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Background

During the 2011 interim, the Board of Trustees for the State Retirement and Pension
System (SRPS) made a proposal to the Joint Committee on Pensions (JCP) to change the
amortization of unfunded pension liabilities and to phase out the corridor funding method. The
board indicated that the proposal would return the system to an actuarially sound funding
methodology. In addition, the board also noted that other components of its proposal related
specifically to changes to the amortization policy of the system would significantly reduce the
size of employer contributions to the pension system going forward, JCP has been supportive of
the board’s desire to move away from the corridor funding system, but the high cost of doing so
has previously made any transition prohibitive. However, the new liability outlook provided by
the 2011 pension reforms provides an opportunity to rework the funding policy. The
2012 Joint Chairmen’s Report requires that the Department of Legislative Services (DLS) and
the State Retirement Agency (SRA) examine the funding method, amortization of unfunded
liabilities, and the actuarial assumptions of the SRPS,

Current Funding Policy
Corridor Funding Method

Chapter 440 of 2002 enacted a change to the funding of the SRPS with respect to the
Teachers” and Employees’ systems. The funding method, referred to as “corridor,” made
changes to the way in which the State’s contribution rates to the Teachers’ and Employees’
systems are determined. The three smaller plans, the State Police Retirement System, the
Judges’ Retirement System, and the Law Enforcement Officers’ Pension System, and the
“municipal pool” of participating local units in the Employees’ System are not subject to the
corridor method. Under the corridor method, the State contribution rate for those systems
remains static as long as the system has a funded status between 90 and 110%; the contribution
rate for a given fiscal year is the same rate as it was for the prior fiscal year, When the funded
status falls outside this corriclor, the contribution rate is not the actuarially determined rate for
that fiscal year but rather the rate used in the prior fiscal year plus 20% of the difference between
the actuarial rate and the prior year’s rate. Mathematically, this is equivalent to using 80% of the
prior year’s rate and 20% of the actuarial rate.

The corridor method began by freezing the contribution rates for the State Employees’
and Teachers’ System at fiscal 2002 levels, as long as the systems posted funded ratios between
90 and 110%. The timing of the corridor’s implementation in fiscal 2002 was somewhat
advantageous to the State in terms of contribution requirements given the investment climate that
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Amortization of Unfunded Liabilities

To offset the impact of the switch, the board’s proposal alters the amortization policy
employed by the SRPS for its liabilities. Currently, the SRPS has two bases that must be
amortized: the unfunded liability base extant as of July 2000 and the amount that has emerged in
subsequent years. The pre-July 2000 portion is being amortized over a 20-year closed period.
The liabilities for all subsequent years are amortized on separate 25-year closed periods with
each year creating a new base. A closed amortization period sums all outstanding liabilities and
sets an end date when all the liabilities included in the base must be paid off, including new
liabilities generated in each year. The proposal suggested a switch to a new, unified 25-year
closed amortization base for all past liability sets, essentially beginning the financing of past
obligations anew. The savings associated with a change in the amortization make it possible to
phase-out the corridor method while also reducing the employer contribution to a more
manageable amount,

The prime reason that the board proposal is able to move away from the corridor method
is that it leverages changes to the amortization schedules, as described above. This
reamortization offsets the increased cost of paying a greater share of the actuarially determined
rate each year by spreading payments due in the near-term under the current amortization
structure across a new 25-year unified base, This change is powerful enough to produce a net
reduction in employer contribution requirements, even as additional funding to eliminate the
corridor system is provided. It has the added advantage of resolving an impending problem set
to occur in the State Police system. When the pre-2000 amortization base reaches the end of its
closed period in 2020, the employer contribution rates, which are already over 60% of payroll,
will double. Such an outcome would effectively make the State’s annual pension contribution
for each police officer greater than his or her actual salary. Rolling these liabilities into a new
base aliows a gradual resolution of this system’s required payment schedule.

Actuarial Assumptions

Another compoenent of system funding is the actuarial assumptions used in the valuation
of the system and for determining employer contributions. The system’s actuarial assumptions
create the rule set for how the SRPS values its assets and liabilities. These assumptions help
determine the amount that the State is required to contribute in each year to meets its obligations.
While both the corridor methodology and the amortization policy are dictated by statute, the
actuarial assumptions are, by statute, exclusively under the purview of the board, and JCP does
not have an opportunity to opine on the merit of alternative assumption levels. As such, any
legislative changes made to the system funding would be guided by projections based on the
current set of actuarial assumptions, Those assumptions could change as the board performs its
statutory duty to regularly asses the actuarial assumptions and adjust them if warranted by
fiduciary responsibilities

At least every five years, the board is required to conduct an actuarial study of the
experience of the system, and if necessary, adopt appropriate changes to align the actuarial
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current assumptions of 3.0% inflation and an investment return assumption of 7.75% but stated
that it would revisit the discussion the following vear for the 2013 system valuation.

Current System Projections

Exhibit 1 shows the projections for the current funding of the combined systems. The
contribution rate for fiscal 2014 includes the reinvested savings overpayment of $300 million for
a total contribution of $1.792 billion. The reinvestment overpayment for fiscal 2013 was
$190 million.

Exhibit 1
Current Funding
Fiscal 2013-2039
($ in Thousands)
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$4,000,000
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Source: Gabriel Roeder Smith & Company, and State Retirement Agency

When compared to the contribution for fiscal 2014, employer contributions will have
increased by 74.0% when the system reaches 80.0% funded status in fiscal 2025. Under the
current system, the contribution rate as a percentage of payroll, peaks in fiscal 2022 at 22.75%.
When the system reaches 100.0% funded status under the current funding policies and
assumptions in fiscal 2033, the contribution is projected to be $3.786 billion. The highest single
year contribution amount is projected for fiscal 2035 at $3.982 billion when the system is at
108.0% funding,
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assumptions adopted by the board as well as potential economic assumption changes. Under the
change to the amortization, all current unfunded liabilities would be amortized over a 25-year
closed period. At the end of the 25-year period, all unfunded liabilities are expected to be paid
off, with the system at 100% funded status.

The corridor method would be phased out over a 10-year period. The corridor currently
requires the prior year’s rate plus 20% of the difference between the prior year’s rate and the
actvarial rate. The first year of the 10-year phaseout would use the prior year’s rate, plus 28% of
the difference between the prior year’s rate and the actuarial rate. After 10 years, the
contribution rate would be the actuarially determined rate.

As previously discussed, the board updated the demographic assumptions over the
interim, and these are incorporated into the projections run by the actuary. The board did not
make any changes to the economic assumptions but did indicate that the matter would be taken
up again for the 2013 valuation. In anticipation of any potential changes to the economic
assumptions, the projections assumed that for the fiscal 2015 budget that the board would have
lowered the inflation assumption to 2.80% to coincide with changes made by Social Security.
Additionally, the projections assume that the board would lower the investment return
assumption from 7.75 to 7.55% by five basis points over a four-year period. The projections also
assume that any legislative changes to phase out the corridor methodology and the change the
amortization would begin in fiscal 2015, to coincide with any changes to the economic
assumptions.

Based on the actuary’s projections, it is anticipated that a change to a 25-year
amortization schedule, phasing out the corridor funding method over a 10-year period, and
changes to the economic assumptions by lowering the assumed inflation rate and investment
return assumption would yield significant reductions in employer contribution rates when
compared to the current funding structure.

Reductions in single-year contribution amounts exceed $1 billion in out-years when
compared to the current funding structure, Additionally, such changes would not substantially
affect the State’s system funding status targets while preserving current benefit levels. While
there would be a delay in reaching 80% funded status by 2 years, and 100% funded status by
6 years, there would also be substantial reductions in yearly employer contributions in reaching
those targets. Exhibit 2 illustrates the differences in contribution levels under the current
funding policy and assumptions versus the contributions made under the new amortization, a
10-year phase out of corridor, and anticipated economic assumption changes.



Annual State Retirement and Pension System’s Investment Overview 9

that same 25-year period, under the DLS and SRA proposal, cumulative employer contributions
total $60.7 billion.

These calculations are based on the assumption that the Board of Trustees will make the
assumed changes to the inflation rate and investment return assumption. In the event that those
changes are not made by the board, a change to the amortization and a 10-year phase out of the
corridor methoed still results in significant savings over the current system. The projections for
the above proposal and the proposal without the board’s economic assumption changes, are
attached as Appendices 2 and 3, respectively. It is important to note that all projections are
based upon all assumptions being realized exactly, Gains and losses to the system will affect out
year projected numbers as they occur.,

Findings

While the corridor method has previously resulted in reduced employer contributions,
working the investment losses sustained since its inception through the corridor method will
have significant impact on the employer contribution in out-years, A change to the amortization
of unfunded liabilities along with a phasing out of the corridor will allow the corridor method to
be ended and will reduce employer contributions. The expected changes that the Board of
Trustees will make in the following year to the economic assumptions, would provide additional
savings in the first few years while also adjusting the investment return assumption downward,
consistent with actions taken by other plans across the country. The proposed changes result in
substantial reductions to employer contributions, while preserving the goals of the 2011 pension
reform,
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