TEACHERS’ RETIREMENT BOARD

REGULAR MEETING

SUBJECT: Strategic Packages for Addressing Unfunded Actuarial ITEM NUMBER: __ 7
Obligation

CONSENT: ATTACHMENT(S):_2

ACTION: MEETING DATE: April 7, 2006

INFORMATION: _ X PRESENTER: _Ed Derman

PURPOSE OF THE ITEM

The purpose of this item is to update the Board on activities surrounding the effort to address the
Defined Benefit (DB) Program’s current unfunded actuarial obligation, including presenting four
possible strategic packages.

SUMMARY

Based on the June 30, 2005 actuarial valuation, the unfunded actuarial obligation totals $20.3
billion, representing a funding ratio of 86 percent. Although the funding status has improved
since last year, given the actuarial assumptions, the unfunded actuarial obligation does not
amortize over any time period. This unfunded actuarial obligation is equivalent to an increase of
3.753 percent of creditable salaries over 30 years.

In December 2005, staff presented to the Board 13 options (some of which had variations on
them) to consider in addressing the unfunded actuarial obligation in the DB Program. These
options were:

= |ssue pension obligation bonds to finance the unfunded actuarial obligation.

= Amortize the unfunded actuarial obligation over 40 years, rather than over 30 years.

= For new members:

o Determine final compensation based on three consecutive school years of salary rates.

Eliminate the career factor.
Reduce the age factor to two percent after age 60.
Do not convert unused sick leave to service credit.
Eliminate two percent member contributions to the Defined Benefit Supplement
(DBS) Program.
0 Reduce or eliminate employer contributions to DBS for excess service and credit

contributions to the DB Program.
Reduce or eliminate annual two percent benefit adjustment.
Incorporate the purchasing power account into the DB Program.
Do not extend the Medicare Premium Payment Program.
Impose employer contributions when members work after retirement.
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= Increase the contribution rate for employees, employers or the State.

At the February Board meeting, staff presented follow-up information regarding the options to
address the system’s current unfunded actuarial obligation. At the direction of the Board, staff
compiled a decision matrix for Board members to independently indicate their preferred course
of action. This same decision matrix was provided to organizations representing CalSTRS
members and other stakeholders, in order to provide them an opportunity for them to provide the
Board their perspective on these options. Respondents were asked to score each option according
to the following:

Score Perspective
Strongly recommends against including the option

Recommends against including the option
No recommendation

Recommends including the option
Strongly recommends including the option
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A copy of the decision matrix can be found in Attachment I.
SURVEY RESPONSE

Responses were received from 11 Board members and eight organizations—the Association of
California School Administrators, the Association of Retired Teachers, the California Federation
of Teachers, the California Teachers Association (CTA) and the California Teachers
Association/National Education Association —Retired, the Faculty Association of California
Community Colleges, the Los Angeles College Faculty Guild and United Teachers Los Angeles.
(In addition, a number of organizations also sent letters concerning their positions on this issue.
A copy of those letters is attached.)

The table below summarizes the results of the responses from Board members and these
organizations. They indicate, for each option, the mean score and the standard deviation of that
score. The standard deviation provides an indication of the extent that scores varied among those
responding. The lower the standard deviation, the more consistent was the response. A standard
deviation of 0 means that all respondents scored that option the same. The table also indicates the
percent of responding Board members who scored the option with either a 4 or a 5, indicating
that they recommend or strongly recommend adoption of the option.

The table indicates that the level of interest among responding Board members for the various
options could be categorized as follows:
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Low Levels of Support (Less than 40 percent of Board scored 4 or 5)
e Eliminating the two percent benefit adjustment either on future members or on future
service of current or future members
e Eliminating the career factor

Reducing the maximum age factor to two percent of final compensation per year of
service

Eliminating the conversion of unused sick leave to service credit

Foregoing future extensions of the Medicare Premium Payment Program

Eliminating the two percent member contribution to the DBS Program

Issuing pension obligation bonds

Increasing the contribution rate paid by new members

Moderate Levels of Support (40 percent to 60 percent of Board scored 4 or 5)
e Increasing the amortization period
e Increasing the final compensation period to three years
e Eliminating the employer contribution to DBS

High Levels of Support (Over 60 percent of Board scored 4 or 5)

e Increasing the General Fund contribution rate
Increasing the contribution rate paid by all active members
Incorporating the purchasing power account into the DB Program
Imposing employer contributions on postretirement employment
Increasing the employer contribution rate

The responses from member organizations indicated that, compared to responding Board
members, they generally had a noticeably greater preference for
e Issuing pension obligation bonds
e Increasing the amortization period eliminating the member contributions to the DBS
Program and
e Increasing the General Fund contribution rate

Responding member organizations indicated lower preferences for

e Eliminating the employer contribution to the DBS Program
Changing any of the DB Program benefits
Foregoing further extensions of the Medicare Premium Payment Program
Incorporating the purchasing power program into the DB Program, or
Increasing either member or employer contributions rates.

It should be noted, however, that with respect to some of the options identified, there was greater
variation in support of some of the options among the organizations.



Regular Meeting — Item 7

April 7, 2006
Page 4
Board Members Organizations
Percent
Average | Standard | Scoring | Average | Standard
Option score deviation | 4or5 | score deviation

1 Pension obligation bonds 2.8 1.1 36% 3.3 15
2 Increase amortization period | 2.6 1.3 45% 3.6 1.2
3 Increase final compensation

period 3.0 1.3 45% 15 0.9
4 Eliminate the career factor | 2.1 1.2 18% 1.0 0.0
5 Reduce maximum age factor

t0 2% 2.2 1.5 27% 1.0 0.0
6 Do not convert unused sick

leave to service credit 2.2 1.5 27% 1.0 0.0
7 Eliminate 2% member

contribution to DBS 2.7 1.2 36% 2.8 1.8
8 Eliminate employer

contribution to DBS 3.1 1.4 55% 2.1 1.5
%9a Eliminate 2% annual benefit

adjustment on all future

service 1.4 0.6 0% 1.0 0.0
9b Eliminate 2% annual benefit

adjustment on all future

members 1.5 0.7 0% 1.0 0.0
10 Incorporate the purchasing

power account into the DB

Program 3.6 1.2 64% 2.8 1.6
11 Do not extend Medicare

Premium Payment Program | 2.5 1.4 27% 1.8 1.1
12 Impose employer

contributions for post-

retirement compensation 4.1 0.8 73% 4.3 0.8
13a(1) | Increase contribution rate

paid by new members 2.7 1.2 27% 1.8 1.1
13a(2) | Increase contribution rate

paid by all active members 3.5 1.3 64% 2.9 1.4
13b Increase employer

contribution rate 4.1 0.5 91% 3.4 1.2
13c Increase General Fund

contribution rate 3.3 1.2 73% 4.1 1.1
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STRATEGIC PRINCIPLES

Although there are many packages of options that the Board could adopt as a strategy, there is a
set of principles which staff recommends the Board incorporate into an adopted strategy.

1. No Tiered Contribution Scheme. All of the strategies presented acknowledge the need
to increase the contribution rates for all parties involved--the employees, the employers,
and the state. In order to get to full funding, it is almost unavoidable. Reflecting stated
desires by member organizations and the Board, and in the interest of equitable treatment
of all members, staff recommends that if the employee contribution rate is raised, it
should be raised for all members, not just new members.

Generally, in the absence of any previously existing statutory authority to increase
member contribution rates, the contractual rights of existing members to a fixed
contribution rate would preclude applying an increased rate to existing members.
Normally, the only way such increases could be applied to existing members, in the
absence of a declared emergency, would be to provide an offsetting advantage to the
affected member, such as by increasing benefits by an offsetting amount. The increased
liability associated with such a benefit increase would, however, offset any fiscal value of
increasing the contribution rate. Consequently, the offsetting benefit to the members
could not result in an increased liability to the DB Program.

There are, however, two means by which this could be achieved in the DB Program. The
first is to remove the existing statutory authority for the Legislature to reduce or eliminate
the two percent annual benefit adjustment paid on benefits. This would effectively
guarantee the annual adjustment. Similarly, if the purchasing power account were
incorporated into the DB Program, the resulting guarantee associated with the purchasing
power benefit, regardless of the rate of inflation and the fiscal impact on the DB Program,
would also provide an advantage not currently offered to members. If either or both
changes were adopted, these improved guarantees would provide a legal basis to increase
contribution rates on existing members. The extent that such rates could increase under
such circumstances would be subject to judicial review, but staff believes that a one
percent increase in the contribution could be justified if both benefits were improved as
described. As a result, in any proposal that increases employee contribution rates, staff
recommends the increase be applied to all active members, and that, at the very least, the
two percent annual benefit adjustment be guaranteed.

2. District Discretion to Issue Pension Obligation Bonds. Normally, the plan sponsor, or
the State of California in the case of the DB Program, may issue pension obligation bonds
for its portion of the unfunded actuarial obligation. Under any strategy adopted,
however, if the employer contribution rates are increased, a mechanism could be
established to permit individual districts to decide whether to pay the higher contribution
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rate to CalSTRS, or issue pension obligation bonds as a means to funding their share of
the unfunded actuarial obligation at a lower net cost.

Pension obligation bonds are permitted, without voter approval, if the bond is refinancing
a debt that is established by law. Discussions with bond consultants and bond counsel
suggest that a means by which districts could be authorized to choose between higher DB
contributions and a pension obligation bond is to allocate the unfunded actuarial
obligation that was to be financed by the higher contribution rates to each employer,
thereby establishing a debt in law for each employer. Under that circumstance, that debt
could be refinanced through the pension obligation bond.

This mechanism would require some changes in existing CalSTRS capabilities.
Currently, all employers pay the same contribution rate—8.25 percent—and CalSTRS
data systems recognize only that rate. If districts could choose between these two funding
mechanisms, some employers would continue to pay the current contribution rate, and
some would pay a higher rate. Changes to existing CalSTRS systems would have to be
made to accommodate these varying rates, although staff does not believe that such
changes would be difficult to implement. In order to simplify the administration of this
choice, however, staff recommends that districts be authorized to make the election only
once, as of a specific date, so that the there are only two potential contribution rates, the
current 8.25 percent rate if the employer issues a bond to refinance its entire obligation,
or the higher rate imposed on those employers who do not refinance their obligation.

Employer/State Shared Responsibility. CalSTRS was established by State law, its
governing Board is composed of a mix of elected state officials, Governor’s appointees,
and employee representatives, and its structure and plan design is ultimately governed by
the State Legislature. As a result, the state is the ultimate guarantor of DB Program
benefits in the event that there are insufficient resources to pay existing benefits.
Although DB Program members are generally employees of local school employers, the
state has a level of responsibility for financing of California public education, and
California as a whole benefits substantially from the outcomes of a public education.
Therefore it is only fair that if the districts are required to increase contributions, the state
should also be required to increase its participation in funding the program, either directly
through increased contributions, or indirectly with additional state funding for employers
to partially offset the increased employer contribution. (As an example, when school
employer contributions to CalPERS are changed, the K-12 revenue limit for each district,
which determines how much state funding is received per pupil from the state, also is
changed.) Although the current employer contribution is about four times higher than
the current state contribution, staff is not recommending any specific ratio of
responsibility.

Board Authority to Adjust Rates. Once a strategy has been implemented requiring
increased contribution rates there is always the possibility that full funding may occur
sooner than expected. Any strategy that is adopted should include within it the authority
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for the Board to reduce contribution rates in the event of full funding. Similarly, if the
funding situation should deteriorate in the future, the Board should have the authority for
further increases in contribution rates. This authority is very common with other
retirement funds. In order to avoid wide variation in the funding condition of the
program, however, the extent of the Board’s authority to set contribution ranges should
be limited to a defined range such that, for example, the contribution rate could not be set
at a level that is less than the rate currently imposed.

If this authority were granted, and contribution rates should decline in the future, the
districts that issued the pension obligation bonds may have paid more than their fair share
of the unfunded actuarial obligation. This is a risk each district should take into
consideration while making the decision to issue bonds.

In addition, if the strategy contains within it the option to incorporate the purchasing
power account into the DB Program, then the Board should be given the authority to
increase contribution rates further, if inflation exceeds current assumptions, thereby
increasing liabilities to the program. Because the incorporation of purchasing power into
the DB Program would transfer inflationary risk from the retired member to CalSTRS,
CalSTRS would be required to pay out the benefit during periods of high inflation. As
indicated in February, under an assumed five percent annual inflation, and eight percent
investment return, the incorporation of purchasing power into the DB Program, rather
than being a net benefit to DB Program funding, would result in a net cost in excess of
five percent of salary. The funding of the DB Program needs the ability to protect itself
from this increased risk.

Finally, the Board should consider what happens if contribution rates should decline due
to better-than-anticipated experience. One option would be to permit the rate to decline,
thereby providing resources which the affected party could allocate to other uses.
Another option would be for those funds to be used to address other needs. For example,
public employers, including school employers, will have to begin disclosing their liability
for retiree health care, and prudence requires that they fund those liabilities. Legislation
authorizing a higher DB Program contribution could also require that any future decrease
in the contribution rate would be applied to finance any unfunded retiree health care
liability.

Incremental Increases to Contribution Rates. Increases in contribution rates, which
have been stable for members and employees for many years, would result in a burden
for those affected that have not yet been planned. In order to permit the affected parties to
be able to prepare for the financial impact of such increased contribution rates, staff
recommends that the increases be deferred at least one entire fiscal year after the
legislation is enacted, and that increases be phased in over time, with rates increased not
more than 1/2 percent annually. Although this will result in a higher final contribution
rate than would be required if the rate increased immediately and all at once, the affected
parties would be in a better position to accommodate that increased cost.
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STRATEGIC PACKAGES

There are an infinite variety of possible combinations that may be utilized to attain full funding.
Based on the principles and the decision matrix responses, however, staff developed four
strategic packages to address the unfunded actuarial obligation. Each option previously
identified appears in at least one strategy. The strategies attempt to address the funding situation
by making appropriate long-term changes to the structure of the DB Program. Most of the
strategy components will need to be enacted by legislation.

Strategy 1
This strategy includes all of the funding options for which 60 percent of the responding Board
members either recommended or strongly recommended adoption of the option.

= Incorporate the purchasing power account into the DB Program.

= Impose employer contributions when members work after retirement.

= Increase the contribution rate for all active members.

= Increase the contribution rate for employers.

= Increase the state contribution rate.

Strategy 2
Strategy 2 takes an aggressive approach. All funding options which affect core benefits are
included. This strategy splits the responsibility of the unfunded actuarial obligation among
members, employers and the State.
= For new members:

o Determine final compensation based on three consecutive school years of salary rates.
Eliminate the career factor.
Reduce the age factor to two percent after age 60.
Do not convert unused sick leave to service credit.
Eliminate annual two percent benefit adjustment.
Eliminate two percent member contributions to the DBS Program.
Eliminate employer contributions to DBS for excess service and credit contributions
to the DB Program.
= Incorporate the purchasing power account into the DB Program.
= Do not extend the Medicare Premium Payment Program.
= Impose employer contributions when members work after retirement.
= Increase the contribution rate for all active members.
= Increase the contribution rate for employers.
= Increase the state contribution rate.
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Strategy 3
Strategy 3 reduces the unfunded actuarial obligation by increasing contribution rates for
members, employers and the State without reducing benefits.

= |mpose employer contributions when members work after retirement.

= Increase the contribution rate for all active members.

= Increase the contribution rate for employers.

= Increase the state contribution rate.

Strategy 4
This strategy is a mix of funding options. It maintains a creative balance approach, so the burden
does not entirely fall on one party.
= Increase the amortization period to 35 years.
= For new members:
o0 Determine final compensation based on three consecutive school years of salary rates.
o Eliminate two percent member contributions to the DBS Program.
o Eliminate employer contributions to DBS for excess service and credit contributions
to the DB Program.
= |Incorporate the purchasing power account into the DB Program.
= Impose employer contributions when members work after retirement.
= Increase the contribution rate for all active members.
= Increase the contribution rate for employers.
= Increase the state contribution rate.

For each strategy, staff will evaluate the impact of these strategies on member benefits, and
determine what increase in contribution rates would be required from members, employer and
the state, based on the June 30, 2005 actuarial valuation, to achieve full funding within the
amortization period. Staff will report its findings at the June meeting. At the June meeting, the
Board will have an opportunity, given all the information provided to it, to adopt a strategy that
can be incorporated into legislation. Given the timeframe, it is not practical to assume that these
types of changes could be enacted during the remainder of 2006. However, the time can be spent
by staff to educate the Legislature and affected stakeholders on the Board’s strategy, to facilitate
its enactment next year.
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HOW WILL YOU SPEND YOUR FUTURE?
4.563 percent of annual creditable salary is required to amortize the remaining unfunded actuarial obligation (UAO) over 30 years.
Legislation Cost to Cost to the
Option Decrease in Amortization Cost Required | Employers State Score
Funding Methods
1 Pension obligation $7 to $14 billion could be invested at one time without affecting investment risk. Yes Potentially | Potentially
bonds Net reduction in amortization cost of up to 1% to 2%, depending on interest rates $180 million | $180 million
and bond amortization period to $275 to $275
million million
annually’ | annually’
2 Amortize unfunded 31 yrs--0.105% 32 yrs--0.203% 33 yrs--0.295% 34 yrs--0.381% 35 yrs--0.461% No None None
actuarial obligation over (36 yrs--0.537% 37 yrs--0.607% 38 yrs--0.674% 39 yrs--0.737% 40 yrs--
longer period 0.795% (If scoring 4
or 5, indicate
maximum
amortization)
Percent of Impact on
Decrease in 4.563% Member Which Members| Percent of
Amortization | Amortization Monthly Could Be Members | Legislation Cost to Cost to the
Cost Cost Benefits? Affected? Affected Required | Employers State Score
Core Benefits
3 Base final compensation 0.187% 4% $134 Future members 64% Yes None None
on the highest 3
consecutive school
years
4 Eliminate the addition of 0.177% 4% $378 Future members 43% Yes None None
the career factor to the
age factor
5 Reduce age factor to 2% 0.701% 15% $504 Future members 59% Yes None None
after age 60
6 Do not convert unused 0.160% 4% $146 Future members 87% Yes None None
sick leave to service
credit
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