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Overview





Over the past two years, the Board has devoted an extraordinary amount of energy to devise an appropriate response to the growing gap between the assumed lifespan for PERS retirees the agency uses to calculate benefits and those recommended by the system’s actuary as most accurately reflecting the true life expectancy of the system’s retirees.  During that period, the staff and Board have learned that the use of outdated tables: 





Increases monthly retirement payments beyond the level supportable by member account balances (plus employer match) based on traditional annuitization processes.





Results in actuarial inequivalency among the various benefit options under the plan.





Materially affects many member’s monthly retirement allowances as well as to the aggregate costs of funding the PERS plan, including employer contribution rates.





Is made more difficult to remedy given that our statute (a) contains multiple but fundamentally different benefit methodologies, (b) lacks an uncontestably clear definition of what the benefit is and precisely how it is accrued over time.





Is made more difficult to remedy given the complex legal factors arising from multiple quarters that play a role in the Board’s decision-making.





Is made more complex to address given that the same issue is the subject of litigation and a pending court order as well as, to date unresolved, attempts by the Legislature to provide clear legislative direction.





During the Board’s extraordinary deliberations on the mortality table question as reflected in the actuarial equivalency factors we employ, a variety of policy actions have been considered.  These range from:





Immediate implementation of modern mortality tables in our factors for all retirement calculations requiring them.





The Wear Away Approach where the gap between the outdated and current mortality tables embedded in the system’s actuarial equivalency factors is methodically phased out (or worn away) over a several year period leading toward a date certain adoption of actuarial equivalency factors employing modern tables for all calculations.


 


The Multiple Segment Approach which assigns past actuarial factors reflecting then extant mortality table assumptions to specific segments of service or member account balances over a member’s entire career and then uses them all at time of retirement.





Immediate Implementation with a supplementary “look back” calculation designed to put a floor” under monthly allowances, a process designed to begin use of the up-to-date tables but not permit them to ever lower and member’s retirement allowance as calculated just prior to adoption of the new factors employing modern tables.





The Board has opted to adopt as a policy direction, the fourth remedy noted above.  The bulk of this memorandum is devoted to the Board’s chosen policy approach.  The staff’s initial analysis of the mortality table issue is attached as Appendix A for reference only.





Today’s Question





On Monday, August 12, 2002 the PERS Board met in special session and voted to fully implement actuarial equivalency factors that incorporate up-to-date mortality tables beginning January 1, 2004, with a “look-back” feature discussed in more detail below.  Between that date and the scheduled January Board meeting, the staff at the Board’s direction has conducted hearings throughout the state on a draft rule intended to produce a definition of how the “look back” calculation would be constructed and used in the implementation of a move to incorporate modern mortality tables in the actuarial equivalency factors used by the system.





Based on analyses conducted by the staff, the many stakeholder comments received during the rulemaking and in prior Board and committee deliberations, this memorandum attempts to - 





provide a framework for the Board to define the “look-back” feature of their policy for updating mortality assumptions





discuss the detailed methods available for implementing that policy decision, and





present the staff’s recommendations on this issue and underlying reasoning.





In this analysis and in formulating its recommendations, the PERS staff assumed the following:





The look-back methodology’s primary purpose is to implement the Board’s decision to immediately implement the use of modern mortality assumptions in transactions involving the Trust’s assets.





The Board’s direction as to the “look-back” calculation is most clearly summed up in the following amendment to Board member Gardiner’s motion to adopt new actuarial factors employing modern mortality tables as of January 1, 2004 offered by Board member Harchenko and approved by the Board on August 12, 2002, “…the dollar amount that would have been paid if the account balance as of December 31, 2003, the day before the new (actuarial factors employing up-to-date mortality) tables take effect, was the balance at retirement…”  Extending that to cover all of PERS concurrent methodologies, she added, “It’s account balance-specific for Money Match, benefit-specific for (Full) Formula, and balance and formula for Pension Plus Annuity”


This paper is nonetheless incomplete in that we cannot expressly analyze the import, logic, sufficiency and ancillary implications related to the legal and litigation risk analyses presented to the Board by its attorneys since the Board has opted to maintain these opinions as privileged communications.  At the Board’s pleasure, the staff will be prepared to pose its questions and concerns regarding this aspect of the supporting analysis for this critical decision during the Board’s anticipated executive session.





The Look-Back Methodology and the Associated OAR





Construct of the Proposed Rule





The proposed rule recognizes that there are various components associated with calculating retirement benefits. If the Board chooses to move forward with a look-back calculation, it must first decide what components should be included.  For example, in calculating a Full Formula benefit one must know, among other considerations, the years of service, the amount of sick and vacation leave, and the member’s final average salary.   The value of these components is time sensitive, either increasing or decreasing over time. Not surprisingly, these changes in the components over time effects the member’s retirement benefit, therefore the date at which one looks to set these components is critical.  The final average salary of a member at the point of AEF change and 10 years later when they actually retire can be quite significant.  Money match components, although few, are also time sensitive, particularly in a declining market.





In order to provide the Board and public commentators with the widest range of choices that recognize the full array of possibilities in delineating the look-back value, the rule first identifies all possible components that comprise retirement benefits and then provides various time-treatments of them.  For example, sick leave is identified as a component and two time variations (as of the time of AEF change or as of the time of actual retirement) are offered for consideration.  (See Proposed Rule 459-005-0055(7)(a)(E) and Alternate (E1)).





For illustrative purposes, staff has combined various components into two examples, one that demonstrates the concept of freezing all balances as of the AEF change date as the look-back value (Example 1) and another that demonstrates the effect of permitting certain components to fluctuate until the actual retirement date (Example 2).  The pros and cons of these Examples are discussed more fully in Appendix A.  





Ultimately, the anticipated product of the Board’s deliberations is a detailed definition of the “look-back” feature that -





can be reviewed by the PERS Board to ensure that the methods are consistent with the mortality table policy it has adopted and embedded in the system’s actuarial equivalency factors,


is set forth in an OAR dedicated to defining this policy,


can be readily available to members, stakeholders and other interested parties, and


can be used by the PERS staff to assess the processes and resources necessary to implement that policy in actual operations and employ it in practice.


Anticipating that the Board will consider either (a) making the draft rule final or (b) refining it and reissuing it for further stakeholder comment, the staff developed a list of considerations that we recommend the Board review before deciding this critical issue.





�
 Key Issue in the Creation of a “Look-Back” Methodology





There is a single over-riding programmatic issue in the adoption of a “look-back” methodology for implementing the PERS Board’s policy directive. Namely, should any incremental changes in the components affecting pension calculations following the effective implementation date of the up-to-date tables (1/1/04) be included in the calculation of the “look-back” hypothetical benefit?  Including any such post implementation changes on its face appears to undermine the entire concept of a “look-back” calculation whose intent is to estimate what monthly retirement allowance would have been paid had the member chosen to retire at some age beyond 1/1/04 but on the circumstances present - most specifically given the Board’s instruction “the account balance as of December 31, 2003”--at the date of the policy change.  Indeed, including all changes in components post 1/1/04 almost completely eliminates the effect of adopting modern mortality tables - a seemingly absurd result, and one inconsistent with the Board’s August 2002 policy decision.





Considerations for the Board





In sorting out the complex issues, the Board may consider many objectives.  To best support clear and comprehensive decision making, we offer at least the following points on which the Board might evaluate the method by which we define and calculate the “look-back” value.  The objectives discussed below are largely drawn from those initially adopted and considered by the Board through its long review and analysis of the AEF/Mortality Table issue. 





Does it move the system to use of actuarial equivalency factors reflecting full adoption of modern, up-to-date mortality tables?





Based on our best understanding of the Board’s general policy decision to adopt actuarial factors employing up-to-date mortality tables, any calculation methodology must meet this objective to be responsive to the Board’s direction.  We believe that all the options for implementing the “look back” floor sought by the Board meet this objective but clearly not with the same speed, the same system-wide fiscal effect nor the same effects across members.





The more financial pension value that is created post 1/1/04 but “brought back” to the 12/31/03 look-back calculation, the longer the look-back value of the monthly retirement payment (and the associated employment of factors resting upon outdated mortality tables) remains the dominant retirement payment the system must fund.





Our conclusion on this point is that a desire to move quickly and completely to effective use of factors employing modern mortality tables argues for defining the “look back” monthly allowance as simply the member’s account balance on 12/31/03 plus a match, annuitized under the old tables.





This simpler definition of the lock back value also puts all current members on a more equal footing.  Because not all members are equivalent in the circumstances present on 12/31/03, allowing post 12/31/03 “value” that is affected by those pre-change circumstances exacerbates the disparate effects among members.  For example, if earnings on the 12/31/03 account balances credited in the post 1/1/04 period are brought back to the look-back calculation, members with large balances on 12/31/03 will enjoy a much longer period during which their look-back value and its reflection of older mortality tables through the old actuarial factors remains in place.  Contrast this result to an approach that simply freezes accounts balances for all members on 12/31/03, where this dynamic is negated since this simpler methodology would not include any post 1/1/04 financial value to come back into the 12/31/03 look back calculation for any member.  Using the 12/31 03 account balances as the basis for calculating the look back value places all members on the same footing: namely, their account balance value as of December 31, 2003.





That is not to say that any method will produce equal periods during which the monthly retirement payment under the new factors employing up-to-date mortality tables reaches the look-back value.  We believe some differences are inevitable because the drivers of increased pension value that emerge post 1/1/04 (e.g., salary gains, contributions, etc.) will differ from member to member.  Note, however, that these factors are not the result of pension policy, however.  Moreover, they arise post 1/1/04 from service in public employment, the service for which pension benefits are intended to partially compensate.





Is the Implementation Policy Consistent With the Policy Direction Given by the Board on August 12, 2002?





Clearly, we believe that the policy direction set forth by the Board on August 12, 2002 calls for the account balance created to that point to be the basis for the “look back” value.  Based on our review of the Board’s motions and commentary, it is fully consistent with the Board’s direction recounted earlier in this analysis.





Will the Implementation Policy Chosen for Moving to Full Adoption of Modern Mortality Tables Accelerate Retirements?





Given the multitude of personal factors that enter into any individual member’s decision to retire, it is impossible to predict short-term changes in retirements in response to policy changes.  However, we believe that, generally speaking, the longer the period of time between 1/1/04 and the date at which the monthly retirement payment calculated at actual time of retirement with factors using up-to-date mortality tables exceeds the “look-back” value, the greater the potential effect on members’ decisions to retire or leave the public service sooner.





The economic incentive presented by long catch-up periods are on the margin to retire from or leave PERS covered public service, take other employment and place post 1/1/04 pension savings (i.e., contributions) into either private savings, a 401-k savings plan or another pension plan.  We stress that this is true on the margin because “all else” (opportunities for financial advancement in their current PERS position such as large salary increases or promotions, for example) must be held equal to be absolutely certain this effect is not offset.  In addition, the member must be able to secure non-PERS employment in the private or public sector at no loss of salary or other benefits.





In this regard, options that bring back substantial post 1/1/04 value into the calculation of the “look back” value, create considerably longer “catch-up” periods.  These periods are effectively longer periods during which the system does not benefit from the lower costs inherent in full and effective implementation of the modern mortality tables and the member is not effectively accumulating additional pension value.  This combination, we conclude, has the greatest potential for materially accelerating retirements or departures from PERS covered public service.  It generates the largest apparent economic incentive to leave PERS covered public service, all else remaining equal.  The shorter “catch up” periods inherent in a “look back” value based solely on the 12/31/02 account balance provides the least incentive to immediately retire or depart from public service. 





In earlier analyses, the supporting materials prepared by the staff addressed the underlying rationale for considering the effect of the Board’s policy and implementation decisions on the retirement/employment decisions of members.  Specifically, we noted that “To the extent that the ultimate objective (now decided by the Board’s overall policy decision to adopt factors employing modern tables) can be achieved and in the time frame deemed desirable, while simultaneously avoiding making the change the absolutely dominant factor in the timing of member’s retirement, that is desirable.”  Thus, if the Board can achieve its policy goal without an ancillary acceleration of retirements/departures from PERS covered public service, it would seem desirable.





Will the chosen implementation policy for moving to actuarial equivalency factors employing up-to-date mortality tables be administratively feasible and effective?





The staff continues to maintain that save for cases where feasibility itself is in question, administrative burden should be a secondary consideration.  The administrative challenges to implementing the Board’s policy decision to establish a “look-back floor” on monthly allowances are daunting regardless of the implementation method chosen for the look-back calculation.  The difficulties may be substantial, but feasibility is not in question given sufficient time and resources.





That said, we would note that administrative burden rises to some degree with each post 1/1/04 financial stream that must be tracked and “brought back” to the 12/31/03 “look-back” calculation.  To the extent these components are already tracked, the burden is probably modest.  To the extent that new values must be calculated, tracked and added to the RIMS database, the burden rises.  In this respect, a policy which utilizes simply the 12/31/03 account balance as the basis for calculating the look back value offers a clear line of demarcation and complete freezing of all components carries the least administrative burden.  The clarity of this approach and its overlap with the current annual reconciliation process offers the best hope for administrative simplicity.  





In addition, the much shorter transition period will greatly diminish the time period during which the “look-back” calculation must be done.   Indeed, we believe there will quickly come a point under a rule which uses the 12/31/03 account balance as the basis for the look back value where entire classes of members can be “certified” to have monthly retirement allowances that clearly exceed the 12/31/03 look-back level.  This will eliminate the need to do double retirement calculations for all these members. 





Any options that reach forward in time and bring back value to the “look back” calculation carry somewhat greater administrative burdens.  For example, a rule which requires that PERS selectively bring back certain balance declines or the portion of the future earnings streams for both the 12/31/03 account balance and the post 1/1/04 contributions present administrative challenges since neither of these is done in either automated or manual fashion at present.  It appears likely that separate, ongoing tracking of a varying pre 12/31/03 member account balance would require PERS to immediately double the nearly half million separately tracked member accounts associated with active public employees.





Will the chosen implementation policy for moving to use of actuarial equivalency factors employing up-to-date mortality tables create acceptable litigation risk?





The staff does not recommend choosing manifestly poor policies in order to avoid litigation or even manage litigation risk.  Choosing to make policy decisions in this area dependent on avoiding either a litigation claim that it infringes on a “contract right” or violates a duty to manage the system in a sound manner in effect places at least some policy making authority in the hands of any member or employer stakeholder with standing to bring suit.  





However, if, for example, two implementation methods are equally effective in reaching the Board’s policy goal and consistent in the Board’s view with their obligations to manage the system, but they differ materially in the risk that they may be found legally flawed in subsequent judicial review, the less risky version is obviously preferable.  Hence, the staff does believe that consideration of litigation risk is, indeed, a factor the Board should consider.  However, since the weighing of litigation risk inevitably involves discussions of possible litigation strategy, expanded discussion of this objective will be left to executive session unless the Board directs otherwise.





Will the chosen implementation policy for moving to actuarial equivalency factors employing up-to-date mortality tables affect the Internal Revenue Services tax qualification of the Plan?





The Board is charged by statute to ensure that the Plan’s tax qualification remains in effect.  The “look-back” methodology which the Board has directed the staff to include in the implementation of the move to factors employing modern mortality tables is similar in concept to the “accrued benefit” requirement that the IRS imposes on ERISA plans (PERS is not an ERISA plan).





Two questions emerge.  First, do the IRS requirements imposed on ERISA pension plans apply at all to the OPERS plan that is a public pension plan explicitly exempted by the Congress from ERISA?  The Board has discussed this question with its attorneys and further discussion of this factor will be left to executive session.





Second, if they do apply, will the methodology for the look-back calculation selected by the Board because it best achieves its mortality policy objectives, also be accepted by the IRS as an appropriate definition of the “accrued benefit” in the context of both the IRS’s requirements and the particular, if not unique, structural features and benefit methodologies of the OPERS plan?





In summary, the IRS (1) may have no requirements that apply to PERS at all in this area, or (2) the IRS’s ERISA requirements do apply or (3) the IRS’s interest is limited to ensuring that Oregon make clear in the plan document its definition of “accrued benefit”.  If either #1 or #3 above is true, the ball would appear to be in Oregon’s court to decide—in the context of our unusual plan and the state’s chosen pension policy objectives—what members’ should expect as the accrued benefit.  In either of these two cases, it may be inappropriate to use estimations of potential ERISA related IRS concerns as the primary policy driver for defining the precise manner in which a public sector plan like Oregon PERS chooses to move from out-dated, inaccurate mortality assumptions to accurate ones.





In addition, if either #1 or #3 above are true, the Board has a choice of either acting directly to define the “accrued benefit” element of the plan structure on its own or deferring to the Legislature to give clear direction on this obviously unsettled area of our state’s pension policy.





Will the rule ensure actuarial equivalency among the various benefit options in the plan as required by statute?





No, at least no in the accepted financial sense.  Any AEF rule that adopts a policy and implementation method that utilizes, in whole or part, factors based on obsolete mortality tables/longevity assumptions will ensure that both the partial lump sum and the double lump sum benefit options are not actuarially equivalent with the other options provided for in the plan that do require the use of factors involving estimates of retiree longevity.  





Any policy that uses a “look back” benefit floor determined by the application of factors employing outdated tables (however that floor is calculated) introduces this inequivalency.





Will the rule produce unanticipated consequences, whether legal, financial or programmatic in the future?





By definition, an unanticipated consequence is just that, unanticipated.  However, analysis of possible future scenarios and potential consequences can shed some light on the possibilities.  Since this decision is significant by any metric one chooses to use, it justifies as much forward thought as possible.  Since the staff’s views on the potential for unanticipated consequences are inextricably linked to legal advice given to the Board and the paradigms involved, we will assume for the purposes of this memorandum that the Board prefers these comments be reserved for executive session.


  


The Fiscal Effect on the System as a Whole





The Board has consistently requested both illustrative analyses of the financial effects on various hypothetical members from the staff as well as system-wide financial effects from the actuary.  An updated estimate from the system’s actuary on the system-wide fiscal effect of implementing the Board’s mortality policy under disparate look-back methodologies in included under separate cover.  Illustrative examples of the “look-back” methodologies on hypothetical members have been generated by the staff, discussed with stakeholders during the rulemaking and provided to the Board. 





System-wide Fiscal Consequences





The preliminary data provided by the actuary to the staff thus far indicates the following.





Based on our actuary’s analyses, using the account balance in place as of 12/31/03 as the basis for a look back calculation would reduce the PERS UAL by approximately $1.46 billion.  Because of this, PERS employer contribution rates would decline by approximately 2.0% or $134 million annually.  This approach would also permanently decrease the employer’s normal cost rate by an estimated 0.6%.





A rule which brings back into the look back value the effects of post 1/1/04 events would reduce the PERS UAL by about $442 million with a corresponding rate decline of about 0.8%.  This approach would permanently lower the employer’s normal cost rate by about 0.3%.


�






($ millions)�



Option A�



Option D�
�
Unfunded Actuarial Liability�
�
�
�
   2001 Valuation - Pensions�
$  5,613.4�
$  5,613.4�
�
   Estimated Revision�
    4,153.1�
    5,170.6�
�
   Change in UAL�
$(1,460.3)�
 $   (442.8)�
�
�
�
�
�
Employer Contributions�
�
�
�
   Normal Cost Rate�
     (0.60) %�
     (0.30)%�
�
   Amortization�
     (1.40)�
     (0.50)�
�
   Estimated Total Rate�
     (2.00)%�
     (0.80)%�
�
�
�
�
�
   Estimated rate of pay�
�
�
�
   As of July 1, 2003


   (without pick-up)�
$   6,680.8�
$   6,680.8�
�
�
�
�
�
   Estimated increase or �
�
�
�
   (decrease) in employer�
�
�
�
   contributions in 2003-04�
$   (134)�
$    (53)


�
�



Illustrative Member Calculations





Tables B and C below summarize the set of sample calculations done by the PERS staff illustrating how implementing the Board’s policy of utilizing factors employing modern mortality tables might affect a hypothetical member under pre and post 12/31/03 balances look-back scenarios proposed by the Board in its draft rule.





The illustrative calculations indicate that:





The period of time the “look-back” value remains the dominant (and therefore effective) benefit varies depending upon:





The method employed (i.e., simply the 12/31/03 balance or adding value to that balance due to post 1/1/04 events)


The member’s account balance at 12/31/03


The member’s salary (and therefore contributions) post 1/1/04





Measured by the period of time necessary for the monthly retirement allowance calculated at the member’s chosen date of retirement to exceed the “look-back” value, we note that:





Adopting a policy that simply uses the member’s 12/31/03 balance with no further changes a has much shorter transition periods—from three to thirteen months in these examples for the Money Match method.  Incorporating the effects of post 1/1/04 and continuing to add them to the member’s balance for purposes of calculating the “look back” floor yields substantially longer transition periods, ranging from eight months to more than twelve years for the same examples.  (See Tables B and C below)  The reason for this is under the latter policy choice, the look-back value is not fixed at all, but rather continues to escalate over time as earnings on the 12/31/03 account balance are continually added to it.  Thus, the monthly retirement allowance based on accurate mortality tables is essentially chasing not a fixed “look-back benefit,” but rather a continually rising target fed by post 1/1/04 earnings on the 12/31/03 balance and earnings on those earnings.  Thus, it takes much longer for the monthly allowance reflecting accurate mortality assumptions to outpace the allowance calculated using factors employing the old tables.





The older the member at time of retirement, the longer the transition period.  Younger members have more active working years to accumulate post 1/1/04 contributions that boost their account values and more quickly transition to the point where the benefit calculated on the post 1/1/04 balance with the modern mortality assumptions is higher than the “look-back” value.  Again, under Option A for the transition period for an illustrative 62-year-old member with a $128,000 balance and assuming Money Match is thirteen months.  When balances used for the “look back” calculation are allowed to escalate post 1/1/04, that transition time for that same 62 year old member exceeds 12 years.  (See Tables B and C)   





The larger the member’s 12/31/03 account balance, the longer the transition period, especially under Option D.  Older members on average have higher, often much higher, account balances and since all options use actuarial factors employing the old mortality assumptions applied to the account balance as of 12/31/03, these members benefit most from the Board’s decision to include a “look-back” feature in the mortality policy implementation.





The higher the member’s salary (post 1/1/04), the shorter the transition period.  This is because contributions continue to grow the post 1/1/04 account balance and the contribution amounts are proportional to the member’s salary.


�



�
�
Table B�
�
ACTUARIAL EQUIVALENCY IMMEDIATE IMPLEMENTATION JANUARY 1, 2004�
�
When does the accrued monthly benefit (option A) converge�
�
with the monthly benefit at retirement (Method R)?�
�
�
�
�
�
�
�
 MONEY MATCH�
�
�
�
�
�
�
Attained Age�
�
Account Balance�
Salary�
46�
58�
62�
�
$      128,875�
$   57,801�
3 mths�
8 mths�
12 mths�
�
          95,679�
    57,801�
3 mths�
7 mths�
11 mths�
�
       128,875�
    38,268�
3 mths�
8 mths�
13 mths�
�
$        95,679�
$  38,268�
3 mths�
8 mths�
12 mths�
�
�
�
�
�
�
�
 FORMULA PLUS ANNUITY�
�
�
�
�
�
Attained Age�
�
Account Balance�
Salary�
46�
58�
62�
�
$      128,875�
$   57,801�
2 mths�
5 mths�
8 mths�
�
          95,679�
    57,801�
2 mths�
4 mths�
7 mths�
�
       128,875�
    38,268�
2 mths�
6 mths�
9 mths�
�
$        95,679�
$  38,268�
2 mths�
5 mths�
8 mths�
�
�
�
�
�
�
�
 FULL FORMULA�
�
�
�
�
�
�
Attained Age�
�
Account Balance�
Salary�
46�
58�
62�
�
$      128,875�
$   57,801�
1 mths�
5 mths�
9 mths�
�
          95,679�
    57,801�
1 mths�
4 mths�
7 mths�
�
       128,875�
    38,268�
1 mths�
8 mths�
12 mths�
�
$        95,679�
$  38,268�
1 mths�
6 mths�
10 mths�
�
�
�
�
�
�
�
NOTE: Attained age as of AEF implementation date.�
�
�






Table C�
�
ACTUARIAL EQUIVALENCY IMMEDIATE IMPLEMENTATION JANUARY 1, 2004�
�
When does the accrued monthly benefit (option D) converge�
�
with the monthly benefit at retirement (Method R)?�
�
�
�
�
�
�
�
�
�
�
 MONEY MATCH �
�
�
�
�
�
�
 �
 �
Attained Age�
�
�
�
Account Balance�
 Salary �
46�
58�
62�
�
�
�
 $      128,875 �
 $       57,801 �
11 mths�
45 mths�
74 mths�
�
�
�
            95,679 �
          57,801 �
 8 mths�
29 mths�
47 mths�
�
�
�
          128,875 �
          38,268 �
18 mths�
 112 mths�
  144 mths*�
�
�
�
 $         95,679 �
 $       38,268 �
12 mths�
     55 mths�
93 mths�
�
�
�
*Converges beyond number of months shown.


�
�
�
�
�
�
�
 FORMULA PLUS ANNUITY �
�
�
�
�
�
 �
 �
Attained Age�
�
�
�
 Account Balance �
 Salary �
46�
58�
62�
�
�
�
 $      128,875 �
 $       57,801 �
4 mths�
11 mths�
12 mths�
�
�
�
            95,679 �
          57,801 �
3 mths�
  8 mths�
      12 mths�
�
�
�
          128,875 �
          38,268 �
5 mths�
     12 mths�
18 mths�
�
�
�
 $         95,679 �
 $       38,268 �
4 mths�
     12 mths�
    112 mths�
�
�
�
�
�
�
�
�
�
�
�
 FULL FORMULA �
�
�
�
�
�
�
 �
 �
Attained Age�
�
�
�
 Account Balance �
 Salary �
46�
58�
62�
�
�
�
 $      128,875 �
 $       57,801 �
1 mths�
5 mths�
      10 mths�
�
�
�
            95,679 �
          57,801 �
1 mths�
4 mths�
 9 mths�
�
�
�
          128,875 �
          38,268 �
1 mths�
8 mths�
12 mths�
�
�
�
 $         95,679 �
 $       38,268 �
1 mths�
6 mths�
11 mths�
�
�
�
�
�
�
�
�
�
�
�
NOTE: Attained age as of AEF implementation date.�
�
�
�












TABLE A


Treatment of Variables in Calculating Accrued Benefits


12/31/03


��



OPTIONS�
�



VARIABLES�



A�



B�



C�



D�
�
Regular Account


Balance 12/31/03�
12/31/03�
12/31/03�
12/31/03�
12/31/03�
�
Variable Account and Tier II


Balance 12/31/03�
12/31/03


�
12/31/03


or R if lower�
12/31/03�
12/31/03�
�
Service Time�
12/31/03�
12/31/03�
12/31/03�
12/31/03�
�
Sick Leave�
12/31/03


�
12/31/03


or R if lower�
12/31/03 or R if lower�
R�
�
Vacation�
12/31/03


�
12/31/03


or R if lower�
12/31/03 or R if lower�
R�
�
Regular Account Contributions Post 1/1/04�
None�
None�
None�
None�
�
Variable Account Contributions Post 1/1/04�
None�
None�
None�
None�
�
Credited on 12/31/03 Regular Account Earnings Post 1/1/04�
None�
None�
None�
Yes�
�
HB 3349/5759�
12/31/03�
12/31/03�
12/31/03�
12/31/03�
�
Earnings on 12/31/03 Variable Account Earnings Post 1/1/04�
None�
None�
None�
Yes�
�
Salary


�
Highest Three Years as of 12/31/03�
Highest Three Years as of 12/31/03�
Highest Three Years as of 12/31/03�
Highest Three Years as of R�
�
Purchases


(Timing Optimal)�
None�
None�
None�
Allowed as of 12/31/03 if requested at R�
�
Purchases


(Only at Retirement)�
None�
None�
Allowed as of 12/31/03 if requested at R�
Allowed as of 12/31/03 if requested at R�
�
Age�
R�
R�
R�
R�
�
R = as of actual retirement date selected by member 











The Staff Recommendation





If the Board chooses to retain the concept of a “look back” floor on monthly allowances as part of its final rule for transitioning from actuarial equivalency factors employing outdated to ones reflecting modern mortality tables, we recommend that the Board declare the monthly retirement allowance resulting from the annuitization of the member’s account balance as of 12/31/02 with appropriate match and using the existing actuarial factors (reflecting the old mortality assumptions) be the “look back value” which will remain the effective value until such time as post 1/1/04 changes yield an account balance which when annuitized using factors reflecting modern mortality assumptions produce a monthly retirement allowance that exceeds this value.  The staff further recommends that the Board define this only in terms of a calculation methodology to be employed by the system and avoid declaring the “look back” value to have any additional standing or meaning.





The reasons for this are taken from the analysis presented earlier in this memorandum.





This approach is most directly consistent with the Board’s specific directions given in the August 12, 2002 meeting.


This approach allows the Board to fully adopt actuarial factors utilizing modern accurate mortality assumptions in retirement system transactions in most expeditious manner possible under the Board’s chosen policy direction, yet provides that if 12/31/03 balances combined with the older mortality assumptions yield a higher benefit, the member still receives that higher benefit.  In this respect, this approach represents the quickest recognition of the true environment in which Trust Fund assets must be utilized to fund benefits that still provides this “look-back” floor for members.


This approach is the clearest and most consistent method.  Freezing account balances for all members regardless of Tier, age, salary level, or length of service on the same date is clear and understandable to members and employers alike.


This approach is consistent with the notion that future earnings from the Trust Fund’s assets do not “belong” to individuals or specific employers until they are credited to specific accounts by the Board.


This approach provides consistent treatment across pension methodologies.  All post 1/1/04 events which affect pension value, whether financial (i.e., affecting Money Match) or service related (i.e., affecting Full Formula) fall under the Board’s new mortality policy as embodied in its new actuarial equivalency factors and have equal effect on all members regardless of status, age, account balance, etc.


This approach provides the least incentive to retire or leave public service by yielding the shortest transition period to the full and effective use of actuarial equivalency factors employing modern mortality assumptions. 


This approach is the most straightforward to administer and thus provides the least resource burden on the Trust, should allow the highest degree of accuracy and yet still incorporates the objectives sought by the Board in requiring a “look back” calculation at all.


�
In addition, the staff recommends the following refinements to this policy.





Only in those selected instances where the total value of a member’s account balance has declined in from 12/31/03 and where Money Match is the effective calculation method (example: Money Match is the dominant method and the account balance is lower on the date of retirement than on 12/31/03 due to negative earnings credited and despite the influx of additional contributions), the staff will compare the benefit at actual time of retirement using the factors employing modern mortality tables to the benefit at retirement using the old mortality tables.  If the benefit using the balance at time of retirement and the old mortality tables were higher than the benefit using the same balance and the new factors, the member would receive the higher benefit.





The reason for this adjustment is to ensure that, to the extent possible, the “look-back” technique the Board adopts as part of its implementation of modern mortality assumptions does not inadvertently guarantee a member’s benefit from potential declines, which are an inherent part of the plan.  In these circumstances, the treatment recommended above should ensure the plan factors that reduced the account balance are recognized yet also recognize in (again only in this selected circumstance) post 1/1/04 contributions which act to partially offset the factors driving the decline in the account balance.  





An ancillary effect of this recommended treatment for cases of declining account balances is that the issue of the effect of the change on the members appears entirely moot since the member in this unique circumstance would face no potential decline in monthly payment levels from the shift to actuarial factors employing modern mortality tables.  This is because, in this circumstance, the member would have his/her entire account balance annuitized using factors relying on the old mortality tables. The broader circumstances surrounding declining balances is discussed in more detail in Appendix A to this memorandum





Appendix A





In selected instances due to the complex and highly variable options embedded within the PERS plan, a member’s account balance could be lower at the point of retirement than on December 31, 2003.  Over time with the certainty of account balance gains from contributions and positive long-





term investment returns and the fact that retirements from the existing membership will be spread throughout the decades beyond 12/31/03, these instances should quickly become extremely rare.  But at least some are likely in the early years, particularly in cases where members’ choices have led to a large balance in the Variable Account. 





In these instances, a “look-back” approach resting on a simple reversion to the higher 12/31/03 account balance as indicated by the Board’s instructions could have the practical result of creating new financial guarantees to the member against declines in the value of his/her retirement benefit that have no connection per se to the adoption of factors employing modern mortality tables.  Some of these guarantees - if embedded in the “look-back” methodology - would, in these particular instances, insulate the member against risk to his/her retirement benefit from external factors such as declines in the investment markets. This is a structural feature of the PERS plan that is rooted in statute and requires members to face the potential for declines in their benefits due to these factors. 





To illustrate:  A member decides to retire on 7/1/05.  This member has been participating in the variable account and assuming investment market declines in 2004 would have a higher account balance on 12/31/03 than on his/her actual retirement date.  If the look-back calculation relied on the 12/31/03 balance (just prior to the implementation of modern mortality tables) and the look-back benefit level was higher, the member would be held harmless not only from the nominal effect of the adoption of factors employing modern mortality tables but also from the market declines participation in variable was intended to entail from time to time.  This example might also be illustrated using a Tier 2 member’s account.  Tier 1 members participating only in the regular account do not face market driven declines in their account balances because of the annual guaranteed rate of return.





However, avoiding creating these guarantees may bring other consequences.  For example, one way to avoid the guarantees illustrated above is to adjust the variable account downward if investment returns so dictate before doing the look-back calculation.  The logic behind this is that the decline in benefit (via decline in variable balance) was driven by market forces which the statute requires the member face.  However, doing so drags a post 1/1/04 change in variables back into the 12/31/03 calculation blurring the demarcation between pre and post policy change, and does so for declines in account balance while gains in account balance (from investment results) apply to the benefit calculation conducted for the actual date of retirement but not the “look-back” value.


 


Another way to avoid these guarantees is to bring all the earnings on the 12/31/03 account balance back in time to the 12/31/03 calculation, regardless of direction.  This permits consistency with the other structural features of the plan, such as the bearing of market risk.  However, bringing all these post change financial streams back across the 1/1/04 “policy change divide” risks making the look-back calculation (and the adoption of modern mortality tables) increasingly blurred conceptually and practically as this would require, the largest percentage of dollar weighted change in retirement variables post the implementation of factors employing the new tables to be moved back in time to the 12/31/03 look-back date.  Moreover, in practice this would always creates substantial value for Tier I regular account members whose 8% or more annual gains would be moved back into the look-back calculation for the purpose of avoiding intermittent and short-lived minor guarantees against account declines for variable participants and Tier I members.
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