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Agenda

« What Has Been Happening?
« What’s on the Horizon?
+ What Can You Do?
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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
With either option, lower returns leads to higher contributions

Investmen
Returns

Contributions

I Benefits I
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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

. CalPERS
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Candidate Portfolios

Al s c | 0
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% 102%  11.4%  12.8%
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Candidate Portfolios
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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Candidate Portfolios
lllustrative Financial Impact (% of payroll) *

A | 8 | c | o
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%

* 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.
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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

Ultimate Estimated Relative

Estimated Change in Total Change in Total Employer
Normal Cost Rate Required UAL Payments
Category (% of Payroll) (% of UAL Dollar Payment)
Safety
CPO 0.3% to 0.4% (0.3%) to 2.0%
Fire (0.5%) to (0.2%) 0.3% to 1.4%
Police (0.3%) to 0.0% 0.5% to 2.0%
Miscellaneous
3% at 60 (0.2%) to 0.6% (2.2%) to (1.3%)
2 7% at 55 0.0% to 0.6% (1.3%) to 4.3%
2 5% at 55 (0.2%) to 0.5% (1.8%) to (1.0%)
2% at 55 (0.1%) to 0.4% (0.9%) to 1.7%
204 at 60 (0.3%) to 0.0% (5.5%) to (3.1%)
Schools (0.1%) 0.3%
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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

Source

(CEINSS

e [
Non- Method Benefit Golden
Driver Investment | investment Change Change | Handshake

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

Escalation Rate

- Active Plans Payroll (3%) 3% 3% 3% 3%
- Inactive Plans 0% 0% 0% 0% 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

Source
(CEINSS ,
Assumption/
Non- Method Benefit Golden
Driver Investment | investment Change Change | Handshake
Amortization Period 20 Years 5 Years
- Active Agencies 20 Years 20 Years 20 Years
- Inactive Agencies  Closed Period ~ Closed Period  Closed Period
(15 Years or less) (15 Years or less) (15 Years or less)
Escalation Rate 0% 0% 0% 0% 0%
Ramp Up 5 0 0 0 0
Ramp Down 0 0 0 0 0
Aﬁ CalPERS | actuarial office 22
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Proposed Actuarial Amortization Policy

* 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
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Impact of Proposed Policy on Typical Plan

Minimum Contribution Towards Unfunded Accrued Liability

518,000,000

516,000,000

514,000,000

512,000,000

510,000,000
P T —ven
58,000,000 // \A =t Proposed
$6,000,000 / \ﬁ‘-..._.
$4,000,000 \
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What Can Agencies Do?

M. CaIPERS | rcuarsi ore 2

CalPERS Contributions : What can you expect?

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)

Amorti- Expected Expected uled
Date zation Balance Payment Balance ¥ ¥ for
Reason for Base Established  Period 6/30/16 2016-17 6/30/17 2017-18 6/30/18 2018-19
FRESH START 06/30/06 20 $(3,311,095) _#(235:714) 5(3,311,037) ik 2ryIEE
BENEFIT CHANGE 06/30/07 10 $10,181451 (51,100,513 59,791,546
EENEFIT CHANGE 06/30/09 12 $206,116 57855 $200,739 o $154,347 s
ASSUMETION CHANGE 06/30/05 13 53,565,431 $363,876 53,885,121 $374,752 3,783,282 5382406
SPECIAL (GAIN)/LOSS 06/30/05 EE] 53,323,633 $215,674 53,341,121 $226,264 53,353,069 $229,870
SPECIAL (GAIN)/LOSS 06/30/10 24 51,565,169 $127,364 51,382,418 $131,184 $1,952,686 5133223
ASSUMETION CHANGE 06/30/11 i5 $3,372,180 $283,301 53,327,316 $291,800 §3,270,337 $257,456
SPECIAL [GAIN)/LOSS 06/30/11 25 $(455,388) $(25,153) 5(463,703) 5(30,028) $(466,786) 5(30,483)
PAYMENT (GAIN)/LOSS 06/30/12 25 5216,745 513478 5218,768 $13,882 $220,517 514,087
(GAIN)/LOSS 06/30/12 E $27,322,320 51,658,545 $27,577,506 51,745,513 $27,796,054 $1,775,756
(GAIN)/LOSS 06/30/13 27 $15502,390 _44B5a8 _ $16,206,775 _GESEAIR 516,723,899
ASSUMETION CHANGE 06/30/14 18 $13,477,593 (3256717 )  $14,005550  (_ $528,837 14,705,215 208,033
[GAIN)/LOSS 06/30/14 28 5(12.188,347) $(12.505.559) z S(13.455,746
(GAIN)/LOSS 06/30/15 25 45,884,876 5(37.121) 56,357,351 589,520 $6,733,443 $181,480

ASSUMPTION CHANGE 06/30/16 20 53,665,476 $(158,207) $4,099,742 ${162,953) §4,570,953 585,157

(GAIN)/LOSS 06/30/16 30 58,647,172 554,262 £9,228,674 50 §9,509,28% 137,348
TOTAL [ $81,779,726] $3,930,339  $83,738,289 $4,.425,
2016 UAL Projected 2018 UAL -~

Required UAL Contribution

* [f 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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30-year Amortlzatlon Schedule (Page 17)

et "‘" == * Shows all future payments
% e owme e towards current amortization
&= i =: bases
* This schedule does not include
future estimated bases for future
assumption changes
s#=7s contribution for the 2018-19

This schedule does NOT match
Z ‘m Fiscal Year (matches Page 15) projectlons on Page 5

E§555E5§§§§5

:*w Minimum required UAL

oals 16226050 7L 1314 144,346,939
Tnterest Paid B0 A AT 88,06, 9,009,361
Estinated Savings OTE 41,879,110

® This schechie doms ok sedlect the Ergact of hguam-..c ratm wmuhmm —
Ewrpind Jurm 38, 3016, For
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Projected Employer Contributions (Page 5)

Required Projected Future Employer C
Contribution (lssumes 7.375% Return for Fiscal Year 2016~ -17)
Fiscal Year 2018-19 | 2019-20 | 2020-21 | 2021-22 | 2022-23 | 2023-24 | 2024-25
Normal Cost % 20.950% 21.9% 23.8% 23.8% 23.8% 23.8% 23.8%
UAL Pa t 5,296,228 || 6,122,000 | 6,862,000 | 7,690,000 | 8463000 | 8028000 ([9.513.000]
[ Totalasa % of Payroli* | 48.7% | N\e3.0% | S7.7% | 606% | 632% | 6469 | 655% |
| Prajected Payral | 19094642 | 19.85g481 | 20257505 | 20,865,231 | 21,491,188 | 22,154923 | 22,800,000 |

80% increase over six years

* 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%
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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

. CalPERS
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Accelerated Funding

« Change amortization 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

Fresh start existing bases, shorten existing individual bases,
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Accelerated Funding - Example

Using the same example plan from slides 28-30

Unfunded Accrued Liability

$100,000,000 ettt

. / \

$60,000,000 \

$40,000,000 \
\

520,000,000
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Accelerated Funding - Example

Annual Contribution Towards Unfunded Accrued Liability

$18,000,000

516,000,000

$14,000,000

$12,000,000

- e

| N

$6,000,000 / \—\

$4,000,000 \

e \
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Accelerated Funding - Example

* Inits 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

. CalPERS
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Accelerated Funding - Example

* Pick two parameters and solve for the third

- Alternate 1 Alternate 2 Alternate 3

Initial Payment Interest on UAL 131% of Interest 150% of interest
Escalation Rate % 3% 0.86%
Years 17 17 17

. CalPERS
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Accelerated Funding - Example

Unfunded Accrued Liability

- N\
$80,000,000

e \\\ \
- \\ \
$20,000,000 \
0 +— ‘ ‘ ;
w o~ 0o O = ™Nm n w o~ 0o o o ™ m n w o~ 0 o O~ ™ m gmmhm
mmmmm = = = = g o oS o

mmmmmmmmmmmmmmmmm
ccccccccccccccccccccccccccccccccc
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Accelerated Funding - Example

Annual Contribution Towards Unfunded Accrued Liability

$18,000,000

/
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Accelerated Funding - Example

CalPERS Alternate 1 Alternate 2 Alternate 3
Minimum

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
Aﬁ CalPERS | actuarial ofice 39
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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

. CalPERS
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Other Resources

See May 2017 issue of
CSMFO Magazine

Budgeting Straight Through
a Fiscal Crisis

Impending CalPERS Cost Run Up
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Questions & Comments
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