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Quote of the Day

We cannot solve our problems with the same 
thinking we used when we created them.

Albert Einstein
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What Has Been Happening?
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Investment Return Expectations

• Capital market assumptions have been volatile recently

• Wilshire report (June ‘16) projected 10 year return of 6.2%
- 1.6% annual inflation plus 4.6% real return

- Long term expected returns are higher (7.8%)

• Discount rate assumption for actuarial valuations blends 
short-term and long-term expectations for both investment 
returns and inflation
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Investment Return Expectations
Expected returns less than the discount rate means either;

1. Future losses will outweigh future gains
- Funded ratios will stagnate or deteriorate

- Contributions requirements will steadily and perpetually rise

or

2. The discount rate will be reduced to match the expected 
return on assets
- Contributions requirements increase immediately in a 

predictable pattern

- Future losses will be expected to be offset by future gains 
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Investment Return Expectations
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Benefits Contributions

Investment 
Returns

With either option, lower returns leads to higher contributions
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Investment Return Expectations

On December 21, 2016, the Board chose a hybrid of Options 1 
and 2 electing to reduce the discount rate in three steps.

• Board adopted 7.375% for 6/30/16 valuation
- 7.25% for 6/30/17 valuation

- 7.00% for 6/30/18 valuation

• Essentially living with the consequences of Option 1 for two 
more years then adopting Option 2

• Asset Liability Management workshop in November of 2017
- full review of asset allocations, economic assumptions
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Investment Return Expectations

• A lower discount rate means:
- Higher normal cost as a percent of payroll

- Higher accrued liabilities

- Decreases to existing required payments toward existing 
amortization bases (because of lower interest charges)

- Overall increase in total employer contribution requirements

• 5 Year Projection on Page 5 of June 30, 2016 Actuarial 
Valuation reflects all three discount rate changes
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Dollar Billing
• Required contributions for Public Agencies are now provided 

in two pieces:
1. Normal Cost – determined as a percentage of payroll

2. Unfunded Accrued Liability (UAL) Payment – determined 
as a dollar amount

• UAL Payment can be prepaid in a single lump sum in July or 
paid monthly

• Total required contribution as a percentage of projected 
payroll is provided in valuation

• Additional UAL payments may be made at any time
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Dollar Billing - Rationale
• Eliminates gains and losses from payroll growing faster or 

slower than expected

• Consistent with GASB accounting rules
- Treats the UAL as employer debt

- UAL amortization payment is not part of the “cost” of providing 
a pension to current employees, unrelated to current payroll

- Pension expense is Normal Cost plus changes in the UAL due 
to plan changes, assumption changes and gains and losses 
plus INTEREST on the UAL

- The UAL is on the balance sheet, no “cost” to paying it off
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What’s on the Horizon?
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Capital Market Assumptions/Asset Allocation

• Board adopted 10-year capital market assumptions in June 2017

• Capital market assumptions beyond 10 years are developed by 
the Actuarial Office

• Board reviewed asset allocation options in November 2017

• Board manages the investment risk, but the plan sponsors bear 
the risk

• Board will adopt asset allocation in December 2017

• The asset allocation chosen will determine the discount rate
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Candidate Portfolios
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Portfolio

A B C D

Global Equity Allocation (excludes private equity) 34% 42% 50% 59%

Expected Compound Return (1 - 10 years) 5.6% 5.8% 6.1% 6.4%

Long Term Expected Return (11 - 60 years) 7.8% 8.0% 8.3% 8.5%

Blended Return (1 - 60 years) 6.50% 6.75% 7.00% 7.25%

Expected Volatility 9.1% 10.2% 11.4% 12.8%



Candidate Portfolios
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Recommended discount rates for candidate portfolios

- Portfolio A: 6.50% beginning with 6/30/2017 actuarial valuation

- Portfolio B: 6.75% beginning with 6/30/2017 actuarial valuation

- Portfolio C: 7.25% for 6/30/2017 actuarial valuation; 7.00% 
beginning with 6/30/2018 actuarial valuation

- Portfolio D: 7.25% beginning with 6/30/2017 actuarial valuation
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* Equal to change in Normal Cost (NC) plus change in Accrued Liability (AL) amortized over 20 years with no ramp. 
Changes in NC and AL are relative to “base” results reflecting proposed actuarial assumptions with a 7.000% discount rate. 

Candidate Portfolios 
Illustrative Financial Impact (% of payroll) *

Portfolio

A B C D

Public Agency - Safety 9.7% 4.7% 0.0% -4.4%

Public Agency – Misc. 5.7% 2.8% 0.0% -2.6%

Schools 5.1% 2.5% 0.0% -2.3%



Experience Study
• Review of all actuarial assumptions:

- Mortality, move to new improvement scale MP-2016

- Inflation, recommend reducing from 2.75% to 2.50%

- Salary growth, tied to inflation and Seniority-Merit-Promotion

- Retirement ,Termination and Disability Rates adjusted

• Analysis of past plan experience and trends

• Recommendations for future experience

• Modest impact on Accrued Liabilities and Normal Cost

• Board first reading November 2017, adoption December 2017
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Impact of Assumption Changes

Category

Estimated Change in Total 
Normal Cost Rate

(% of Payroll)

Ultimate Estimated Relative
Change in Total Employer 
Required UAL Payments

(% of UAL Dollar Payment)

Safety
CPO
Fire
Police

0.3% to 0.4%
(0.5%) to (0.2%)
(0.3%) to 0.0%

(0.3%) to 2.0%
0.3% to 1.4%
0.5% to 2.0%

Miscellaneous
3% at 60
2.7% at 55
2.5% at 55
2% at 55
2% at 60

(0.2%) to 0.6%
0.0% to 0.6%

(0.2%) to 0.5%
(0.1%) to 0.4%
(0.3%) to 0.0%

(2.2%) to (1.3%)
(1.3%) to 4.3%

(1.8%) to (1.0%)
(0.9%) to 1.7%

(5.5%) to (3.1%)

Schools (0.1%) 0.3%



Amortization Policy
• Adopted by the CalPERS Board in April 2013

• Replaced 30-year “rolling” amortization

• Designed to pay down unfunded liability over finite period

• 5 year direct rate smoothing
- 30 year closed amortization of experience gains/losses

- 20 year closed amortization of assumption changes

- Five year ramp up/down  
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Current Actuarial Amortization Policy

Driver

Source

(Gain)/Loss
Assumption/

Method
Change

Benefit 
Change

Golden 
HandshakeInvestment

Non-
investment

Amortization Period 30 Years 30 Years 20 Years 20 Years 5 Years

Escalation Rate 
- Active Plans
- Inactive Plans

Payroll (3%)
0%

3%
0%

3%
0%

3%
0%

3%
0%

Ramp Up 5 5 5 0 0

Ramp Down 5 5 5 0 0
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Guidance / Best Practices
• Recommended amortization periods

- California Actuarial Advisory Panel (CAAP)
• Gains/losses: 15-20 years

• Assumption changes: no longer than 25 years
- Ramp no longer than time until next review of assumptions

• Benefit changes
- Active: lesser of expected future service or 15 years

- Retired: lesser of expected lifetime or 10 years

- Government Finance Officers Association (GFOA)
• No longer than 10 years for gains/losses for closed plans
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Proposed Actuarial Amortization Policy

Driver

Source

(Gain)/Loss
Assumption/

Method
Change

Benefit 
Change

Golden 
HandshakeInvestment

Non-
investment

Amortization Period
- Active Agencies

- Inactive Agencies

20 Years

Closed Period
(15 Years or less)

20 Years

Closed Period
(15 Years or less)

20 Years

Closed Period
(15 Years or less)

20 Years 5 Years

Escalation Rate 0% 0% 0% 0% 0%

Ramp Up 5 0 0 0 0

Ramp Down 0 0 0 0 0
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• Designed to pay down unfunded liability during the career of 
the members who earned the benefit

• Changes would be prospective only

• No required change in how the current UAL is amortized

Proposed Actuarial Amortization Policy

24

CalPERS Contributions : What can you expect?

Impact of Proposed Policy on Typical Plan



What Can Agencies Do?
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Funding Policy

• The GFOA recommends that every state and local 
government that offers defined benefit pensions formally 
adopt a funding policy that provides reasonable assurance 
that the cost of those benefits will be funded in an equitable 
and sustainable manner

• CalPERS determines the minimum required contribution, but 
agencies are free to contribute based on their own funding 
policies, subject to the minimum requirement
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Minimum Required UAL Contribution

• Most plans have several amortization layers from various 
sources with different years remaining

• Page 15 shows the Schedule Amortization Bases

• Bottom row, right column shows the minimum required UAL 
contribution for the 2018-19 Fiscal Year

• Page 17 shows all future payments towards the current 
amortization bases
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Minimum Required UAL Contribution (Page 15)

• If the current minimum payment is less than interest on the 
UAL, the UAL will be projected to grow

• The payments change due to the 3% escalator, the ramp, 
and the change in discount rate
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2016 UAL Projected 2018 UAL
Required UAL Contribution
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30-year Amortization Schedule (Page 17)

• Shows all future payments 
towards current amortization 
bases

• This schedule does not include 
future estimated bases for future 
assumption changes

• This schedule does NOT match 
projections on Page 5
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Minimum required UAL 
contribution for the 2018-19 
Fiscal Year (matches Page 15)
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Projected Employer Contributions (Page 5)

• Projections are, by their nature, not a guarantee of future 
results

• The projections assume that all actuarial assumptions will 
be exactly realized

• Other plans will show increases greater or less than 80%

30

80% increase over six years
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Accelerated Funding

• Multiple ways to do it – employer option
- Additional discretionary payment

- Change amortization bases (fresh start, shorten periods)

• Additional discretionary payment
- Apply payments in excess of minimum to existing bases

- Allows employer to determine contribution pattern

- Flexible
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Accelerated Funding

• Change amortization bases
- Fresh start existing bases, shorten existing individual bases, 

and/or combine/split existing bases 

- Must pay off bases faster than existing schedule

- Creates new, higher minimum UAL payment

- Significant long-term savings

- Inflexible, irreversible
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Accelerated Funding - Example

Using the same example plan from slides 28-30
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Accelerated Funding - Example
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Accelerated Funding - Example

• In its simplest form a funding policy can be thought of in 
terms of three parameters
1. Initial payment

2. Escalation rate (if any)

3. Number of payments

• By picking two parameters the third can be calculated
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Accelerated Funding - Example
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Alternate 1 Alternate 2 Alternate 3

Initial Payment Interest on UAL 131% of Interest 150% of interest

Escalation Rate 7% 3% 0.86%

Years 17 17 17

• Pick two parameters and solve for the thirdthird
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Accelerated Funding - Example
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Accelerated Funding - Example
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Accelerated Funding - Example
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CalPERS 
Minimum

Alternate 1 Alternate 2 Alternate 3

Initial Payment 69% of Interest Interest on UAL 131% of Interest 150% of interest

Escalation Rate Varies 7% 3% 0.86%

Years 32 17 17 17

Total Payments $217,188,222 175,110,727 166,128,731 161,348,550

Saving $42,077,495 $51,059,491 $55,839,672
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Accelerated Funding

• Discuss with your CalPERS Actuary
- they will explain options and show financial impacts

• Help us understand your goals

• CalPERS will prepare paperwork and payment instructions
- need payment amount & payment date

• New amortization schedules show up in next valuation report
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Other Resources
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See May 2017 issue of 
CSMFO Magazine
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Questions & Comments
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