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MEMORANDUM











To:		Members of the PERS Board





From:		Jim Voytko


		Executive Director








Re:		The Development of the Staff Recommendation on Actuarial Equivalency





At the request of the Actuarial Services Committee of the Board, we drafted the following memorandum on the development of the staff recommendation regarding the adoption of modern, updated mortality tables.  It attempts to summarize the approach taken by the staff in numerous discussions of the issue to both frame the question, suggest objectives the Board should consider and develop tactics for reaching them.  It is infused with our best understanding of the advice rendered by the Department of Justice and the Board’s actuary, Milliman USA, as well as our own best understanding of the responsibilities placed on the Board and agency by our statutes and fiduciary law.





What Is the Question?





We concluded that our enabling legislation requires the Board to periodically select certain plan parameters to be used in various calculations.  Examples include appropriate mortality tables and the assumed rate of return.  Some of these inputs quantitatively affect monthly payments and employer costs though not the structure of the benefit promised under law or the structure of the funding responsibilities of employers under law.  





We concluded, however, that our responsibility in setting these parameters was not to engineer or preserve a specific monthly payment for all or some subset of the membership base.  Nor was our responsibility to engineer or preserve a certain level of system cost for employers.  Instead, our charge is to select those parameters that are most consistent with sound and economic administration of the plan.  We concluded that sound administration of the plan is best accomplished by adopting parameters based on the best and most accurate information we can gather regarding the financial and demographic realities in which the plan must operate and utilizing the most sound actuarial principles to put them into use.





This then is what we assume to be the ultimate objective of this process.  It is not an exercise in monthly benefit payment setting or preservation.  It is equally not an exercise in employer cost management or stabilization.  It is a search for the most accurate parameters we should use to best reflect the reality in which the plan must operate, to translate promised benefits into monthly payment streams and to accurately estimate and assign the costs of the plan.





This line of reasoning leads to our recommendation that the Board’s ultimate objective should be to use the most updated and accurate mortality tables in the administration of the plan and to do so with all deliberate speed.





We also arrived at this same conclusion by noting that the selection or retention of the many other tables available to the Board which date back variously to the 1980’s on backward to at least a century or more, all involve options that by definition do not represent the most accurate assessment of the environment in which the plan must operate today.  We could think of no rationale which suggested that choosing the 1978 tables was any more or less appropriate than tables developed in the 1950’s or further back in time unless one decides that some other objective such as the engineering or preservation of specific monthly payments or employer cost management should drive the decision.





In addition, we note that the Board’s actuary pointed out to the Actuarial Services Committee that mortality tables (and associated actuarial equivalency factors) play a much larger and pervasive role in the Oregon plan than is true in other public plans.  This suggests even greater importance should be placed on the use of the most accurate tables available.  





Finally, data gathered by the actuary and the staff suggest few situations (and only one dated example in a public pension plan) where policy decisions to use outdated tables were in effect.  The majority of the situations examined indicated that the most current tables were not only in use, but routinely adopted immediately and used in all calculations.





The Factors Underlying the Staff Recommendation





If the ultimate objective is to adopt the most accurate mortality tables available, the practical question of how best to do this remains open.  As part of that exercise, the staff and the Board’s advisors prepared the matrix of options and related attributes attached to this memorandum (Attachment A).





Choosing among them, however, requires setting objectives relating to the manner in which the Board achieves the ultimate objective—the use of modern mortality tables.  Implicit in the matrix is the staff’s recommendation that the Board consider additional objectives in the tactics chosen to achieve the recommended ultimate objective.  They are:





The certainty that all plan calculations will eventually utilize the most up-to-date tables.





If the objective is worthwhile, any option which never fully reaches that objective is obviously seriously deficient.





The speed by which more accurate reflections of current life expectancy are adopted by the system.





Every year that the system utilizes parameters known to be less accurate than others readily available is undesirable given the ultimate objective.





The clarity and reaction time offered stakeholders who must make decisions influenced by the effects of any change.





The plan exists to serve it’s stakeholders based on its charter, including its fiduciary duties.  Members must make decisions regarding how long to work in public service, whether and how much to supplement PERS retirement benefits with other savings, whether to work two jobs or accept part-time job opportunities and when to retire with a PERS benefit.  To the extent that the ultimate objective can be achieved and in the time frame deemed desirable, while simultaneously avoiding making the change the absolutely dominant factor in the timing of a member's retirement, that is desirable.  We believe that retirement decisions should reflect the member's assessment of a wide variety of life factors affecting their own lives, including but certainly not limited to the Plan’s parameters and periodic changes in same.  Thus, in our analysis we examined both the effect of these options on the monthly payments produced by the member’s benefit as well as a subjective examination of the degree to which any given option might strongly accelerate retirement decisions. 





Similarly, employers must make difficult budgeting decisions on an annual or biannual basis and the Plan’s expense to them is obviously not a trivial item.  As clear an assessment of the system’s cost as we can provide them—both in total and in any given year—is a desirable objective.





The complexity and cost of administration





We continue to believe that unless a proposal is simply infeasible to execute or generates substantial costs to the Trust, that this should be a secondary factor in decision-making on issues such as this.  In this case, however, a number of the options examined—including our current practice—are extremely complex, labor intensive, prone to error and add to the requirements for any improved IT platform we might create to support the agency’s business in the future.  Thus, administrative complexity deserves serious attention in this instance.








The Staff’s Recommendation—The Five Year Wear-Away





The staff’s recommendation summarized on the one-page attachment to this memorandum is that the Board adopt (a) the Wear Away option, (b) commencing January 1, 2003 and (c) over a transition period of five years with one-fifth of the gap between the 1978 and 1999 mortality tables being introduced in each of these years.





Why the Wear-Away Approach?





The Wear Away approach ensures that modern mortality tables will be adopted fully by a date certain.  It allows the Board to do so on a known and clear course easily communicated to and understood by most stakeholders.





 It offers the Board the most flexibility in setting the duration of that transition period.  This gives the Board an opportunity to permit the effects of the shift to modern tables to be felt gradually by both members and employers yet without sacrificing the ability to estimate those effects with substantial clarity.





It does not require the segmentation (i.e. differential treatment) of our membership base, the segmentation of the service periods of individual members or the selection of potentially arbitrary dates in doing so.  By this approach all members and all of their credited public service will be treated the same; that is have the identical mortality tables and actuarial equivalency factors applied to them.  





Under this approach, the administration of the plan will be simplified to the maximum degree possible under our enabling statutes.  It is not only vastly simpler than our current practice but actually eliminates a small but complex and costly set of system requirements necessary in any future automated IT platform for the agency.


In our judgment, none of the other options comes close to offering in aggregate this same array of desirable features.





Why Commence on January 1, 2003?





This is obviously a somewhat arbitrary date.  It represents a compromise between leaving inaccurate parameters in place for an additional year with the attendant consequences (presumed to be undesirable) and giving stakeholders a substantial amount of time to incorporate this change into the many other factors which influence their decisions (presumed to be desirable).  There is no administrative reason why implementation of the recommended approach cannot begin by September of 2002, for example, or later than the date recommended.  Implementation cannot be earlier than the earliest time rulemaking could be completed (approximately July 2002).  Moreover, the staff does recommend some time to allow communication of the effects of the change as, unfortunately,  we anticipate based on the actuary’s analysis and the reaction to date, that the consequences to stakeholders are likely to be overestimated, perhaps substantially.  Aggressive and clear communication is the only solution.





Why Five Years?





We selected five years for the following reasons.





Given the historical record on the issuance of new, updated tables by the Society of Actuaries and other authoritative expert bodies, we believe that a transition period that stretches any longer than five years risks having the Plan fully incorporate the 1999 mortality tables only to have a future Board immediately be confronted by the need to add another “leap” to a new set of mortality estimates to the just implemented movement to the 1999 tables.





It represents once again a compromise between the undesirability of extended periods of time with at least partial reliance on information known to be inaccurate and the desirable aspects of a measured transition period to the new mortality tables.  One of those desirable effects are detailed in Milliman USA’s analysis (Attachment B); namely, that the effect on the monthly payment amounts generated by the member’s benefit are spread over five years and thus substantially reduced in any given year in which the member might contemplate retiring.  It thus dramatically reduces the extent to which this policy change might induce accelerated retirements.  That said, given that the number of retirement candidates has grown rapidly to over 34,000, other factors apart from or in combination with even this attenuated factor might still present PERS with high numbers of retirements in the next several years.
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�
Public Employees Retirement System


Actuarial Equivalency Factor Rule


(OAR 459-005-0055)


Staff Recommendations


September 26,2001





Recommendation: 	5 Year Wear Away





			Actuarial Equivalency Factor Tables will be


			Changed over a 5 year period until the latest


			Mortality projections are implemented





Effective Date:	January 1, 2003





Primary Goal:	Fully implement the most current mortality tables


Will be accomplished by January 1, 2007





Impacts:





	Benefit Impact:


Impact on member benefits will be gradual


Clustering of retirements will occur (November/December), but be spread out over 5 years


Clustering of retirements will be limited to older retirees (over age 60).  Most retirements occur prior to age 60.





System Impact:


Will result in a reduction in pension liabilities of $1.253 billion


Average employer rate will be reduced by 1.7% of payroll





Administrative Impact:


Retirement clusters will occur during low retirement months


DP systems do no have to be modified


Some planned DP modifications can be canceled





Please Note:  	OAR 459-005-0055 will need to be modified to include this change.


This will require the Board to direct staff to begin the rule making process.
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