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The Honorable Mayor and City Council
City of Hazleton

Luzerne County

Hazleton, PA 18201

We have conducted a compliance audit of the City of Hazleton Aggregate Pension Fund for the
period January 1, 2003, to December 31, 2004. The audit was conducted pursuant to authority
derived from Section 402(j) of Act 205 of 1984 and in accordance with Government Auditing
Standards, issued by the Comptroller General of the United States.

The objectives of the audit were:

1. To determine if municipal officials took appropriate corrective action to address the findings
contained in our prior audit report; and

2. To determine if the pension plan was administered in compliance with applicable state laws,
regulations, contracts, administrative procedures, and local ordinances and policies.

Our audit was limited to the areas related to the objectives identified above. The City of
Hazleton contracted with an independent certified public accounting firm for annual audits of its
basic financial statements which are available at the city’s offices. Those financial statements
were not audited by us and, accordingly, we express no opinion or other form of assurance on
them.

The Department of the Auditor General (Department) is mandated by state statute to calculate
state aid provided to municipal pension funds and to audit municipal pension funds having
received such aid. State aid is calculated by an administrative unit that is not involved in the
audit process. The Department’s Comptroller Office then pre-audits the calculation and submits
requests to the Commonwealth’s Treasury Department for the disbursement of state aid to the
municipality. The Department has implemented procedures to ensure that Department audit
personnel are not directly involved in the calculation and disbursement processes. The
Department’s mandatory responsibilities are being disclosed in accordance with Government
Auditing Standards.



The results of our tests indicated that the City of Hazleton Aggregate Pension Fund was
administered in compliance with applicable state laws, regulations, contracts, administrative
procedures, and local ordinances and policies, except as noted in the following findings further
discussed in the conclusions section of this report:

Objective No. 2

Finding No. 1 — Improper Expenditure Of Special Municipal Taxing
Authority Funds

Finding No. 2 — Unauthorized Pension Benefits

The issue discussed in Finding No. 1 referred to above describes how city officials improperly
used the proceeds from a special municipal taxing authority fund to pay for post-retirement
health care benefits. The amount of these improper payments exceeded $1.4 million. It is of
critical importance that city officials take the necessary steps to implement the recommendations
outlined in this finding.

The accompanying supplementary information is presented for purposes of additional analysis.
We did not audit the information and, accordingly, express no form of assurance on it.

The contents of this report were discussed with officials of the City of Hazleton and, where
appropriate, their responses have been included in the report.

February 23, 2006 JACK WAGNER
Auditor General



BACKGROUND

On December 18, 1984, the Pennsylvania Legislature adopted the Municipal Pension Plan
Funding Standard and Recovery Act (P.L. 1005, No. 205, 53 P.S. 8895.101, et seq.). The act
established mandatory actuarial reporting and funding requirements and a uniform basis for the
distribution of state aid to Pennsylvania’s public pension plans. Section 402(j) of Act 205
specifically requires the Auditor General, as deemed necessary, to make an audit of every
municipality which receives general municipal pension system State aid and of every municipal
pension plan and fund in which general municipal pension system State aid is deposited.

Pension plan aid is provided from a 2 percent foreign casualty insurance premium tax, a portion
of the foreign fire insurance tax designated for paid firefighters and any investment income
earned on the collection of these taxes. Generally, municipal pension plans established prior to
December 18, 1984, are eligible for state aid. For municipal pension plans established after that
date, the sponsoring municipality must fund the plan for three plan years before it becomes
eligible for state aid. In accordance with Act 205, a municipality’s annual state aid allocation
cannot exceed its actual pension costs.

In addition to Act 205, the City of Hazleton Aggregate Pension Plan is also governed by
implementing regulations adopted by the Public Employee Retirement Commission published at
Title 16, Part 1V of the Pennsylvania Code and applicable provisions of various other state
statutes including, but not limited to, the following:

Act 147 - Special Ad Hoc Municipal Police and Firefighter Postretirement
Adjustment Act, Act of 1988, (P.L.1192, No. 147), as amended,
53 P.S § 896.101, et seq.

Act 317 - Third Class City Code - The Act of June 23, 1931, (P.L. 932, No. 317),
as amended, 53 P.S. § 35101, et seq.

The City of Hazleton Aggregate Pension Fund serves as a common investment and
administrative agent for the city’s police and paid firemen’s pension plans.

The City of Hazleton Police Pension Plan is a single-employer defined benefit pension plan
locally controlled by the provisions of Ordinance No. 1949, as amended, adopted pursuant to
Act 317. The plan is also affected by the provisions of collective bargaining agreements
between the city and its police officers.

The City of Hazleton Firemen’s Pension Plan is a single-employer defined benefit pension plan
locally controlled by the provisions of Ordinance No. 1913, as amended, adopted pursuant to
Act317. The plan is also affected by the provisions of collective bargaining agreements
between the city and its firefighters.



CITY OF HAZLETON AGGREGATE PENSION FUND
AUDIT REPORT

OBJECTIVES, SCOPE AND METHODOLOGY

The objectives of the audit were:

1. To determine if municipal officials took appropriate corrective action to address the findings
contained in our prior audit report for the period January 1, 2001, to December 31, 2002,
dated February 19, 2004; and

2. To determine if the City of Hazleton Aggregate Pension Fund was administered in
compliance with applicable state laws, regulations, contracts, administrative procedures, and
local ordinances and policies.

The scope of the audit covered the period January 1, 2003, to December 31, 2004.

City officials are responsible for establishing and maintaining an internal control structure to
provide reasonable assurance that the City of Hazleton Aggregate Pension Fund is administered
in compliance with applicable state laws, regulations, contracts, administrative procedures, and
local ordinances and policies. To assist us in planning and performing our audit, we obtained an
understanding of the city’s internal control structure as it relates to the city’s compliance with
those requirements. Additionally, we tested transactions, assessed official actions, performed
analytical procedures and interviewed selected officials to the extent necessary to satisfy the
audit objectives.



CITY OF HAZLETON AGGREGATE PENSION FUND
AUDIT REPORT

CONCLUSIONS - OBJECTIVE NO. 1

The first objective of the audit was to determine if municipal officials took appropriate corrective
action to address the findings contained in our prior audit report for the period January 1, 2001,
to December 31, 2002, dated February 19, 2004. Our audit conclusions are presented below.

Compliance With Prior Audit Recommendation

The City of Hazleton has complied with the prior audit recommendation concerning the
following:

Failure To Agagregate Pension Funds

As recommended, city officials fully aggregated the police and paid firemen’s pension plans
into a single aggregated pension trust fund.

Status Of Other Prior Audits Findings

Police and Firemen’s Pension Plans

Noncompliance With The Third Class City Code

As disclosed in the prior audit report, although the city has partially complied with the
prior audit recommendations by restricting benefits to those authorized by the Third
Class City Code for police officers hired after January 1, 2002, and firemen hired after
January 1, 2004, benefits not authorized by the Code are still being provided to certain
retired and active police officers and firemen. Since the city received state aid based on
eligible units during the current audit period, it did not receive any state aid attributable
to the unauthorized benefits provided. The department will continue to monitor this
situation to ensure that no excess state aid is allocated to the city in the future attributable
to these unauthorized benefits.



CITY OF HAZLETON AGGREGATE PENSION FUND
AUDIT REPORT

CONCLUSIONS - OBJECTIVE NO. 2

The second objective of the audit was to determine if the City of Hazleton Aggregate Pension
Fund was administered in compliance with applicable state laws, regulations, contracts,
administrative procedures, and local ordinances and policies. Our audit conclusions are
presented below.

Our tests indicated that, in all significant respects, the City of Hazleton Aggregate Pension Fund
was administered in compliance with applicable state laws, regulations, contracts, administrative
procedures, and local ordinances and policies, except as noted in the findings listed below.

Aqggregate Pension Fund

Finding No. 1 - Improper Expenditure Of Special Municipal Taxing Authority Funds

Condition: Pursuant to authority granted by Section 607(f) of Act 205, the City of Hazleton
levies a special municipal tax of 0.4% on earned income and net profits to be used exclusively
for funding the city’s pension plans. During the years 2003, 2004 and 2005, the city improperly
used proceeds from this special municipal pension tax, in the total amount of $1,426,656, to fund
post-retirement health care benefits for police officers and firefighters who retired after
January 1, 1999. Prior to 2003, these expenses were appropriated and paid through the city’s
general fund. In addition, the city used $166,466 of special municipal pension tax proceeds in
2003 to buy back unused vacation and sick leave from employees who accepted an early
retirement incentive offered by the city.

Criteria: Section 607(f) of Act 205 states, in relevant part:

Special municipal taxing authority. If the tax rates set by the municipality on
earned income or on real property are at the maximum provided by applicable
law, the municipality may increase its tax on either earned income or real
property above those maximum rates. The proceeds of this special municipal tax
increase shall be used solely to defray the additional costs required to be paid
pursuant to this act which are directly related to the pension plans of the
municipality.®

Cause: City officials maintain that the questioned use of these special tax revenues is authorized
by Act 205.

153 P.S. § 895.607(f) (emphasis added).



CITY OF HAZLETON AGGREGATE PENSION FUND
AUDIT REPORT

CONCLUSIONS - OBJECTIVE NO. 2 - (Continued)

Finding No. 1 - (Continued)

Effect: As a result of the improper expenditure of special municipal taxing authority funds for
post-retirement health care benefits and unused leave buy-backs, the funds were not available to
pay authorized pension plan expenses or for investment purposes in accordance with Act 205.

Recommendation: We recommend that the city either reimburse the Act 205 special municipal
tax account for the $1,593,122 of improper expenditures or deposit that amount into an eligible
pension plan, with interest compounded annually at a rate earned by the pension plan. We
further recommend that the city discontinue paying for post-retirement health care benefits with
special tax revenues or assets of the aggregate pension fund.

Management’s Response: Municipal officials believe that the department’s position is not
clearly provided by Act 205 or other pension statutes and, as a result, the only method of
definitively resolving this issue is through litigation. In order to avoid such litigation, the city
proposes to stop using the special tax revenues to fund its post-retirement health care obligations
prospectively, effective January 1, 2007, and will attempt to find alternate sources of revenue to
satisfy those obligations. However, in proposing this resolution, the city asserts that it is in no
way changing its position that it has, at all times, acted in accordance with state law, nor is it
waiving any of its rights, including the right to argue that position if it should become necessary
in the future. The city also asserts that implementing the department’s recommendation in full
would compromise the city’s ability to move towards a complete economic recovery.

Auditor’s Conclusion: The department respectfully disagrees with the city’s contention that its
actions were in accordance with Act 205. Furthermore, we cannot accept as sufficient the city’s
proposal to take corrective action on a prospective basis only. As previously discussed,
Section 607(f) of Act 205 explicitly states that the proceeds of the special tax can only be used to
defray the additional costs required to be paid pursuant to the act which are directly related to the
pension plans of the municipality. Such additional costs would include meeting Act 205’s
minimum funding standard and paying for the actuarial valuation reports a municipality must
have prepared to meet such standards. No reference to post-retirement health care benefits or
unused leave buy-backs is made in either Act 205 or the pension provisions contained in the
Third Class City Code applicable to police officers and firefighters.?2 Therefore, the city’s
funding of these expenses with special municipal pension tax proceeds was improper.

% See 53 P.S. § 39301 et seq. (police officers); 53 P.S. § 39320 et seq. (firefighters).
7



CITY OF HAZLETON AGGREGATE PENSION FUND
AUDIT REPORT

CONCLUSIONS - OBJECTIVE NO. 2 - (Continued)

Finding No. 1 - (Continued)

It is also important to note that, despite the city’s claim now that post-retirement health care
costs are legitimate expenses of a municipal pension plan, the city funded these expenses
through its general fund — a proper source for such expenses — prior to 2003. Furthermore, the
city does not include these expenses as benefits in the Act 205 actuarial valuation reports for the
city’s police and firefighter’s pension plans. Consequently, they are not actuarially costed and
funded in accordance with Act 205 funding standards. Accordingly, for all of the reasons cited
above, the finding and recommendation remain as stated. It is our understanding that the Public
Employee Retirement Commission shares our position on this issue.

Finally, with regard to the asserted impact of our recommendation on the city’s fiscal condition,
the city should apply to the Pennsylvania Department of Community and Economic
Development (DCED) for acceptance into DCED’s Early Intervention Program and work with
DCED to find an appropriate way to take the corrective action recommended.

Police Pension Plan

Finding No. 2 - Unauthorized Pension Benefits

Condition: In March 2003, two police officers with less than 20 years of service were
improperly granted pension benefits in violation of the Third Class City Code and a collective
bargaining settlement agreement dated March 28, 2000.

Criteria: The Third Class City Code, at Section 4302, states, in part:

Such ordinance shall prescribe a minimum period of continuous service, not less than
twenty years, and, when any minimum age is prescribed, a minimum age of fifty years,
after which members of the force may retire from active duty, and such members as are
retired shall be subject to service, from time to time, as a police reserve until unfitted for
such service, when they may be finally retired by reason of age or disability.

In addition, the collective bargaining settlement agreement granted police officers various
retirement options. The option elected by the cited officers, however, specifically required the
completion of 20 years of service to qualify for normal retirement benefits.



CITY OF HAZLETON AGGREGATE PENSION FUND
AUDIT REPORT

CONCLUSIONS - OBJECTIVE NO. 2 - (Continued)

Finding No. 2 — (Continued)

Cause: City officials believed that, through prior practice, a member could retire with less than
20 years of service. Further, the unauthorized benefits were included in “Separation and Release
Agreements” executed by the city with each officer.

Effect: Providing unauthorized benefits increases the plan’s pension costs and reduces the
amount of funds available for investment purposes or the payment of authorized benefits or
administrative expenses. It could also have an impact on the plan’s future state aid allocations
and could increase the municipal contributions necessary to fund the plan in accordance with
Act 205 funding standards.

Recommendation: To the extent that the city is not in compliance with the Third Class City
Code and/or is contractually obligated to provide benefits to the referenced retirees which are not
authorized by the Third Class City Code, the excess benefits must be reflected in the Act 205
actuarial valuation reports for the plan and funded in accordance with Act 205 funding standards.
Furthermore, the cost of any unauthorized benefits will be deemed ineligible for funding with
state pension aid. In such case, the plan’s actuary may be required to determine the impact, if
any, of the unauthorized benefits on the plan’s future state aid allocations and submit this
information to the department.

Management’s Response: City officials acknowledged that the pension benefits awarded to the
referenced police officers were not authorized by the Third Class City Code. However, they
note that had the officers continued working until or beyond their respective superannuation
dates, under the collective bargaining settlement agreement, they would have been entitled to
benefits which not only exceeded those authorized by the Third Class City Code, but also those
which they were actually awarded. Therefore, the city maintains that, in effect, it was not
choosing between legal benefits and illegal benefits, but rather between two illegal benefits and
that the choice made was the right one for the pension fund.

Auditor’s Response: The city’s analysis of the financial impact of the questioned benefits on the
pension fund is based on certain assumptions which may or may not be accurate. In any event, it
is an undisputed fact that the benefits that were awarded to the two referenced police officers
were not authorized by the Third Class City Code. Therefore, the finding remains as stated.




CITY OF HAZLETON AGGREGATE PENSION FUND
POTENTIAL WITHHOLD OF STATE AID

A condition such as that reported by Finding No. 1 contained in this audit report may lead to a
total withholding of state aid in the future unless that finding are corrected. However, such
action will not be considered if sufficient written documentation is provided to verify
compliance with this department’s recommendation. Such documentation should be submitted
to: Department of the Auditor General, Bureau of Municipal Pension Audits, Room 406 1/2 UT
Finance Building, Harrisburg, PA 17120.
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CITY OF HAZLETON AGGREGATE PENSION FUND

SUPPLEMENTARY INFORMATION
(UNAUDITED)

SCHEDULE OF FUNDING PROGRESS
POLICE PENSION PLAN

Historical trend information about the plan is presented herewith as supplementary information.
It is intended to help users assess the plan’s funding status on a going-concern basis, assess
progress made in accumulating assets to pay benefits when due, and make comparisons with
other state and local government retirement systems.

The actuarial information is required by Act 205 biennially, except for distressed pension plans,
for which annual reporting was required through January 1, 2003. The historical information,
beginning as of January 1, 1998, is as follows:

Q) ) ©) (4) () (6)

Unfunded

Unfunded (Assets in

Actuarial (Assets in Excess of)

Accrued Excess of) Actuarial

Actuarial Liability Actuarial Accrued
Actuarial Value of (AAL) - Accrued Funded Covered | Liability asa %

Valuation Assets Entry Age Liability Ratio Payroll of Payroll

Date (@) (b) (b) - (3) (a)/(b) © [(b-a)/(c)]
01-01-98 |$6,270,019|$ 9,063,218|$ 2,793,199 69.2% | $ 1,095,977 254.9%
01-01-99 7,306,980| 10,051,623 2,744,643 72.7%| 1,376,508 199.4%
01-01-00 8,466,614 | 10,445,910 1,979,296 81.1%| 1,374,864 144.0%
01-01-01 8,649,699 | 13,465,148 4,815,449 64.2%| 1,247,926 385.9%
01-01-02 9,596,987 | 13,963,597 4,366,610 68.7%| 1,381,175 316.2%
01-01-03 9,690,305| 14,554,717 4,864,412 66.6% | 1,438,507 338.2%

11




CITY OF HAZLETON AGGREGATE PENSION FUND
SUPPLEMENTARY INFORMATION
(UNAUDITED)

SCHEDULE OF FUNDING PROGRESS
POLICE PENSION PLAN - (Continued)

Note: The market value of the plan’s assets at 01-01-03 has been adjusted to reflect the
smoothing of gains and/or losses over a 4-year averaging period. This method will lower
contributions in years of less than expected returns and increase contributions in years of greater
than expected returns. The net effect over long periods of time is to have less variance in
contribution levels from year to year.

12



CITY OF HAZLETON AGGREGATE PENSION FUND
SUPPLEMENTARY INFORMATION
(UNAUDITED)

SCHEDULE OF FUNDING PROGRESS

FIREMEN’S PENSION PLAN

Historical trend information about the plan is presented herewith as supplementary information.
It is intended to help users assess the plan’s funding status on a going-concern basis, assess
progress made in accumulating assets to pay benefits when due, and make comparisons with
other state and local government retirement systems.

The actuarial information is required by Act 205 biennially, except for distressed pension plans,
for which annual reporting was required through January 1, 2003. The historical information,
beginning as of January 1, 1998, is as follows:

1) ) (©) (4) ©) (6)

Unfunded

Unfunded (Assets in

Actuarial (Assets in Excess of)

Accrued Excess of) Actuarial

Actuarial Liability Actuarial Accrued
Actuarial Value of (AAL) - Accrued Funded | Covered | Liability as a %

Valuation Assets Entry Age Liability Ratio Payroll of Payroll

Date (@) (b) (b) - (8) (@)/(b) (©) [(b-8)/(c)]
01-01-98 |$6,287,921|% 7,995292|$ 1,707,371 78.6% | $ 701,989 243.2%
01-01-99 7,299,784 9,997,560 2,697,776 73.0%| 746,240 361.5%
01-01-00 8,201,812 9,197,196 995,384 89.2%| 542,962 183.3%
01-01-01 8,313,657 9,757,653 1,443,996 85.2% | 706,368 204.4%
01-01-02 9,089,111| 10,358,789 1,269,678 87.7%| 752,784 168.7%
01-01-03 8,939,444| 10,529,904 1,590,460 84.9%| 784,611 202.7%
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CITY OF HAZLETON AGGREGATE PENSION FUND
SUPPLEMENTARY INFORMATION
(UNAUDITED)

SCHEDULE OF FUNDING PROGRESS
FIREMEN’S PENSION PLAN - (Continued)

Note: The market value of the plan’s assets at 01-01-03 has been adjusted to reflect the
smoothing of gains and/or losses over a 4-year averaging period. This method will lower
contributions in years of less than expected returns and increase contributions in years of greater
than expected returns. The net effect over long periods of time is to have less variance in
contribution levels from year to year.

14



CITY OF HAZLETON AGGREGATE PENSION FUND
SUPPLEMENTARY INFORMATION
(UNAUDITED)

The comparability of trend information is affected by changes in actuarial assumptions, benefit
provisions, actuarial funding methods, accounting policies, and other changes. Those changes
usually affect trends in contribution requirements and in ratios that use the actuarial accrued
liability as a factor.

Analysis of the dollar amount of the actuarial value of assets, actuarial accrued liability, and
unfunded (assets in excess of) actuarial accrued liability in isolation can be misleading.
Expressing the actuarial value of assets as a percentage of the actuarial accrued liability
(Column 4) provides one indication of the plans’ funding status on a going-concern basis.
Analysis of this percentage, over time, indicates whether the system is becoming financially
stronger or weaker. Generally, the greater this percentage, the stronger the plan.

Trends in unfunded (assets in excess of) actuarial accrued liability and annual covered payroll
are both affected by inflation. Expressing the unfunded (assets in excess of) actuarial accrued
liability as a percentage of annual covered payroll (Column 6) approximately adjusts for the
effects of inflation and aids analysis of the plans’ progress made in accumulating sufficient
assets to pay benefits when due. Generally, where there is an unfunded actuarial accrued
liability, the smaller this percentage, the stronger the plan. However, when assets are in excess
of the actuarial accrued liability, the higher the bracketed percentage, the stronger the plan.

15



CITY OF HAZLETON AGGREGATE PENSION FUND

SUPPLEMENTARY INFORMATION
(UNAUDITED)

SCHEDULE OF CONTRIBUTIONS FROM EMPLOYER
AND OTHER CONTRIBUTING ENTITIES

POLICE PENSION PLAN

Year Ended December 31 Annual Required Contribution Percentage Contributed
1999 $ 674,726 130.4%
2000 674,446 174.1%
2001 709,673 126.4%
2002 591,939 156.9%
2003 979,749 169.2%
2004 1,006,957 100.0%
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CITY OF HAZLETON AGGREGATE PENSION FUND
SUPPLEMENTARY INFORMATION
(UNAUDITED)

SCHEDULE OF CONTRIBUTIONS FROM EMPLOYER
AND OTHER CONTRIBUTING ENTITIES
FIREMEN’S PENSION PLAN

Year Ended December 31 Annual Required Contribution Percentage Contributed
1999 $ 311,684 166.1%
2000 420,756 218.8%
2001 397,165 147.1%
2002 215,639 256.2%
2003 258,309 346.7%
2004 263,136 100.0%
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CITY OF HAZLETON AGGREGATE PENSION FUND
SUPPLEMENTARY INFORMATION
NOTES TO SUPPLEMENTARY SCHEDULES
(UNAUDITED)

POLICE PENSION PLAN

The information presented in the required supplementary schedules was determined as part of the
actuarial valuation at the date indicated. Additional information as of the latest actuarial
valuation date follows:

Actuarial valuation date January 1, 2003

Actuarial cost method Entry age normal
Amortization method Level dollar

Remaining amortization period 13 years

Asset valuation method Fair value, 4 year smoothing

Actuarial assumptions:
Investment rate of return 8.0%

Projected salary increases 5.5%

18



CITY OF HAZLETON AGGREGATE PENSION FUND
SUPPLEMENTARY INFORMATION
NOTES TO SUPPLEMENTARY SCHEDULES
(UNAUDITED)

FIREMEN’S PENSION PLAN

The information presented in the required supplementary schedules was determined as part of the

actuarial valuation at the date indicated.

valuation date follows:

Actuarial valuation date
Actuarial cost method
Amortization method
Remaining amortization period
Asset valuation method
Actuarial assumptions:
Investment rate of return

Projected salary increases

19

Additional information as of the latest actuarial

January 1, 2003
Entry age normal
Level dollar

10 years

Fair value, 4 year smoothing

8.0%

5.5%
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CITY OF HAZLETON AGGREGATE PENSION FUND
REPORT DISTRIBUTION LIST

This report was initially distributed to the following:

The Honorable Edward G. Rendell
Governor
Commonwealth of Pennsylvania

City of Hazleton Aggregate Pension Plan
Luzerne County
40 North Church Street
Hazleton, PA 18201

The Honorable Louis J. Barletta ~ Mayor

Mr. Joseph Yannuzzi Council President

Mr. Samuel Monticello Director of Administration

Mr. Fred Polmounter Secretary, Firemen’s Pension Plan
Mr. Edward McAlarney Treasurer, Police Pension Plan

The Honorable Barbara Adams General Counsel, Governor’s Office of General Counsel

The Honorable Dennis Yablonsky Secretary, Pennsylvania Department of Community and
Economic Development

This report is a matter of public record. Copies of this report may be obtained from the
Pennsylvania Department of the Auditor General, Office of Communications, Room 318 Finance
Building, Harrisburg, PA 17120. If you have any questions regarding this report or any other
matter, you may contact the Department of the Auditor General by accessing our website at
www.auditorgen.state.pa.us.
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