CALIFORNIA STATE TEACHERS’ BILL ANALYSIS
RETIREMENT SYSTEM

Bill Number: AB 55 (Mullin) As amended August 15, 2005

SUMMARY

Assembly Bill 55 increases General Fund contributions to the Teachers’ Retirement Fund (TRF)
between July 1, 2008 and July 1, 2012 to offset reduced contributions to the California State
Teachers’ Retirement System (CalSTRS) Supplemental Benefit Maintenance Account (SBMA)
in 2003-04. Also specifies an adjustment in the July 1, 2012 payment prior to September 1, 2012
to reflect actual earnings on CalSTRS investments from July 1, 2004 through June 30, 2012.

PURPOSE OF THE BILL

Chapter 6, Statutes of 2003, First Extraordinary Session (SB 20X—Committee on Budget and Fiscal
Review) reduced the 2003-04 General Fund appropriation to the SBMA by $500 million. The
Teachers’ Retirement Board (Board) voted to oppose Chapter 6 because the reduction in General Fund
contributions adversely affects the long-term funding of CalSTRS’ purchasing power program and the
CalSTRS retirees who depend on supplemental payments to maintain their purchasing power as
inflation rises. The Board also filed legal action in the California Superior Court to overturn the
provisions of Chapter 6. On May 4, 2005 the judge hearing the case found that the law obligating the
state to make the contribution is "clear and unambiguous” when she ruled in CalSTRS’ favor on its
motion for summary judgment. Passage of AB 55 would accomplish several objectives: the state could
continue to realize the $500 million in budget year savings upon which the 2003 Budget Act was
based, while complying with the recent court ruling, and long-term retired CalSTRS members would
receive the benefits to which they are entitled.

BOARD POSITION

Co-Sponsor. AB 55 provides certain and full repayment of the General Fund contributions to the
SBMA that were deferred in Chapter 6, Statues of 2003.

SUMMARY OF AMENDMENTS

The August 15, 2005 amendments reduce the number of annual transfers of money to the TRF from
the General Fund from 10 years to 5 years beginning July 1, 2008 to provide certain repayment of the
reduced transfer of $500 million to the SBMA pursuant to Chapter 6, Statutes of 2003. In addition, the
amendments to Education Code Section 22955.1(b) deleted the reference that the final General Fund
payment made on or before September 1, 2012 would be based, in part, on members’ creditable
compensation for “the fiscal year ending in the immediately preceding calendar year,” and instead
stated the payment is based, in part, on creditable compensation for the 2009-2010 fiscal year. The
correct reference is the 2010-2011 fiscal year, and must be changed in subsequent amendments to the
bill.
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ANALYSIS

Assembly Bill 55 repeals the provisions of Chapter 6, and provides an alternative means of
restructuring SBMA contributions without a change in the 2003-04 contribution provided by Chapter
6, by specifically:

e Crediting the SBMA from the CalSTRS Defined Benefit (DB) Program for four years from July 1,
2006 through July 1, 2009 in an amount equal to 0.6843 percent of the total creditable
compensation for the fiscal year ending in the immediately preceding calendar year.

« Appropriating additional General Fund contributions to the DB Program to finance the credit to the
SBMA over five years from July 1, 2008 to July 1, 2012 in an amount equal to 0.6456 percent of
the second prior fiscal year creditable compensation.

e Requiring an adjustment in the July 1, 2012 General Fund payment prior to September 1, 2012 to
reflect actual earnings on CalSTRS investments from July 1, 2004 through June 30, 2012, as
specified.

Prior to the passage of Chapter 6, the 2003-04 General Fund contribution to the TRF for transfer to the
SBMA would have equaled 2.5 percent of the creditable compensation paid to members during 2001-
02, or a total of $558.9 million. That appropriation and transfer of funds was reduced under Chapter 6
by $500 million, resulting in a 2003-04 General Fund contribution to the SBMA of $58.9 million.

AB 55 temporarily increases the contribution rate paid by the General Fund to CalSTRS and the
SBMA to offset the reduction in contributions paid as a result of Chapter 6. From fiscal years 2008-09
to 2011-12, the increased contribution rate would be 0.6456 percent of total creditable compensation
earned by members of the DB Program for the fiscal year ending in the immediately preceding
calendar year. The increased contribution for the 2012-13 fiscal year would also begin at 0.6456
percent of creditable compensation, but this final payment would be adjusted based on the actual rate
of return on CalSTRS’ investments from 2003-04 through 2011-12, as follows:

Rate of Return from 2003-04 Through 2011-12 Increased Contribution Rate

(% of total creditable compensation)
If the average annual rate of return is less than 3.5% -1.0010%
At least 3.5% but less than 5.0% -0.6999%
At least 5.0% but less than 6.5% -0.3672%
At least 6.5% but less than 8.0% 0.0000%
At least 8.0% but less than 9.5% 0.4047%
At least 9.5% but less than 11.0% 0.8501%
Equal to or greater than 11.0% 1.3397%

Under existing law, the SBMA is credited with interest based on the actuarially assumed rate of
investment of DB Program funds in the Teachers’ Retirement Fund (TRF), which currently is 8
percent. In order to offset the actuarial value of the reduced General Fund contribution made in 2003-
2004 to SBMA, AB 55 specifies the SBMA would receive an annual credit from the TRF for four
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years, beginning July 1, 2006 through an increased contribution rate of 0.6843 percent. The Board
would be able to adjust the rate to reflect any changes in the assumed rate of investment returns.

LEGISLATIVE HISTORY

AB 265 (Mullin—2004) as amended July 22, 2003, would have changed the General Fund
contribution to the CalSTRS SBMA between July 1, 2008 and June 30, 2011. Specifically, for the
seven years from July 1, 2004 through July 1, 2010 the SBMA would have received a credit from the
DB Program equal to a fixed amount of the total creditable compensation for the fiscal year ending in
the immediately preceding calendar year. In addition, the State would have appropriated additional
General Fund contributions to the DB Program to finance its credit to the SBMA over three years from
July 1, 2008 to July 1, 2010 in an amount equal to .9973 percent of the second prior fiscal year
creditable compensation. There would also have been an adjustment in the July 1, 2010 payment prior
to September 1, 2010 to reflect actual earnings on CalSTRS investments from July 1, 2004 through
July 1, 2010, as specified. AB 265 was held in the Senate Appropriations Committee.

Chapter 6, Statutes of 2003 (SB 20x, Committee on Budget and Fiscal Review) decreases by $500
million for the 2003-04 fiscal year, the General Fund contribution to the SBMA and requires the
Board, beginning in 2006 to report to the Legislature and Director of Finance regarding the ability of
the retirement system to pay purchasing power protection payments in each fiscal year until 2036.

Chapter 840, Statutes of 2001 (AB 135, Havice) increased purchasing power for member and
beneficiaries from 75 to 80 percent of the original purchasing power.

Chapter 1006, Statutes of 1998 (AB 1102, Knox) guaranteed a funding stream for purchasing power
protection payments and vested the purchasing power benefits to the extent funds are available in the
SBMA.

Chapter 939, Statutes of 1997 (SB 1026, Schiff) increased purchasing power of up to 75 percent of the
benefit recipient’s original purchasing power and authorized the Board to decrease the benefit when
the 2.5 percent annual General Fund contribution is insufficient to support 75 percent purchasing
power.

Chapter 116, Statutes of 1989 (SB 1513, Campbell, et al) requires an annual distribution of the
proceeds of the SBMA in non-vested quarterly payments to member and beneficiaries to restore
purchasing power up to 68.2 percent of the original purchasing power.

Chapter 115, Statutes of 1989 (SB 1407 C. Green, et al) established the funding mechanism for the
SBMA and by requiring an annual contribution from the General Fund to restore purchasing power for
CalSTRS retirees. The amount transferred was to increase annually to a maximum of 2.5 percent of the
statewide teacher payroll.
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PROGRAM BACKGROUND

Under current law, when a CalSTRS retirement benefit currently being paid is less than 80 percent of
the purchasing power of the initial benefit, CalSTRS pays a supplemental benefit on a quarterly basis
to the member, to restore the total benefit paid by CalSTRS to 80 percent of the purchasing power of
the initial benefit. For example, if a CalSTRS member received an initial $6,000 benefit annually in
1970, CalSTRS would now be paying her $9,960 per year as a result of the annual two percent benefit
adjustments. She would, however, have to receive $31,188 in 2004 to be fully compensated for the
effects of inflation on the benefit. In order to receive a benefit equal in purchasing power to 80 percent
of the initial purchasing power, she would have to receive a total of $24,950 per year (80 percent of
$31,188). Consequently, CalSTRS would pay a supplemental benefit equal to the difference between
the $24,950 she would need to maintain 80 percent of the purchasing power of the initial benefit and
the $9,960 she is actually receiving, or $14,490. This amount would be paid in four equal instaliments
annually, or $3,748 per quarter.

Supplemental payments are a vested benefit to the extent that funds are available in the SBMA to make
such payments. This means that if the combined funding from both sources is not sufficient to bring
purchasing power up to the 80 percent level the Board has the authority to:

e Subject to authorization in the Budget Act, increase the employer contribution by up to 0.25
percent annually and credit that increased contribution to the SBMA,;

e Reduce the level of purchasing power protection to a level that could be funded with available
SBMA funds;

e Use any actuarial assets in the DB Program in excess of the actuarial obligation of that program to
maintain the full purchasing power benefit.

Funding for the supplemental benefit is derived primarily from the General Fund, School Lands
Revenue and interest earned on the balance in the SBMA. Funds in the SBMA are credited with
interest, based on the actuarially assumed rate of investment earnings of the DB Program. Based on
current assumptions adopted by the Board in 2003, the SBMA is currently credited with eight percent
annual interest. The General Fund contribution to the SBMA (an account within the TRF) is an amount
equal to 2.5 percent of the CalSTRS’-covered member payroll in the fiscal year ending in the prior
calendar year. This contribution is made annually “pursuant to a contractually enforceable promise to
make annual contributions from the General Fund to the Supplemental Benefit Maintenance Account.”
(Section 22954 of the Education Code). Pursuant to Chapter 6, Statutes of 2003, this section was
amended to withhold $500 million of the annual contribution from the total amount due in the 2003-04
fiscal year.

Prior to the passage of Chapter 6, the 2003-04 General Fund contribution to the TRF to the SBMA
would have equaled 2.5 percent of the creditable compensation paid to members during 2001-02, or a
total of $558.9 million. That appropriation and transfer of funds was reduced under Chapter 6 by $500
million, resulting in a 2003-04 General Fund contribution to the SBMA of $58.9 million.
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In October, 2003, CalSTRS filed suit in the Sacramento County Superior Court seeking to invalidate
SB 20x because it violated the vested rights of teachers and retirees to have the SBMA funded while
providing no assurance the withheld amount would be returned and because the law’s implementation
would jeopardize the capability of STRS to make SBMA payments in the future. Superior Court Judge
Judy Hersher agreed with the CalSTRS argument that the law obligating the state to make the SBMA
contribution was “clear and unambiguous.” Judge Hersher issued a ruling that the legislation reducing
the contribution violated the state and federal constitution, and will be issuing a writ directing the
Controller to pay the $500 million to STRS.

FISCAL IMPACT

Benefit Program Cost — The $500 million reduction in the 2003-04 SBMA contribution pursuant to
Chapter 6 would be offset by contributions to CalSTRS over a five-year period beginning July 1,
2008. This would enable the SBMA to maintain the benefits that were contractually obligated to
CalSTRS members prior to the enactment of Chapter 6.

Administrative Costs/Savings — CalSTRS anticipates any increased administrative cost to be minor and
absorbable.

SUPPORT

California State Teachers’ Retirement System
California Teachers Association

California Retired Teachers’ Association
Association of California School Administrators
California Seniors’ Coalition

OPPOSITION

Department of Finance

ARGUMENTS

Pro: Provides certain and full repayment of any General Fund contributions to the SBMA that were
deferred in Chapter 6, Statues of 2003.

Con: None



