator BeEnsTEN. Now, I understand there is underfunding and
I understand the steps being taken to correct that and I further
understand that that is not an extraordinary situation across the
United States. But I am asking if you are behind in your pension
contribution.

Are you delinguent in the contributions as they were anticipated$

Mr. GoroiN, No, sir. As a function of State law, a lag is provided
for the payment of contributions by the city providing a period of
time in which updated data respecting the necessary level of contri-
butions can be computed. The city is current on its contributions, it
i8 not delinquent, but the lag that I have just described is provitied
in State law and perhaps Mr. Bigel will speak to that further?

Senator BenTseN. Is the lag being taken advantage oft
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Mr. Gorpin. No, sir. . ]

Mr. Biger. Senator, I think we are mixing up something, Mr.
Comptroller. -

The pension contributions bz the city are absolutely current. As
a matter of fact, if they were delinquent, it would be a violation of
the credit agreement of November 26, 1975. I do think I know where
the Senator may have derived that notion. .

Senator BENTSEN. I derived the notion from Secretary Blumenthal’s
statement. That is why I am asking,

Mr. Biger. No; it is wrong.

The contributions have always been current, however, the special
deputg comptroller for the State of New York yesterday indicated
that, by delaying pension contributions, the city could possibly meet
its short-term borrowing needs.

The only problem with that is that he represents the comptroller
of the State of New York which refused to participate in any way
whatsoever in keeg'ng the city solvent, That particular recommen-
dation was knocked down on January 11, 1978 in a meeting with the
mayor and there is no such possibility in the budget and pension
contributions are current and will remain current.

Senator BeENTsEN. But let me state—

Mr. BiceL. The 2-year lag has nothing to do with this. Contribu-
tions are estimated on the payroll of 2 years back, but that has nothing
to do with the current status of pension contributions. That 2-year lag
is a practice that began in 1921. It is a factor in every single pension
system throughout the State, and it really does not ﬁgure here.

Senator BeNTseN. There 15 a 2-year lag, now. Let’s be sure we un-
derstand what that 2-year lag is, because Secretary Blumenthal in his
testimony was talking about an accrued pension liability of 2 years that
had not been met. And I can understand we can have problems in
what an accrued pension liability is, so I want to understand exactly
whether this is a deviation from the funding that would normally have
been anticipated. , )

Mr. ScuwaRrTz. Senator, no way. Senator, what it simply signifies is
this. Right row, I am in the process of certifying the city’s contribu-
tions to its various retirement to be paid in fiscal year 1979,
Since I am presently in the middle of fiscal Xf" 1978, the last com-
plete g%al year with respect to which I have data of necessity is fiscal
year 1977, A - .

Consequently, the contribution to be made in fiscal year 1979 is
b;suegiﬁon the data as of fiscal year 1977, That is all the 2-year lag
signifies. ,

Senator Benrtsen. All right. .

Senator MoyxraaN. Mr. Chairman, I would like to return to this
question that Mr. Schotland has raised about the acute conflict of in-
terest. In my judgment, the Committee on Finance cannot hear this
proposition made without exploring it. .

Professor Schotland, s to that point. We have a panel here. This
is why we asked you all together, and I hope you would feel free to
comment on one another’s remarks. .

Mr. ScHoTLAND. Senator, I guess it is presumptuous of me to point
it out to this committee with lyl(;u as a member, but the easiest stick
to beat on an academic is that he is an academic. There is some value,
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perhaps, in academe that now and then and academic might raise a
question that others might not raise, like where are the Emperor’'s
clothes, or in this hearing, where are the pension fund safeguards?

I think it would be very illuminating, not only to talk about the
conflict, but to talk about why should not New York State give the pri-
mary guarantee! I have freot respect for Governor Carey but I do
not know that, as far as I can see, the mere fact that he haspens to
be running this year means that Federal taxpayers should be the
primary guarantor instead of the secondary: guarantor. .

Why should there not be, at most, a 10-year deadline on the maturi-
ties§ Why should there not be a commitment to shnnkmg:rmountg of
principle? Why should thers not be some reasonable number of retiree
representatives? ) .

think these are four pressing questions.

Mr. Biger. May I comment ? :

Senator MoyNTHAN. Please. L. .

Mr. Breer. On a conflict of interest question, it is kind of incongru-
ous that the professor singles out solely the New York City retirement
systems. The fact is that, throughout the 1 and breadth of this
land, wherever you do have pension plans, and that is in many, many
places—there are thousands upon thousands of plans, they are jointly
trusteed with an equal number of union trustees and an equal number
of management trustees, or, in some plans, ﬂmgve are unilaterally
trusteed solely by management, and I just think, Senator, that if we
are going to extend this, in law and in logic, then you are going to
have to legislate for all of the trustee structures in every single plan
in these United States.

Senator MoyNTHAN. Well, we do that sort of thing all the time,

Mr. Brozz.. But I think the professor ought to be consistent. Is that

what he is recommending ?
Mr. ScaorrAND, Yes; indeed it is, Senator. I am chairman of a
committee on conflict of interests which is bringing out a series of

studies on conflict of interest in finance under the aegis of the 20th
Century Fund, a foundation in New York City and, indeed, a
friend of New York City and we will, I believe—although it is not
final—be recommending precisely that. _

I think the difference, the reason why it mi%ht be pertinent to con-
%iﬁter fglus matter here, is that we are here talking about New York

ity, first. :

econd, take, as an analogy, fingerprinting. We do not fingerprint
everybody in the United States. Some people would like to, but fortu-
nately we do not do that yet.

‘We fingerprint either people who have some special kind of prob-
lem or some sort of status. '

_We have a special problem in conflict of interest in the New York
City—and, it may come to pass, the New York State pension fun
and that is why we have a more acute, in my opinion, I fear, potenti
abuse of the conflict there and therefore need more safeguards.

Mr. Broer. He has not established thati,lha has just alleged it. Now
he has alleged it twice, so it becomes a policy and a principle. He has
not indicated where the actual conflict of interests has taken place.

Nowhere in this proceeding, certainly, have I heard any show of
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proof that any action taken by the joint trustees, both management
and labor, have constituted a conflict of interests. o '

With res totheretixm?estion,Senator,Ithmk;cmreallyu
matter of the law of physits, who is gohxﬁito be stmn%vr in represent-
ing the interest of pensioners, a series of diffused people or the unions.
And here he and smht have a difference of opinion, but a conflict
has not been established, | . ' ,, o

Senator MoxTaAN. I think the comptroller asked to sma(ak

Mr. GorpIn. Yes, Senator and Mr. Chairman, I would like to speak
very briefly to the four points raised by Mr. Schotland.

o states that there is a special status or a special conflict or po-
tential for conflict in New York City and ultimately, perhaps, in
New York State. I would point out to him that that derives from
the fact of investment in New York City and New York State related
securities.

I went to lengths in my prepared remarks to note that those in-
vestments were not the idea of New York City or New York State
and did not originate with the trustees of the retirement systems. They
indeed were imposed upon the trustees in the retirement m, labor
and management as a precondition to the preservation of the soivency
of the city and because of the inevitable interrelationships between
the retirement systems and the city, having to do with funding and
];:.youts and related matters, to the solvency of the retirement systems
themselves. , :

And so, to pursue the tautology that the conflict of interests exists
because the investment has been made and that future investments
might be made because the trustees have a conflict of interests is to
ignore the fact that the potential conflict is. or could be, made to occur
because of the superimposition of the requirement by extérmnal forces
and the acknowledgment of the trustees that it would have not been
their. preferred route. : . .

Second, Profesior Schotland raises & point respecting the State
guarantee and was critical of Governor Carey and ascribed the plan
to his for reelection. I think that is unfair and inaccurate.

In point of fact, the plan of the ¢ity and the State-contemplates
that there would be coguarantees and thwt, indeed. the up-front guar-
antee would be that of the city or the State, rather, and not of the
Federal Government.

Also T would not want to take the time of this committee, unless
you wish me to do so, to desciibe the precariousness of the financial
condition of the State of New York as of 1975, the painstaking steps
to reestablish that financial position. and the clear adverse impact
that :ﬁaﬁnteé of $2 billion-plus of New York City secarities would
unquestionably have on the State of New York.
> Therefore, the proposal of the Goverhor is ot politically motivated
or connected but represents a prudent and careful ‘assessment 6f what
is in the best intefests, not ohly 6f New York City and New York
State and for him to have vroposed further guarantees by the State
wonld have been itre; ible. , ‘

Third. Professor Schotland emphasizes the importance of 10-year
maturities. Let me point out that one of the not-insignificant elements
that contributed materially to the Adverse budget situation of the city,

which was, in turn, a major factor in its near financial collapse was
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the historic practice of relatively short maturities in connection with
the sale of long-term debt and all knowledgeable, independent arbi-
ters have subsoquently been critical of the ity for having sold obli-
gations with relatively short matuntlesﬁhereby bunntl;.\“nf up interest
and principal payments that should have been &p out over &

Tn the interests of the vishility of the ity snd, in tha interests of
R A
Te t1 recominen: 8 18 tp unge
city re-resort toorﬁmcmdmd and dangerous practice which would call
into serious question the financial viability of the city itsalf and the
solvency of the pension systems. - . .

Fourth and last, respect.m& Professor Schotland’s major point,
which is & requirement that there be mandated a of time in
which, on & phased basis, city or city-related securities would have to
be sold, represents sn abstraction that is almost lsughsble. .

Obviously, if a market is recreated for city securities the &o&mon
systems would find it advantageous to sell those securities, UHe,
in all likelihood, given the enormous coupon which attaches to those
securities, in the event of & reestablishment of & public market, those
securities could: be resold at a premium and a handsome Yil;oﬁt. )

In the event that the market were not to be areated publicly for city
gecurities, to require that they be sold is to require that hgﬁ losges
be taken purposelessly, because now, as you wers told by Mr, Schwartz,
with the city paying principal and interest on those obligations on &
currant basis, the actual return to the retirement systems is handsome,
indeed, and compares favorably, no doubt, with any other funds
gimilarly situated thmnghoWUnitqd States. .

. And 80, whils I am respectful of Profeseor Schotlsnd's suggestions,
on close examination I fully urge upon _ ttee that
none of them can withstand scrutiny.

Senator MoyNIHAN. My time has expired. I would like to ea that
Mr. Schotland was ssked as to allegations with respect to con-
flict of interest, and perhaps if he would wish to do so in writing to
this committee, I know that I would very much like to sep them.

I do not want to.cut you off—and perhaps you would let me make
one statement, Mr. Chairman, and give Professor Schotland a chance
to respond. I would like to refer to the comptroller’s statement about
the enormous coupon. ‘

1s there a regional coupon ¥

_ Mr. Gororv. I think it depends on whether you come from the west
gide or not, Senator. ,

Senator Moy~NrHAN. If ever there is a commenta .ugon the kind of
ultimate incompetence of the government of New rYyov City it is that
we finally went bust. And who really made money ont o all those
good years, those go-go years# The rich, ¥ mean literally, filthy rich. I
mean we had to raise our interest rates and give tax-free money such
that anybody who was rich in New York is twioe as rich now as a
resul¢ of my cxlts’s aq! itg resources. The amount of tax-free
money—we sold tax-free bonds at 10 percent and 11 percent is

ring. ‘ -
*ﬁgmmustbea-hwsgmnst' that and if there is there ought
bobglmean,theﬁlthyﬁchh&vemdlyenjoyedmbmﬁgl;n

this ares of bonds,
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Tt is not the fault of those rich le that they are getting richer,
they can do it. They were against all the policies that led to bank-
ruptcy. However, this is the final irony only people who bene-
fited are the fo opposed to all of it. .

Mr. Schotland, you wanted to say something? - i

Mr. ScrorraND. Thank you, Senator. Thank you, Mr. Chairman.

I do not know why Mr. Bigel and the comptroller are beating on me,

. When I appear before this committee, as I have several times, on issues
‘involving the giant New York City banks, I know why they are beat-
ing on me. But I do not know what it is that T am sa.ymgm‘km {oday that
is 1n some way so far off. Let me point out the polar thi g the
comptroller has slid into. The question is not whether or not the funds
ought to invest——
nator BenTseN. I think next time we will try to see that you are
not outnumbered three toone, Mr. Schotland.

Mr. ScrnorLAND. Thank you. Thank you, Mr. Chairman.

The question is not investments or not. I am for the investments. I
do not see how anybody realistically can be against them.

The question is, what safeguardsf The question is not long maturi-
ties or short maturities. The question is, how lox¥?

It was not 10-year securities that got New York City into trouble.
We know what got New York City into trouble, it is these very short-
term notes.

May I read from the Ways and Means Committee report—there
was none from the Finance Committee because this was done by the
Senate, and I think rightly, with such speed that the Finance Com-
mittee never got this bill, and this is the first time this matter has
been looked at ; therefore, it is doubly important.

The Ways and Means Committee said, “the notes acquired by the

lans through exchanges and so forth, are to mature not later than
July 1, 1986.” They now have half a billion down to 1995 and they
have got around a billion beyond 1986.

I think some safeguards are called for. I think 17-year maturities
are abusive.

As to the lack of conflict of interest, what on earth was Public
Law 94-236 passed for? Why on earth was New York State law passed
exonerating the trustees? Because of my baseless allegations? Surely
not. It is because there is a real problem there.

Mr. Biger. I would like to assure Professor Schotland that I, of
course, have the greatest respect that I can muster upon this very
short acquaintance and I am sure that that respect and admiration
will grow upon maturity.

I have one———

Senator MoyNTHAN. By 1986 ¢

Mr. Braer. No; by 1896,

T have just one basic problem with Professor Schotland, because I
know we are going to leave here as friends and colleagues, and that is
that he has not really secured all the facts.

For instance, let me go back to the transaction of August 1977, to
which he has made some reference. I think that Professor Schotland
could have questioned some of us privately before this hearing about
that transaction. He could have contacted the Municipal Assistance -
Corporation, or our distinguished comptroller who is always available
to everybody in the city of New York, Mr. Schwartz, or myself.

-
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I would like to tell you about that transaction.

It all stemmed out of that court of appeals decision and so—IX
would like to describe it, but I think the professor makes these broad,
sweeping generalization without any show of £roof.

Now, we had $983 million in notes to individuals and about $1.1
billion and the court of appeals said to us, pay it off, and pay it off
like that. Now, frankly ator Moynihan, we did not have time to
consult with Professor échotla.nd, and so I will tell you what you did.

We raised that $983 million reall(f by scraping the barrel and the
court of appeals said that is fine, and they were paid off. And nobody
anticipated the $983 million, when we talk about that $2 billion deficit,
Jay, and then we had the $1.2 billion or the $1.1 billion, and we had:
some money in that, about $300 million. ‘

I raised the question at that time, Mr. Chairman, is this not a new
transaction? And Treasury finally advised us that this was really
covered under the credit agreement of November 26, 1975.

Now, what did we do then? We were frozen at a 6-percent rate of
interest by the moratorium passed by the State legislature. We turned
that in for 71/ -percent coupons—rate of interest, Senator Moynihan—
and we had to extend that.

But I have to tell you, Mr. Chairman, I am the strongest advocate of
the shortest term paper that I can ne%)tiate and a problem that I have
constantly had with Mr. Goldin is that he does not let me get away
with it. I even tried to negotiate a 8-year bond last year and he would
not let me do it because of the impact on the budget.

The fact is—I know he is right fiscally, the longer the life of the
bond, the easier the impact on the budget, and I think Professor Schot-
lanIdhhas to rub his nose in the dirt of those marketplace transactions
as I have.

I would be very happy to share all of the material that I have. He
has made some statements about the MAC offer that is not true, and
I brought—it is not factual—and I broulg!ht copies of that for the
record. But we would be very happy to work with Professor Schotland
in advance of hearings. It is not our intention to make headlines; it is
our intention to make ]ilzgress. '

Senator BENTSEN. Let me say, Professor Schotland, I will not
have to wait until 1996 to have respect for you. You have done a
distinguished job before this committee and you are a distinguished
professor at Georgetown University and well-versed in pension
matters.

We appreciate your testimony and so far as anyone having all the
solutions or being right on all of the facts, and being able to project
them in the future, we have just been advised by Mr. Goldin that the
testimony given before in 1975 turned out to be wrong, the assumptions
turned out to be wrong. ‘

So it is well that we have these diverse views as we try to weigh
what to do, a possible extension of this piece of legislation.

Now, we have another witness and the Senate will be convening at
12 p.m. (noon) and unless the Senator from New York has further
comments——

Senator Moy~NrHAN. I would like to thank you, Mr. Chairman, and
I would like to thank the panel. :

Senator BenTseN. Thank you. Thank you very much, gentlemen.

[The prepared statements of the preceding panel follow:]
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BTATEMENT oF Roy A. SCHoTLAND, PRorsseor or Law, GxonexTows UNIVERSITY

Despite the complexity of this financial problem, the facts proving four key
points are simple and clear. They show the need for four easlly implemented
safeguards in any bill extending P.X. 04-2396. C .

Point One. The Members of thia Committea have an unusual, perhaps unique,
obligation here. It isn’t often that protecting the purposes of i:_rovlsious glving
special tax treatment, rises to the level of moral duty. But the Internal Revenue
Code’s pension provisions exist because Congress decided to help assure retire-
ment security. Congrees included numerous safeguards, lest retivement security
be the facade behind which less worthy purposes were pursued. Central among
the safeguards are the provisions from which, in 1076, New York City's five
pension funds were temporarily exempted.

The true question before this Committee is not whether that exemption shall
continue at all, because some continuation seems unavoidable. The true question
is whether the Committee will go along with the weakening of protections which
were present when the exemption was first granted, but which in August 1077
were removed with our SBecretary of the Treasury—and I speak as a supporter
of this Administration—going along.

I will below specify the kinds of protective safeguards which must be attached
to any extension of the Public Law 94286 exemption.

If the old people are to be protected, no one will do it i£ this Committee does
not. The Treasury Department and Senate Banking Committee seem to se¢ this
problem of municipal bankruptey as an occasion for moral bankruptcy. They say,
don’t involve the federal taxpayer, let the New York pension funds carry the load.
Their position 18 certain to reduce the retirement security of these funds’ bene-
ficlaries; and it's likely to merely delay rather than avoid the hard truth that
if New York City cannot be brought aronnd, the Federal taxpayer is bound to
have to pick up the pleces. Congress’ Human Resources Committees, who share
with you the concern for retirement security, are not participants in the New
York City aid legislation.

Who will atand up for the thousands of old people whose retirement security
depends on those funds’ solvency?

Point Two. This Committee's moral obligation is acute because no one else is
protecting the pension fund beneficiaries. The trustees of the funds include no
Jepresentative of retired persons, only representatives of the City and of current
~mployees. The policemen’s fund has four separate representatives for the Patrol-
<men's Benevolent Association, plus one for the captains, another for the lieuten-
.ants, still another for the sergeants and yet another for the detectives. I am not
_joking, this is the composition of the fund’s board. The firemen’s fund is similarly
.constituted. But there 18 no room for even one voice for the retirees in any of
these funds!

The five City funds’ trustees have consistently sneccumbed to a severe conflict of
interest. They have not acted as trustees but instead, and here I quote Jack Bigel
(in an Op-BEd article he wrote in the New York Times one year ago, Feb. 2, 1977),
they have acted as “the leaders of the municipal unions, in their capacity as
trustees of the city’s five retirement systems.” “Everything is related to every-
thing else,” as he is saying in current negotiations. (New York Times, March 4,
1978, pp. 1, 9). Union leaders and trustees chosen by only current employees have
differing, even conflicting, interests as compared to the unrepresented retirees.

For the union leaders and current employees who do control the funds, current
awage boosts matter as much or more than the pension funds’ solvency. I request
the Chair's permission to insert into the record of this Hearing the excellent
front-page background article on the key role of the pension funds, and the con-
fliet of interest of their trustees, from the New York Times of Saturday, March 4.
" Can anyone question that if retiree representatives were on the fund boards,
gven though they would inevitably be only a minority, the retirees’ interests
wotild have heen more forcefully advocated, and the fuuds would have secured
tuller safeguards? .

The trustees have been protected from lability for dropping their fiduciary ob-
ligation, so they are free to use their trusteeships to advance the union leader-
ship's positions as individuals and the union's position in wage negotiations with
the City. I belleve the funds can continue to aid the City's fiscal crisis without
being supine. But only this Committee and the Ways and Means Committee can
assure safeguards against the insolvency supineness will bring.

Point Three. The trustees, having put their fiduclary obligations beneath their
pnion’s interests, have joined the rest of New York officlaldom in gimmicking
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dowu the solvency of the pension funds just as earlier the solvency of the City
itself was gimmicked down. Even after the 1975-8 crisis and bailout by the pen-
sion funds, the funds have been weakened in three critical ways. There has been
no public attention for these gimmicks, and the Treasury Secretary and Senate
Banking Committee act as if there had been no gimmickry. After the enormous
role of hidden gimmicks in destroying New York City’s fiscal soundness, that such
key people in Washington now go for gimmicks shows that the Law-:of the
Austro-Hungarian Generals is still followed: Carry on with the tactics of the
last war, we can only lose another one. .

In the opening paragraph of Public Law 94-288 enacting the three-year exemp-
tion, Congreses referred to the November 1975 agreement between the funds, the
City, MAG, and the banks. That agreement committed the pension funds to buying
about $2.5 billion of New York City and MAC debt, the sum which was needed by
the City but which no other sources would buy. That sum happened to represent
about 35 percent of the pension funds’ assets. Three important safeguards for the
funds were explicit in the 1975 agreement on which Congress explieitly relied in
passing the exemption from the Tax Code's safeguards, Each of these safeguards
wns deleted—and no substitutes were put into their place—last summer.

The 1975 Agreement's safeguards: (1) “At the time of any exchange, renewal
or purchase of City notes, the Mayor, Comptroller and State Bmergency Yinan-
cial Control Board would certify that the City’s budget is balanced.” This pro-
tected the funds from being kept on a sinking ghip as it went down. Since the
August 1977 revision, accepted by the Treasury Secretary, this provision is sim-
ply dropped. (2) Upon renewal or exchange of City notes, the new notes would
“be in a principal amount which shall be reduced annually.” This protected the
funds from remaining so fully exposed. This provision is elso missing since last
summer’s revision. (8) “The final maturiiy date” of any City note to be held by
the funds “shall not be later than July 1, 1086.” In a similar vein, the latest mas
turity date for MAC bonds was February 1, 1086, The shorter-term a security,
the lees the risk and the greater its marketability.

The Ways and Means Committee Report on Public Law 04— 2368 expressly noted
that “the amount of City notes the plans are required to hold . . . is gradually
reduced and phases out on July 1, 1986.” In fact, instead of the holdings being re-
duced, by June 30, 1978 the funds are bound to have $3,543.3 million in City and
MAC securities. And just as the amount of holdings has risen instead of falling,
the maturities have been lengthened. Although the Ways and Means Committee
relied an the 1986 deadline for City notes, the funds already hold §148.7 millicn
of such debt which does not come due unti} 1988-1991. In addition, $271.5 million
or 30 percent of the funds’ MAC debt comes due in 1992, and another $561 million
or 64 percent comes due in 1993. In stunning contrast, the latest maturity of the
$2.5 billion of City debt which the funds had to take under the November 1975
agreement, was November 1976! So much for the maturity date protection Con-
aress envisioned in passing Public Law 94-238.

Lengthening the maturities is a gimmick the public has not been told about, more
flim-flam worthy of the people who brought New York City to fiscal crisis. To
cap it off, the Senate Banking Committee and Treasury Secretary not only ignore
the loss of the 1975-8 commitments to reduce the funds’ risk, but have turned
things around by inventing an alleged commitment by the funds to hold in-
definitely at least 85 percent of fund assets in City and MAC debt, increasing by
$1.8 billion by 1982 these risky holdings, as the funds grow—unless they collapse,
as the firemen’s fund may this year, »

Already, the funds have suffered substantial 1osses and the beneficiaries’ re-
tirement sccurity has been worsened. I request the Chair’s permission to Insert
into the record of this Hearing & recent New York Times letter from the Prest-
dent of the New York Teachers Pension Association, William Withers (New
York Times, March 4, 1978).

If vested pension benefits are “too rich,” f.e. more favorable than are now
deemed appropriate, then if reduction is lawful at all it must be carried out
lawfully, not by subterfuge. And above all, in no event can the reduction go to
zero or below clearly appropriate levels, as is occurring by gimmicking the funds
toward insolvency, '

Last, Point Four. The incumbent Treasury Secretary has not only permitted
the pension funds protections to be seriously weakened although he had the
responsibility to preserve at least the protections Co. expressly relied upon
in alding New York in 1975-8. Worse, the Secretary is now pressing New York
omcul(:«l):nwto undermine their pension fund solvency even more than they believe
approp
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Last summer the Secretary defended allowing the funds to be burdened with
longer-term debt on the ground that the new debt would bear higher interest
rates and be more marketable, and so the funds would be able to reduce their
holdings of city and MAC debt. Now he proposes to burden the funds with in-
creased debt as well.

The Secretary now seeks a blank check from Congress to write Federal guaran-
tees. The proposal is still very fuszy but apparently gives little protection to
either the Federal taxpayer or the New York City pension beneficlary. The Fed-
eral guarantee seems wise because so necessary. But the Federal taxpayer need
not and therefore should not be the primary guarantor: Surely the primary
guarantor, for at least about half the securities guaranteed, should be New York
State. Making New York State the primary guarantor will help greatly to energize
local pressures for fiscal rebuilding. And if the Federal taxpayer were in the
proper role as only ultimate guarantor, then the pension funds could secure what
they must have: Ultimate Federal guarantees for all the risky local debt they
hold and throughout the period it is held. Felix Rohatyn says ‘“Surely fiscal
prudence does not limit ones investments to 100 percent federally guaranteed
bonds. (New York Times, § 4, p. 19, March 5, 1978.) But if the bonds are 8o risky
that they are being dumped into the pension funds to whatever extent no one
else will buy, then surely fiscal prudence demands for such investments nothing
iess than 100 percent ultimate Federal guarantees,

In offering the funds the lesser guarantees than prudence and fiduciary obliga-
tion require, the Secretary reportedly is showing less concern for the funds’ sol-
vency than are Mayor Koch and local officlaldom. (New York Times, Feb. 28,
1978.) Thus the old people dependent on these funds, increasingly victimized by
the conflict of interest of their trustees and New York City officials, instead of
getting help from the more neutral Federal Treasury, find only another set of
officials trying to push as much of the problem as possible onto the old people.

- In conclusion : What should be done?

1. Extend Public Law 94-286, but experience shows the wisdom of limiting
that exemption from Internal Revenue Code safeguards to maximum of three
yeara.

2. Bestore the protective provisions of the November 1975 agreement Congress
relied upon in passing Public Law 94-236, but this time put the protections into
the legislation itself lest the 1977 wipe-out be repeated: '(a) Assure, with appro-
priate dates, a balanced city budget certified by the EFCB. (b) Assure commit-
ment to steadily reducing the funds’ holdings of city and MAQC debt. If the city
cannot gradually restore its own solvency, then the funds as well as the city will
g0 bankrupt. The pension funds can be a temporary crutch for the city, but the
longer the crutch is leaned on the more certain it will break. (¢) For the same
reasons, assure a commitment to a limited maturity. Since 1988 was the farthest
maturity date envisioned when Public Law 94-236 was passed in 1976, and since
the Treasury Secretary has already allowed $981.2 million to be dumped on the
funds, with later maturity dates—$561 million down to 19951 submit the new
legislation should repeat the 10-year limit, i.e. 1988, excepting only the unduly
risky securities already improperly in place.

3. All state or local debt (including MAO or other agencies) Imposed on the
pension funds hereafter should be (a) primarily guaranteed by New York State
at least to a substantial extent, e.g. 50 percent; and (b) all such securities to be
guaranteed by the Federal Government secondarily, or primarily; only to a
limited extent. Both guarantees to operate only in favor of the pension funds, and
as long as such funds hold such securities.

4. In the effort to reduce gimmickry by making the players more accountable:
(a) Restore the 1975 practice of publishing in the Congressional Record any
amendments to the agreement of November 1975 (see Cong. Rec. pp. 821808-10,
Nov. 26, 1975). Include the securities’ maturity profile. (b) Require similar pub-
lication upon any change in the maturities, rates of interst, or other material
terms of state or local debt held by the pension funds. (¢) Instead of waiting to
have the Treasury Secretary notify the chairmen of this Committee and the
Ways and Means Committee of any amendments he is allowing in the peasion
funds’ agreement, the Committee should receive the proposed agreement as soon
as the Secretary does. :

One last recommendation of enormous importance although perhaps not for
enactment. Since the Federal taxpayer is “in,” and risks being “in” much more,
Federal representatives should insist that the city funds and the State raise the
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likelihood that the pension funds will stay solvent. One easy, crucial step: rea-
sonable repreeentation of retirees must be included on every pension fund board
involved in trying to rescue New York City.

[{New York Times, March ¢4, 1978)
. CrrY Fi1s0AL RerAIns PENSIONERS' BURDRN
To the Editor:

The use of the pension funds to solve the financial problems of New York City
results in certain side effects which may be as unexpected and pernicious as
those of certain “wonder” drugs.

For example, by June 80, 1876, the Teachers’ Retirement System hagd lost 168
million through the sale of non-city bonds to buy approximately $667 million of
city and M.A.C. securities. In other words, the teachers' pension fund was losing
28 cents on the average on every non-city security it sold and had to sell §1.42 of
its assets for every dollar it gave to the city. By June 80, 1976, none of these
losses had even been amo )

Another side effect is an intolerable burden loaded upon recent retirees indi-
vidually. In 1975, a person retiring from the city colleges or the school systems
had to walt about three months to receive his or her first pension check. In the
meantime, the new retirees could at least obtain estimates of the amounts they
would eventually receive. Now retirees are having to wait nine months for their
first pension checks, and they are not even able to obtain estimates of how much
they will receive.

This delay is causing some retirees acute financial difficulties. The reason
usually given for it is the reduction in the staff of the retirement system. It is
paid by the city, and has suffered reductions along with other types of city staff.
But failure to pay a retiree his pension for nine months, and without any interest
for the period of delay, obviously eases the financial burden of the city at the ex-
pense of prospective pensioners, who can i1l afford to bear this.

WILLIAM WITHERS, Presidens,
New York Teachers Pension Assooiation, Ino.

[New York Times, p. 1, March 4, 1978)
THE BLUMENTHAL 1LOAN PLAN: FIRM AND AMBIGUOUS

(By Steven R. Weisman)

ALBANY, March 8—In producing his plan to help New York City, Treasury
Secretary W. Michael Blumenthal has accepted the basic concept of what the
city wanted by calling for Federal guarantees for long-term—as opposed to
short term, or ‘“‘seasonal,” loans. But he has raised the possibility of imposing
conditions that the city and its partners—particularly the public employee pen-
sion systems—might find difficulty to meet.

What the Secretary did most of all in his testimony yesterday before a sub-
committee of the House Banking Committee was to leave deliberate ambiguities.

“He fuzzed it up,” said one official close to the fiscal negotiations.

Thus the greatest significance of the Blumenthal presentation is that it gives
an intentionally wide berth to the negotiations that must now ensue between
the city and its allies—the banks, the municipal labor unions—on the one hand,
and Congressional opponents of Federal aid on the other.

“I'm reminded of 1975, when we used to achieve our ‘monthly miracles’ rescu-
ing the city from default, and we all sat around beathing easily for about 24
hours before we had to start all over again,” said Felix G. Rohatyn, chairman of
the Municipal Assistance Corporation, who is now, as he was then, the primary
architect of the financing plans.

“With the Blumenthal proposal, we’'ve come a long way, but it’s really only the
beginning,” Mr. Rohatyn said.

According to a source close to the negotiations with Mr. Blumenthal over the
last few weeks, the Treasury Department had originally favored a tougher, more
explicit proposal for New York City and has sent it to the White House for final
approval. The White House, having a different sense of strategy, was said to have
persuaded the Treasury Department to make the proposal more vague.

The key aspect left unclear in Mr. Blumenthal’'s plan is the role of the munici-
pal employee pension funds. Mr. Blumenthal testified yesterday that the pension
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funds would mbly be the purchasers of'the $2 billion in federally guaranteed
bonds—essen the positionp supported by Mr. Reohatyn ditd the city.

Secretary Blumenthal is fully aware, however, that-Sénator William Proxmire,
the Wisconsin Democrat who opposes Federal aid to the city, thinks the pension
funds should take the $2 billion fn bonds without Federal guarantees. This the
pension funds have said they would refuse todo, .

Evidently ﬂ;l a concession to M&o Proxmire, Mr. Bt}:menthnl hlntel:l.onl:‘:t i:e::r
mid explicitly, that he'expected pension funds to accept some - e
aeauomthudb 133‘ an unguaranteed basis,” the mest pointed instance of his inten-

onal am ty.

Probably no question is more critical to the upcoming negotiations than what
sort of bond, or mixture of bonds, the pension systems would purchase. To under-
stand why, it is essential to remember that the pension funds are in effect con-
trolled by the municipal labor leaders.

THE INFLUENCE OF WAGE TALXS

Although the decisions on pension lending are officially governed by “fduciary”
considerations, they are thiis inevitably influenced by what the unlotis want in
their upcoming wage negotiations with Mayor Koch,

In meeting after meeting with fiscal officlals, Yack Bigel, the labor unions, con-
sultant and key étratégist, has a favorite negotiating position. “Everything 1s re-
lated to everyt else,” hie says—an oracular remark ¢ity officlals take to mean
that if the pension funds are pressed to accept large parts of unguaranteed bonds,
they could reasonsbly demand a more generous wage settlement in return.

“Sometimes when I hear Jack say he he can't buy any more bonds, I hear a
little bit of, ‘Please, please, don't throw me into the briar pateh,’ ” sald a state
officlal who has negotiated with Mr, Bigel. Acco to this view, Mr. Bigel
and the pension funds know that they will inevitably have to buy some unguar-
anteed bonds, if only to placate Sendator Proxmire to get a final agreement on
a city rescue package, rid that they might as well make the most of this neces-
sity in advance.

For the same reason, Mayor Koch has strongly pressed Secretary Blumenthal
not to require that the pension funds buy unguaranteed bonds. He nunderstands
that the pressure to meet such a fequirement by granting wage increases would
be huge, and unbearibly so for a man whose election victory echoed with prom-
ises of toughness at the bargaining table.

In formulating his ;;mpoaal. Mr. Blumenthal was thus caught between the
New Yorkers and Mr. ire. He solved the problém by ledving his options
open and hopieg that a future negotinted settlement with the unions, the burden
of which would be on the city, would ease the way toward a solution. _

“Treasury knows that Proxmire {s not moving one inch until the labor nego-
tiations are over,” said a senior city official. ‘““To firm up his proposal now serves
no useful purpose. Blumenthal is hoping We édhn:get the unions to show some
restraint and cooperation. The we go back to Proxmire, so he can say, ‘Ah,
here is something new that you didn’t tell me before,’ and maybe chinge his

position.”
WHY THE $2 BILLION FIGURE

Of the city’'s §5 billion in long-term borrowing needs in the next four years,
Mr. Rohatyn and Mr. Koch have projected that all but $§ billion can -be raised:
from public bond offerings, or from the major commercial banks. This is why
the current debate has focused on the $2 billion, and on whether it should be
purchased by the pension funds with or without guarantees.

There js certainly no question that the pension funds could buy nonguaranteed
securities if they wanted, as Mr. Proxmire demands. 8imply to maintain their
holdings of city and M.A.C. bonds at their current 85 percent level in the next
four years, as the Wisconsin Senator has pointed out, the funds would have to
buy more than the $2 billion for which guarantees are being sought.

But there is a serious question whether a fiduclary—a pension-fund trustee—
could properly buy such eecurities in the absence of some wort of Federal par-
ticipation to minimize the risk involved. This is 2 point that is made not only
by the union leaders, but also by the New York City Comptroller, Harrison J.
Goldin. The 8tate Comptroiler, Arthur Levitt, makes the same point for the state
pension funds. )

Just as Mr. Blumenthal's suggests the possibility of pension-fund participation
“on an unguaranteed basis,” the pension-trustee position raises the poseibility of
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a mixture of guaranteed and nonguaranteed bonds. That, at any rate, is the hope
of the people who will be negotiating with them in the months ahead.

There is one final reason why supporting Federal guarantees for bonds carried
by the pension funds is an attractive approach by the city and its supporters.
Many members of Congress are worried that securities that are guarahteed by
the Federal Government would compete unfairly with other goverument secu-
rities in the marketplace. Selling the guaranteed bonds to the pension funds at
Jeast avolds setting what these critics see as a bad precedent. The ¢ity's drama
moves out of Washington now, right to the labor bargaining table,

STATEMENXT OF JACK Bioxi, CONSULTANT TO THE
MuNICIPAL LABoR COMMITIER

INTRODUCTION

The Trustees of the New York Oity retirement systems are again being asked
to commit billions of dollars of fund assets to the purchase of and reinvestment
in city bonds.

The Trustees of the New York City retirement systems have refused to com-
mit to further investments in New York City bonds but the calls for further
financial participation have not abated.

The Mayor of New York City, Mr. Koch, initially called for the penslon funds
to png:hm $000 millions {n new investments and the roll-over of maturing
secur!ties.

The Mayor also called for delays-in city contributions to the pension funds,
which constitutes short-term loans to the city, but later wiwthdrew the

The Senate Banking Committee has called on the pension funds to invest
$1,300 millions in new city bonds and to roll-over maturing securities.

The fact that the pension fund Trustees have already agreed to invest $2,530
millions in city bonds between December, 1975 and June, 1978, it i8 not contra-
dictory, or inconsistent with, their refusal of further participation in the financ-
ing of New York OCity.

A review of the background leading up to the November, 1975 agreement will
demonstrate that the agreement guaranteed the survival of both the city and
its retirement systems : without the November, 1975 agreement, each would have
collapsed.

Prior to November, 1973, the fiduciary responsibilities of New York City retire-
ment systein trustees were expiored in depth among themselves and with their
attorneys. The classical concept holds that trustees of the retirement system
and/or plan must protect the integrity of its assets; moreover, their primary
responsibility is to all participants and beneficiaries of the plan.

In evaluating the responsibilities, the trustees were first concerned with the
protection of both retired members as well as those members who would rotlre
it New York City were to declare bankruptey.

As of June 30, 1974, 71,267 New York City retirement system members were
eligibll)e t<1> retire. The number of members eligible for retirement are summarized
in Table 1.

The concept of fiduciary responsibility was appHed in the most literal sense
in conjunction with a data base consisting of the assets, labilities and payment
obligations of the five New York City retirement systems.

TABLE 1.—NUMBER OF CITY EMPLOYEES ELIGIBLE FOR RETIREMENT~—VALUATION DATE, SUNE 30, 1974

Number oiigible 83
Retirement system Eligibility requirements for service retirements of June 30, 1974
gzin ................. my;ndmmum — 4,8‘3 O
T T " S,
Toachers. ... 25 years of service and age 55, of age 55 regardiess of service.. &}égi g
(4) NYCERS:
CPP-ISF... do. 3‘9% O
.............. 20 years of service regardiess of !

Pouu(andlury) ............ ' [ S, 2 ................... - m
............ .- 20 ysars of service and o.g —eoeen 8,3008

) Boudol £duution......--.. mnluuuhu CPP (NYCERS). ..cccaeeenanaa - 1, 000

" Note.—Total sligible=(8)-+-b)-H(d-HN-HOHO-HH-U) 71,262,
26-728—178——9
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The trustees were faced with two alternatives in November, 1975. They could
invest or not invest in city bonds. Illustrated in table 2 are the consequences of not
investing: City bankruptcy, no employer contributions in futuro; and only the
gystems’ aseets available for investment to meet current and future obligation.

Table 2 was developed taking into account the market rather than the book
value of the assets, since assets would have to be liquidated in order to pay current
and future benefits. In addition, of the $7.7 billion assets, some $1.5 billion rep-
resents the accumulated contributions of the employees themselves. Under law,
employees would be able to withdraw about half of that total amount from the
retirement systems. In the event of a bankruptcy, it must be assumed that em-
ployees will need any and every source of income available to them. This would
also include the actual retirement of the 71,000 eligibles shown in table 1.

Table 2.—Impact of Default On The Five Retircment System For The Fiscal Year

1975/1976
Assets: Millions
Book value - - 87,728
Market value' ... .. 5, 8318
Value net of employee withdrawals__. — 4, 565
Income:
Employca contributions_ oo _o__ - - - 0
Investment iNCOME@ano . e 250
Total income - - 250
Disbursements: -
Annual benefit payments including death benefits® 980
Net annual deficit — 780

1 Estimated by the Comptrollers O

? Assuming retirement of alil ellziblec (See appendix A).

This demonstration shows that the retirement systems would generate an an-
nual deficit of $730 millions. At that rate, the retirement systems would exhaust
+r.eir entire assets in a matter of about eight years, at the maximum, and all pay-
mc::ts to all retirees and beneficiaries would thereafter cease.

Thne second alternative, shown in table 3, illustrates the impact on the distribu-
tion of assets of the retirement systems assuming investment in New York City
and/or MAQC securities over the next three fiscal years.

The assumptions underlying this exhibit, were as follows:

The yield on the New York City securities would be approximately 9 percent,
considerably higher than the systems’ overall rate of investment return.

The contribution of over $3.5 billions by the City through 1977/78 would make
it possible to purchase these securities with a minimum liquidation of present

holdings.
Table 8 shows that the projected experience over the three years of the fiscal

crisis.

With employer contributions continuing, employee contributions would also
continue and total an estimated $606 million.

Investment income would generate an estimated $1.06 billion over the three
year period.

During this period retirement benefits and other payments to members would
total $3.665 billions.

The systems would in short, show an increase in assets of $2.8 billion during
those three years after meeting all obligations.

Table 3 also shows the ratio of MAQ/City bond investments to total assets for
each year of the fiscal plan. The change in this ratio would increase from 17.9
percent in 1975/1976 to 32.83 percent in 1977/1978.

The data presented in the foregoing tables were available to trustees, the chief
actuary and investment advisors of the various systems by November 24, 1975.

On that date, the boards of trustees met and approved participation in the fiscal
packege which averted default.

There is no doubt that participation was motivated by the objective of main-
taining the solvency and integrity of the systems, thereby enabling the trustees to
discharge their obligation to all participants and beneficiaries,
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TABLE 3.—PROJECTION OF PURCHASES OF NEW YORK CITY AND MAGC SECURITIES
[Oollar amounts in miltions]

e T TR

Assats, Doginning of YOur. ... . o.oceeeaccicaccacccececoicenncnans $7.725 $8, M8 $9,145
Em COMITIDULIONS L. .o o oeeceeeneceneccecracercencsaccssnsnnes 1,021 1,240 1,365
m‘;m contributions 3. -0 TIoIITT I 23 '232 ]
favestment incOmed.........cocueemeccucecccncccoccscncocssansnccas 450 560 650
TO) INCOME. . ..cccveerenracnneancecneocvesessanrscssscanes 1,703 2,032 2,207
Benefitand other paymentss. ... ..o oenenrniicicrrecccennrancnes 1,080 1,235 1,350
Net addition 80 888 . oo oeeonoeeciirccccaccscnsonnnes 623 o <))
Assets, end of year. - 8 U8 9,145 10, 042
New York City and MAC securities owned st Nov. 30, 1875............. 967 1,497 Pl
N rchases from net addition to assets 1, 1975 to June 30, 1976,
o e from et addition b sssets (Do 1, 197510 Jume n0uwe. 530 1,087 500
Purchass from saleof assets. . ..o annecenmnrcnccncnccccnnecnnen 203 0
Tota! additions of such securities cemeemecreseamenene 5% 1,250 500
New York City® and MAC securities owned at end of year_....... 1,497 2,107 3247
Ratio of total assets Invested in New York City and Mac securities
(POICONY)...ccecucecnreccccccccocccnccrcccoransosnasannnn 179.9 .0 213

*includes URN securities.
Note: see sppendix for footnotes.

By virtue of entering into the November, 1975 agreement, the trustees insured
that empoyer contributions would continue to flow into their retirement systems.
They insured that pension and other benefits would continue to be paid to their
members.

In short, the November, 1975 agreement represented an unprecedented exercise
in trustee responsibility, because elements of that agreement stand in counter-
point to rigid, and staid interpretation of actuarial practices.

In the judgment of the trustees, it was wholly possible that New York City
would still go into default or bankruptcy. However, in the event of a declaration of
default or bankruptcy, which would render New York City bonds valueless, the
Trustees would have markedly increased the pension fund assets available for the
payment of benefits to both active and retired pension fund members.

Assets Available For Benefit Payments®

Millions

November 1975 $4 465
June 1978. 6, 250
Increase ... 1,785

1 Assuming New York City securities have no value.

OTHER REQUESTS FOR PENSBION FUND INVESTMENTS

The commitment of $2,5630 millions in bond purchases by the pension funds
represented the only new financing available to the city between December, 1075
and June, 1978.

The fact that the trustees agreed to the purchase agreement simply led to
further demands that the pension funds invest even more pension fund assets
in city or M.A.C. bonds.

In November, 1976, the New York State Court of Appeals ruled that a mora-
torium on the redemption of short-term city securities was unconstitutional. As
a consequence of that decision, the city was required to raise $883 million"
withi;r: three-month period in order to redeem the notes that had been in
moratorium,
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An immediate call went out to the pension funds to lend the city the $063
millions necessary for the note redemptions.
- The pension fund trustees refused the request.

The basis for their refusal lay in the single fact that further investments, if
they subsequently became valueless, would diminish the pension fund assets
available to pay benefits.

The pension fund trustees did, however, use their offices and abilities to co-
operate with the city and M.A.C. in the development of a plan to finance the
redemption of moratorium notes and that redemption was successfully made
between February and August of 1977.

STATUS OF THE PENSION FUNDS AT JUNE 80, 1978

New York City currently faces a situation, on July, 1978, where it will have
neither short-term nor long-term financing available,

The possibility of A New York City bankraptcy is real and the probability of"
bankruptcy appears to be greater than at any time during the past four years.

In November, 1975, the pension fund trustee were satisfied that their com-
mitment to purchase $2,530 millions in ctty bonds would provide New York City
with the resources to survive to June 30, 1978. Such survival meant that the:
net assets of the pension funds available for benefit payments would increase.

The correctness of the decision of the pension fund trustees to purchase city
bonds is confirmed by the exercise contained in Table 4.

Table 4 shows that, if the city goes into bankruptcy on July 1, 1978, pension
fund assets will be sufficlent to pay benefits through 1984, or 4 years longer:
than if the city had gone into bankruptcy in November, 1975.

Furthermore, the pension fund trustees are not satisfied that the further-
investment of pension fund assets in city bonds is in the best interests of pension
fund members.

The city has presented a four-year financial plan that is the basis for de--
veloping the financing needs of the city.

TABLE 4,—{MPACT OF DEFAULT IN JULY 1978, ON THE 5 NEW YORK CITY RETIREMENT SYSTEMS
[in millions of doltars)

1978-79 1979-80 1900-81 1981-32 1982-83 1963-84 198485

SO ' 6
Ndmrklt‘nluodMWnn!ng “'33553 5500 4,61 3.52“79 Z,ga I.G%g 5%,

In e eremnevenesmnnonne 30 20
Totsl. ... ceecnee 700 810 870 85 16 545
m#mm-.-.-------.......--- %200 %:mo ::ZN %% - %:zoo tzoo 1,200
Market valve of sssets, end. ... 5, 500 4,610 3670 2,678 1,625 816  3(6%5)-

:Muumw by the actuary of the New York City retirement systems.

The pension fund trustees are not satisfied that the city can accurately project
all of the negative events that can take place in the course of four years. For-
example, a decrease of only 5 percent in real estate tax collections represents
a $150 million loss of income; or, the termination or contractions of C.E.T.A.
programs can have an enormous negative impact on the city’s budget.

The pension fund trustees recognized that it was wholly possible that {ts.
$2.280 million in city bonds would be worthless on. June 80, 1878, but, even
with that worthless paper, active and retired pension fund members would
be better-protected. o

If required to purchase new city bonds on the scale proposed by the Senate-
Banking Committee, the pension funds would hold $3.580 million of bonds.
If $3,5680 million in bonds became worthless, the Trustees are not satisfied that-
pension fund members are best-protected.

The pension fund trustees are not satisfied that the totality of the city's
financing needs during the next four years can be adequately met by the cur-
rent proposals, or that no further demands will be made upon the trustees:
during the next four years under an imminent threat of default or bankruptcy. .
Tables 8§ and 6 show that no major municipal or state retirement system holds-
‘bonds issued either by the sponsoring political entity or by any other municpal’
or state government. In contrast, 85 percent of New York City pension fund’
assets are in New York City or related securities.
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THE SHINN REPORT

?e Ne;d?ork Olity retirement systems have heen widely criticized as belng
wunderfun

In fact, the New York City retirement systems are among the more soundly-
financed retirement systems {n either the public or the private sectar,

In 1975, New York City Mayor Abraham Beame appointed a Mayar's Mansge-
.ment Advisory Board, chaired by Mr. Richard Shinn, President of the Metro-
politan Life Insurance Company. The Board, In August, 1975, appointed a Pen-
.sion Task Force to examine the New York City pension funds and make recom-
.mendations to improve their sonndness.

In April 1076, the Board released the report of its Pension Thsk Force; that
report concluded that the tnndn were actuarlally sound, even though long out-
dated mortality tables were belng the pension funds.

“A comparison of the estimated uab ty tor retirees based on the present and
proposed assumptions indicates that the variation between the two falls within
a 10 percent range. This is primarily due to the ecompensating effect of a con-
.servative interest rate; i.e. 4 percent, and an inconservative mortality table.
‘Despite this offsetting relatlonship. revision of the actuarial sssumptions is
"being proposed to reflect the up-to-datn experience with respect to both interest
rrate earned and mortality assumptions.”

In analyzing the level of funding, or the depth of funding, the Pension Task
Force compared the assets of the following pension funds to their total accrued
liabilities (assets on hand compared to all benefits earned by active and retired

‘members to date).
Ratio of Assets To Aocrued Liabilities

Plan: Peroens
N.Y.C.—all gystems 53
N.Y.S.—all aystems.... - 81
T.S. Civil Service 22
General Motors —— 51
Union Carbide 61
Metropolitan Life______ , 100
Consolidated Edison. 24

Clearly, the New York City pension funds compare well in the above table.

In addition, the same comparison has been expanded by Program Planners, Inc.
-to include a large number of private sector plans. The following table shows the
‘ratio of assets to accured liabilities for private pension plans.

Table 1 shows that the New York Oity pension funds are as well-funded as
-many private sector pension plans.

With respect to public sector pension plans, the United States Civil Service
plan publishes data which can be used in a comparison with the New York City
-pension funds.

The New York City pension funds pay off past service liabilities over 40 years,
:a schedule which is permitted by E.R.1.8.A.

TABLE 1.—COMPARISON OF ASSETS TO ACCRUED LIABILITIES OF PRIVATE SECTOR PENSION PLANS
[Dollar amounts in milfions]

Totsl accrued Lovel of fundi

Pension plae Uabikitios Avsots " lparceet
AN08 CROMICH .« o oo ee oo oeeeeemmeeme e emmmnn - $552 1 o
S —— T om @ =

merican Motors. ... ..ceccmeencncnan -

Armco Steel .. - = ot 1,24 50 53
Bendix Cotp.... - g & 53
BuddCo. .. e eecane 48

ilar Tractor. ... 1,750 1,000 51
£ durcnt s S a
o s SIS, S
P.P.G Iadustiien o - - g g 59
Ropublic Steel ... .. 1, 4
Reynolds Metels__ 1
Yextron. .- . }
TRW.. ... A 55
Usiroyai - - _ 25

Source: 1977 Unfunded Peasion Lisbilities Investiors Managemest Services Institutional Investor,
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The United States Civil S8ervice plan does not pay off its past service liabilities
and does not even make a full payment toward the interest that accures on the
past service liability. (Since a pension plan assumes that assets will earn income-
and since past service payments should be made to the plan and are thereafter
assumed to earn interest, the failure to pay past service liabilities precludes in-
terest earnings and, as a result, the past service liability grows, instead of
diminishes, every year).

The past service liability of the United States Civil S8ervice pension plan has
grown by $44.4 billlon between 1970 and 1975 and will continune to grow.

In contrast, the New York City pension funds are making regular annual pay-
ments to its pension funds in order to reduce and, after 40 years, eliminate its.

past service lHability.
TABLE 2.—@Qrowth in Unfunded Past Service Idiability of the U.8.0.8. Retirement
- Bystem
{Dollar amounts in billions]}

Unfunded past service liability :
June 30, 1970. $52. 8
June 30, 1975 $07.2
Increase - - $44.4
Percent increase - +84

The New York City pension funds have sufficient assets to pay benefits to allt
becurrently retired members with excess assets to finance benefits of active mem-

TS,

The United States Civil Service plan has only $34.4 billions in assets while its
Hability for benefit payments to retirees is approximately $49.5 billions. In other
words, the United States Civil Service plan cannot pay all current retirees the
benefits that are due them.

An actuarial valuation of the United States Civil Service Plan, reported in
1975, showed that if the United States Civil Service pension plan financed its bene-
fits on the same basis as the New York City pension funds, then the pension
cost of the Federal Government would increase from $4.08 billions to $17.80 bil-
lons, an increase of 338 percent.

TABLE 3,—COMPARISON OF ASSETS TO CERTAIN LIABILITIES: U.S. CIVIL SERVICE
AND NEW YORK CITY RETIREMENT SYSTEMS

{In billions of dollars]
Uw NNch:;k’
Raaats 1o 1001008, oo " Ve 78
Scl‘l!pp.l;l;:::::::::::::::::::::::” - o= “.‘f. """""" 29
1At June 30, 1974, )

Note: The U.S, clvusﬂvieonﬁrmntwmmmdrodasl‘;':‘zoo.wo,om increase In assets in order to have enou;
funds on hand to pay all current pensioners. The New York Civil City retirement system had enough assets on hand
pay all current and had $2,900,000,000 on hand to offset the sccrued lisbilities of active members,

Federal Government coniributions to U.8. Civil Service Pension Plan

Basic For Pension Cost Calculation:
Billions

Actual $4. 06-
NYO assumptions ; 17. 80
Increase 18. 74

- The increased pension cost of $17.8 billion is equivalent to 10 percent of 1976:
Federal personal income tax collections or 80 percent of corporate tax collections..
The preceding comparisons and illustrations demonstrate that New York City
mﬂgx funds are as well-funded as, if not better-funded than other public and
vate plans.
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The adoption of updated actuarial assumptions, as recommended by the Mayor's
t Advisory Board, will assure the continued sound financing of the
New York City Pension Funds.

————

S7aTEMENT 3Y NEW York Crry Courraorizs Hazxmsox J. Gowoin

I appreciate the opg:tunltw to describe the condition of the New York Oity
employee retirement ds and the reasons why these funds and their trustees
again require the attention and understanding of the United Btates Congress.

‘As you are no doubt aware, the actuarial retirement aystems of the city of
New York consist of five separate systems, each with its own assets and its own
Board of Trustees. Four of the systems are for specific categories of employees:
policemen, firemen, teachers and education employees other than teachers. The
fifth and largest system has & membership of all other city employees, including
those who provide such services as health care, sanitation, welfare and transit,

The five systems had aggregate assets of $0.6 billion as of January 81, 1978.
They have combined memberships of more than 880,000 employees in the active
category and 107,000 in the retired category. The monthly pension checks sent
to retirees and beneficlaries in a recent month amounted to $72 million.

These pension checks go to retirees in just about every state in the Union and
to foreign countries as well. More than $8 million a month goes to retirees in
Florida and a fast-growing $1 million goes to retirees in California.

The Comptroller of the city of New York has several roles with respect to
the pension funds. One role is to serve as a trustee of the various retirement
systems, together with other trustees representing the city government and the
public employees. The voting procedures are generally designed to insure that
neither the government officials, acting as a bloe, nor the employee representa-
tives, acting as a bloc, can by themselves achieve passage of a motion without
some support from the other side.

The Comptroller's second role is to act as the supervisory investment manager
of the pension fund assets through a delegation of authority by the trustees. The
trustees as a group retain the power to approve or disapprove all transactions.
They also select the money managers who make investment recommendations on
a regular basis and who direct the actual trading.

It is widely known today that a significant percentage of pension fund assets
are invested in the city’s own securities. What is not so widely known is that
this condition is not a new one for the city of New York.

In the early 1060's, under Comptrollers who preceded me in office, the assets of
the pension funds were invested twice as heavily as today in city securities. In
1961, for example, when the total asseta amounted to $3 billion, some $1.9 billion
or 68 percent was invested in New York City bonds.

In the mid-sixties, there began a program to reduce the holdings of New York
City obligations. This was accompanied by heavier investments in corporate
bonds and the beginnings of investments in common stocks.

By 1974 the corporate bond share of the portfolio was up to 60 percent. Com-
mon stocks were 15.5 percent. Investments in the city’s own securities were
down to about § percent.

‘When the fiscal crisis mm early in 1975, shutting the city off from the
public credit markets, I had City Comptroller for approximately one year.
I participated in the planning which produced a new State agency, the Municipal
Assistance Corporation for the city of New York, which was intended to serve
as the financing agency for the city.

We soon learned that even the Municipal Assistance Corporation could not
command the amount of credit necessary to meet the city's huge needs for cash.

In the fall of 1975, with the State government itself running into serious credit
problems, the city and State began to look to the Federal government for help.

As an active participant at the time, it is my clear recollection that neither the
city nor the Btate proposed or urged that the employee pension funds become, in
%ect. the bankeu 1? %@Mmﬁm thI: cétty’ No one hag:tn interest in seeing

percentage o on r mount again toward the
levels of the early sixties. pape

Rather, the city and State requested of the Federal Government a simple pro-
gram of loan guarantees or outright loans if such were deemed preferable by
the administration and Congress. A bill which would have authorized Federal
loan guarantees was approved by the House Committee on Finance
and Urban Affairs and was cleared for a floor vote by the Rules ttee.
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The Ford administration adopted a position in opposition to Federal guaran-
tees of any kind. In the meantime, during hearings before the Senate Com-
mittee on Banking, Housing and Urban Affairs, spokesmen for the city were
asked repeatediy why the city did not tyzm for- reacus-to its.own amployee pen-
gion funds. The charge was made that the city was seeking what was called
a Federal “bailout” whils billions of dollare in. cypital was. geivg: untouched: in
the form of pension fund assets.

While some high officials sought to wash their hands of the city’s crisis by
pointing to the availability of pension funds, others wexre actively proposing
formal bankruptcy as the best solution,

Finally, as actual bankruptcy drew near in November of 1975, the Federal ad-
ministration agreed to provide Iimited seasonal: fimancing: help but only as part
of a complex and interdependent financing-package involying the ol aemlx:lweo
pension funds as major lenders in the extraordinery amount of illion
over three years.

Now, in 1978, your subcommittse has asked:me to comment on the way in which
these loans were in the best interest of the city and the pension funds.

I am reminded of the. Frenchman who. was asked, what he did. during, the
French Revolution and he answered, “Lsunvived;” :

I was not in 1975, nor am I today, a proponent of the use of city pension funds
as central financing agents for the city. Bnt when the only.alternativeto a certain
course of action involves.a high risk of digsaster, the certain course of action may
become the only prudent choice whataver its other drawbacks may be.

Therefore when you ask me, in effect, what good has come of these investments,
I can only reply that the city has survived apd the pension funds have survived.
‘Would they have survived without the investment program? I do not know and
T believe. further that nobody knows or ever will know. But prudent men in
1975, including duly elected officials of the city and State, joined and prodded by
high officials of the Federal administration and the Congress, decided that when
the poesible danger was 80 great it entalled too high a risk to find out.

It was easy to assert at that time—and perbaps equally easy to assert today—
that the pemsion funds, despite whatever their degree of underfunding—were
safe and inviolate in the case of any city hankruptcy. Perhaps this is the case,
but it {8 bard to be absolutely certain when the prospect is one of a desolate,
‘helpless, bankrupt, permanently crippled city, unable to maintain normal and
-essential operations, unable to continue the contributions to the pension funds
‘which are now running at the rate of' $96 million a month.

The trustees of the pension systems were in 1975 and remain today men of
-conscience and responsibility, choosen for their capacity to provide leadership
-and make difficult decisions. They made the agonising choice to.assume a certain
investment risk in order to forestall what appeared to be the even greater risk
of a calamitous: collapse of the city itself.

Though the city's ultimate recovery—and even its ultimate survival—are.by
no means assured at this point, the breathing space provided by the financing
agreement of 1978 has produced improvements and reforms in the funding of
the retirement systems. As Mr. James Brigham, Jr., stated yesterday, major
reforms in pension funding, recommended by the commission headed by Richard
Shinn of Metropolitan Life Insurance Company, are being implemented on a
phased basis. A long-standing impasse producing & serious underfunding of the
Fl:el Departmu ent Pension Fund is now the object of intensive efforts toward
Tesolution.

Recent State legislation which restricts pension benefits for newer members of
the retirement systems will insure that demands on the retirement systems and
" won the city itself will moderate slowly as newer members replace the recently

retired members. For a more detailed picture of this situation I t con-
-sultation with the Chief Actuary of the retirement systems, Jonathan Schwartz.
Fora on the general financial condition of the city, which is your second

question, I cite the detailed monthly statements which are sent to the Becre-
tary of the Treasury and other Federal officials. They show that the city has made
extraardinary progress since 1975 in controlling expenses and reformjng most
of the dangerous and discredited financial practices that led to the loss of public
credit, Altho the city will achieve a legally balanced budget as defined by
State law in the current fiscal year, it will nat achieve a budget balanced in ac-
cordance with generally accepted accounting principles until 1962, .
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A fuller assessment, with which we generally agree, Is contained in the public
statement of Treasury Secretary W. mhul Blumenthal concerning the city's
current status and future needs, issued on March 2, 1978.

It is my considered judgmient that if the city continues its process of fiscal
. reform and restraint and achieves a condition of recurring budget balance by
1682 in accordance with seneralb nweﬁd accounting principles, it can gradually
recover public credit and relinquish the Federal financing help which will con-
tinue to be necessary in the meantime. ) ' :

As you know, all the plans which are currently under active discussion to meet
thcla’ clinty'a ﬂnancé:g nee{h after 3111:f 1 &t' %ls yl::rmualgn a u::le;.vlzrym{
on size—to the employee pension fun e p CORpOTa rges
role is the one recently advanced by the Senate Committee on Banking, Housing
and Urban Affairs. This plan also assiges & financing role to the pension funds
of the State of New York. The Treasury Department has been insistent on a
continued major financing role for the city pension funds and a new and sizable
involvement on the part of the State pension funds. .

As you have learned in previous testimony, the additional investments of the
city pension funds in city securities which are scheduled for the fnal quarter
of the current fiscal year will bring the percentage on June 80, 1978 to approxi-
mately 35 percent. i

Under the city's own proposed four-year plan, the 85 percent would be a peak
and future investment levels would result in a somewhat lower percentage as
the plan is implemented. Under the plan proposed by the Treasury Department,
the new investment pattern to be negotiated with the city pension systems would
permit investmernt levels as high as 85 percent throughout the entire period.

AS your committee {8 aware, Secretary Blumenthal has proposed that Con-
gress amend PL 94-288 to permit city and State pension funds to purchase city
or Municipal Assistance Corporation Securities during the 1979-1982 period.

The city of New York endorses this request by the Secretary.

For your information, an extension will also be sought of Chapter 890 of the
Laws of 1975 of the State of New York, which grants indemnification to the
trustees against lawsuits for investing pension assets in City securities.

The significant difference in the investments which are contemplated by the
employee pension systems after July first is that under the city’s plan, and also
as a likely consequence of the Treasury’s plan, the securities to be purchased
would carry a Federal guarantee. Obviously such a guarantee is of paramount
importance to all who are concerned with the heavy concentration of resources
in the securities of a city not yet recovered from its fiscal ordeal.

Indeed, I called the attention of the Moorehead House Subcommittee yester-
day to the fact that unless the financing needs of the city after July 1 are securely
provided for it may very well be impossible for the trustees of the city pension
funds to make the almost $700 million in purchases which are scheduled for
April, May and June of this year. With an acute consciousness of our fiduciary
responsibility, it is hard to conceive that major new loans by tlie pension systems
could be approved by other trustees or by myself if there has not been some re-
assuring aign by the Congress that essential and adequate financing help in the
form of long-term guarantees will be made available after July 1.

‘While we understand the particular role and function of this distinguished
Subcommittee, we hope that in responding to your invitation to testify we may
also seek your help as Senators in resolving on a timely basis the broad question
of Federal financing assistance to New York City in the years directly ahead.
We acknowledge that the city could not have survived since 1975 had this sub-
committee and others not been supportive in our time of crisis. We ask your con-
tinued support s0 that the sacrifice and struggie of the past three years will not:
be wasted but will instead produee th¢ sound and self-sufiicient eity ‘whieh is our
common objective in the national interest.

Senator BenTseN. Our next witness will be Mr. William Withers,
who is the president of the New York Teachers Pension Association.
gr. %itél}lxem' if uld seat yourself by f the microphones
r. Withers, if you wo one of the mi
and present your statement, we would appreciate it.
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STATEMENT OF WILLIAM WITHERS, PRESIDENT, NEW YORK
TEACHERS PENSION ASSOCIATION

Mr. Wrrazss. I might say in advance that I am a retired professor
of economics from the City University of New York where I have
taught since 1937 and I have written 13 books mostly on finance, and
therefore I feel somewhat confident to talk about some of these matters.

tS.enat;:»r BenTsEN. And you have a position, do you, representing
retirees

Mr. Wrrazrs. Yes; I am president of the New York Teachers Pen-
sion Association which is incorporated and which is an organization
consisting mainly of retired city college professors.

Senator BENTSEN. All right, Dr. Withers, thank you very much. You
may proceed.

Mr. Wrraezs. I want to read, very briefly, a statement. I must say
that I was not really informed of this hearing soon enough to really
become properly prepared, but I will do the best I can. .

There are over 23,000 retired teachers in New York City, a third of
whom receive ions of less than $4,000 a gear and I am speaking on
their behalf. Since the beginning of New York City’s acute financial
difficulties late in 1975, these pensioners and thousands of other city
pensioners have not been represented, or their views heard.

Yet, their pensions have been put on the bargaining tables by union
and public officials without sufficient consideration of the effects such
action has had on the solvency of the pension systems. .

The use of pension funds to purchase city bonds has already seri-
ously jeopardized the solvency of these systems. To require further
purchase of city bonds will bring them close to bankruptcy, in my
opinion.

Unlike 600,000 other public and private pension systems in the
United States, either under ERISA or under the rules of the Internal
Revenue Service, they are no longer required to invest only 10 percent
or less in the securities of one corporation or public agency or to buy
only securities of high investment rating.

They were exempted from the personal liability incurred by all
other trustees in the United States for the infraction of these rules by
the New York State Legislature and by the Con%res .

The pensioners in New York City have been denied their constitu-
tional right to equal protection of the law, and we have a case before
the courts right now charging this. '

Moreover, New York pensioners, as well as being shorn of trustee-
ship protection are not politically represented. Their trustees are not
elected by retirees, only by active employees. Even the election of these
trustees by the active employees is a farce, amounting virtually to
their appointment by union leaders. Thus, the trustees become merely
representatives of these union leaders and the granting or withholding
of pension funds becomes the tool of collective bargaining.

Use of the pension funds has threatened their solvency because over
40 percent of the assets are now in unmarketable city bonds. For exam-
ple, ag of December 31, 1977, 41.48 percent of the assets to the fixed
annuity program of the teachers retirement system was invested in city
securities figured at par value and in Capehart FHA, in rem and con-
ventional mortgages, 1 percent, also listed at par.
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- The total par value of the fixed annuity fund was $2,486,728,804, of
which $1,58$5,601.61 was the value of the noncity assets.

Now, how much actual value then existed in the teachers retirement
system at the end of 1977 to buy additional city bonds? The noncity
assets, as indicated above, amounted to a little over $1.5 billion at par
value, What was their market value?

The teachers retirement system does not compute this. The New
York Teachers Pension Association, Inc. estimates that the marketable
fixed assets as of December 31, 1977 were worth $1.2 billion.

Senator Benrsen. I am going to have to interrupt, because I want
to have it in context. I want what you are relating to there, when you
talk about the marketable fixed assets as of December 31, 1977 worth
$1.2 billion on market value if sold in small amounts, that relates to
what kind of a par value?

Mr. Wrraers. It relates to par value of approximately $1.5 billion.

In othelr words, there is $300 million less than they are estimating it
at par value,

f they could then have been sold gradually and in very small

amounts, but if these assets had to be sold in large amounts of $100
million or more at a time, the fund, in our estimation, would amount
to only $900 million. In other words, you cannot sell a lot of securities
of this sort without considerable discount. And as of 1966, June 30,
1966-1976, rather, June 30, 1976, the losses from the sale of these assets
in the teacher’s retirement system amounted to $158 million.
_ In other words, to get something like $576 million to give to the city
in selling the good assets of the teachers retirement system, the loss
amounted to $158 million. In other words, if you start using these pen-
sion funds to obtain money to buy city i)onds, ou have to sell gcod
securities to buy these worthless city bonds, and that means that you
make losses andy you accumulate losses which were accumulated by the
middle of 1977 to the amount of $158 million. And these are the figures
given in the annual report for 1976 of the teachers retirement system,
so they are not estimates of mine, And as of now, these losses have not
Deen amortized at all.

The income of the fund, moreover, even with the high interest paid
on the holdings of city and MAC bonds was not enough to pay the pen-
sions of retirees, let alone providing any funding for future retirees.
They are not funding the system at all, in spite of what they are tell-
ing you.

In fiscal year 1977, the annual income of the fund—now I am
referring to the teachers retirement fund—consisting of interest on the
fixed assets was $137 million, but the amount needed to pay the pen-
sions of those already retired was $228 million.

At the-beginning of this year, the teachers retirement system was
almost halfway to the banlzru tcy of the city firemen’s retirement

fund. Bargaining away funds of a pension system which is already 40
percent unfunded for present retirees is like using a half-dead horse as
an asset. -

The public was told in November 1975 that if the city’s pension sys-
tems bought $2.5 billion in city bonds it would save the city from
bankruptcy. Having the pension funds use over 40 percent of their
-assets to buy these bonds did not insure the city’s solvency at all.
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By 19078, the city was almost as near bankruptcy as in 1975. Would
uﬁs' 100 percent of the city’s pension funds insure solvency! We
think not. o "

The pension funds provide no realistic solution to the city’s financial
difficulties. Their use merely results in threatening another type of’
bankruptey, the bankruptcy of the pension funds. Worse yet, it vio-
lates State law which requires that the pension system be funded.

They are not being funded. They are bem% converted-into pay-as--
you-go systems, and to do this, it is even an illegal abrogation of con-
tracts since, under New York State law, a pension is a contract involv-
ing the creation and segregation—and the important word here is
“segregation”—of a life annuity at the time of retirement through the-

rocess of funding. But iegality and constitutionality have been aban--

oned in favor of expediency. . L. .

The administration of New York City is riddled with inefficiency..
The unions exert pressure for higher wages even when the city is al-
most bankrupt. The New York banks have been unwilling to risk very
much to buy city bonds. YWhy should old, retired pensioners earning
$4,000 a year without any cost of living supplements to speak of, only
one in 10 years, why should these old, retired pensioners carry the
burden of saving New York City?

Havoe they not done too much already, or are they just old people:
who can be taken advantage of

I have been kind of violent, but I feel awfully violent about this..
We have been saying it for 2 years and we have been fighting this for:
2 years in New York City, you listen only te the union leaders.

Senator BEnsen. You are getting one right now, Dr. Withers, and’
we are deli to have you here because we wanted very much to-
hear from the retirees and {ou have presented testimony that will be-
very interesting to us and helpful in our deliberations.

I want to reiterate my concern about conflicts of interest, the posi--
tion that the trustee is p{oced in. Now, the reason that we passed in the
Congress Public Law 94-236 was specifically to waive the prohibitions

inst conflicts of interest because of the problems that New York

ity faced. And the Senate and the House at that time said otherwise-

they were going to be subject to IRS provision 503(b) on conflicts of’
Interest.

But I am trying to find some way that we can resolve that and see
that the retirees have somebody representing them who are not under-
two masters.

Do you have any recommendations in that ]

Mr. Wrraers. Well, one recommendation is that in making these de-
cisions the fiduciary responsibility that the trustees have toward the
retirees should be considered and should be heard. It seems to me that
under the laws of New York State—I do not kmow how this applies
to other cities or municipalities, but there is no question in my mind
that under these laws when a person retires in New York City he has
been told and he does believe—and he has been told this for 20 years—
that when he_retires the law requires that an amount be set aside in
the annuity reserve fund for his pension which is equal, according to
inicft;grial calculations, to the amount needed to pay his pension for a

ime,
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Now, this is what the law requires and the law is being violated.
Right now, for example, there are $50 million that are unaccounted
for—really, unaccounted for—in the reports of the teachers retirement

stem. We have been trying to find out, for the last 3 months, where

_ :gm money went to. But the latest figures that we can get out of our
own retirement system are as of the middle of 1976. In 1976, not 1977,

And one of our problems is that there is a conspiracy of secrecy here,

that the ioner is not told, even he is dependent upon these
ion funds, what the true status of his system 18. You cannot get
gures that are valid.

Senator BENTseN. We drafted that under ERISA for the private
pension plans, but we took care of it. It ought to have those kinds of
disclosures under the public plans.

MMr.. Withers, I would like to continue, but I yicld now to Senator

r MoyntaaN, Mr. Chairman, I see that the Senate has gone
in and we are obliged not to hold these hearings while the Senate 18 in
session.

I would just like to thank you, Dr. Withers, for a very interesting
testimony. It grabbed my attention, certainly.

I befan life at the City College and joma(i' the Navy in 1943, Other-
wise, I might have been one of your students. I might have learned
economics In preparation for this committee.

Do I understand, sir—just one question—that the teachers of the
City University are in the same pension system with the school-
teachers?

Mr. WrrHERS. Yes.

Senator MoyNraAN. I thank you very much.

Mr. Wrraers. I would like to say one more thing. We believe that
there should be passed by the Congress a bill for public pensioners
similar to ERISA. We have been working for that for 2 years.

We do not think that it can be exactly the same as ERISA, because
‘there are different problems, but we supported the Dent bill, for one
thing. We did not tﬁmk' that was adequate, but we did support it.

Senator Bentsen. Dr. Withers, we would be pleased to have you
buttress your statement with additional testimony, if you desire, in
‘writing. Thank you very much. You have been very hefpful.

Mr. WrTHERS. you, Senator.

[Thereupon, at 12 noon, the hearing in the above-entitled matter
-adjourned.
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