California Actuarial Advisory Panel (CAAP)
Actuarial Funding Policies and Practices for Public Pension and OPEB Plans
and Level Cost Allocation Model
2013 Discussion Drafts — Version 10ab (for discussion January 25, 2013)

Purpose and scope:

This document develops the principal elements and parameters of an a-medel-actuarial funding
policy for representative California public pension and OPEB plans, as well as other similar U.S.
public sector plans. It includes the development of a Level Cost Allocation Model (LCAMas a
basis for setting funding policies. This document does not address policy issues related 16 henefit
plans where a member’s benefits are not funded during the members’ working careeppe.g., plans
receiving “pay-as-you-go” funding or “terminal” funding.

As developed here the LCAM modelfunding-pehiey-is based-on a level cost agtuarial
methodology?, which is consistent with well-established actuarial practice. A% defailed herein,
the LCAM is a principles based mathematical model of pension and QREB costi{’ The model
policy elements are developed in a logical sequence based on stateddjenefal poli®y objectives,
and in a manner consistent with primary factors that affect the cost of thé pefsion or OPEB
obligation. Note that while this document focuses on fundings€ost (¥&., CQmtributions) this
Model framework can also be applied to other level cost appli@ations Stich as accounting cost
(i.e., pension expense).

The particular model that we develop is based on aseembination of policy elements that has been
tested over many years and, we believe, is well_ understood and broadly applicable. However,
there are other models that practitioners may/use that aréyinternally consistent and may be as
appropriate in some circumstances as the magel that is developed herein, and it is not our
intention to discourage consideration of'such other policies. Furthermore there are situations
where the policy parameters develgpethherein may require additional analysis to establish the
appropriate parameters for that situation’mAs alivays, it is up to the actuary to apply professional
judgment to the particulars of thessituation and recommend the most appropriate policies for that
situation, including considerationsgefymateriality.

Our approach begins mith identifyirig the policy objectives of such a funding policy, and then
evaluating the structure'and parameters for each of the particular policy elements in a manner
consistent with those objectiwves, as well as with current and emerging actuarial science and
governing actuarial standards of practice.

Fhese-modglsgi@eticesareThis document is intended as guidanee-advice to actuaries and

retirement boards;in the setting of funding policy.; It is not intended to be proscriptive, nor is it
intemeled tT@supplant or replace the applicable Actuarial Standards of Practice (ASOPSs).

“Here a "level cost actuarial methodology” is characterized by economic assumptions based on the long term
expeeted’experience of the plan and a cost allocation designed to produce a level cost over an employee’s active
servige. This is in contrast to a “market based actuarial methodology” where economic assumptions are based on
current market returns and costs are allocated based on the (non-level) present value of an employee’s accrued
benefit.

2 For example, plans that are closed to new entrants may require additional analyses and forecasts to determine
whether the policy parameters herein provide for adequate funding.

® Here “retirement boards” is meant to refer generally to whatever governing bodies have authority to set funding
policy for public sector plans.
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Furthermore, it may not be used as a basis for litigation, and should not be referenced in a
litigation context. This is consistent with the legislation that created the CAAP and established
both its responsibilities and authority. In particular, California Government Code Section 7507.2

(e) states:

The opinions of the California Actuarial Advisory Panel are nonbinding and adwi
only. The opinions of the panel shall not, in any case, be used as the basis fophitigat

gGiven the wide range of such policies currently in practice in the U.S., —Fthis deve ment also
acknowledges that the boards will require some level of policy flexibility to re heir
specific policy objectives and their individual circumstances. To accommodate peed for
reasonable flexibility and yet also provide substantive guidance, this d aluates

various policy element structures and parameters or ranges according e foII owing categories:
Model (i.e., LCAM-consistent) practices
Acceptable practices

Acceptable but-net-generathyrecommended-practices, with ns
Non-recommended practices
Unacceptable practices

agrwdPE

These categories are best understood in the
actuarial funding policy and the various poli
They are intended to assist in the evalud
to the policies developed herein. Thefnare
system’s actuarial funding policy.

Generally, throughout thyié%%‘ del” practices mean that these are the practices most
consistent with the LCA developed here. Acceptable practices (category 2) are generally
those which, while naiconsistent With the LCAM, are well established in practice and do not
require additional is. Prattices which are net-generalyrecommended-acceptable with
conditions (category 3) m acceptable in some circumstances either to reflect different
basis of additional analysis. Furthermere-sSystems that adopt

s model analysis are not recommended (category 4) should do so only
ent of the policy concerns identified herein.

ifferent elements that comprise an
atives for each of those policy elements.

fic policy elements and parameters relative
intended as a grading or scoring mechanism for a

practices
with a

ion‘of practice elements and parameters was developed in relation to the LCAM,
rience with the many independent public plans sponsored by counties, cities and
cal public employers in California, and is intended to have general applicability to such

systems the specific applicability of the results developed here should be evaluated by their
| governing boards based on the advice of their advising-actuaries.
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Note that while the selection of actuarial assumptions is an essential part of actuarial policy for a
public sector plan, the selection of actuarial assumptions is outside the scope of this discussion.

Finally note that some retirement systems have features that may require funding policy
provisions and analyses that are not addressed herein. One example is systems with “gai
sharing” provisions whereby favorable investment experience is used as the basis for i
member benefits and/or reducing employer and/or member contributions. Another
Deferred Retirement Option Programs (“DROPSs) whereby members who contin
accumulate a lump sum benefit based on their retirement benefits as accrued as of s
entry date. The policies developed here should not be interpreted as being a
these plan features without additional analysis specific to those features.

Transition Policies

tble to adopt policies
m cufgent policies. For

opt model periods for
eclining) periods for the current

ith, the advice of the actuary in a

In order to avoid undue disruption to a sponsor’s budget, it
consistent with this document without some sort of transition
example, a plan using longer than model amortization
future unfunded liabilities while continuing then current
liabilities. Such transition policies should be dev
manner consistent with the principles develope

General Policy Objectives:

Note: objectives specific to each prineipal policy element are identified in the discussion of
that policy element

1. The principal goal of-a%unding palicy is that future contributions and current plan assets
should be sufficient to providesfor all benefits expected to be paid to current active, inactive
and retired mem ai and their beneficiaries. Fhis-means-that-contributions-should-inelude

alal a a A;" a a a' a aala 'en atslViaalala a an a ala Wa

T
AL TUS

unding policy should seek a reasonable allocation of the cost of benefits and the
ftimding to the years of service. This includes the goal that annual contributions
he extent reasonably possible, maintain a close relationship to the expected and

Fhe funding policy should seek to manage and control future empleyer-contribution volatility
to the extent reasonably possible, consistent with other policy goals.

4. The funding policy should support the general public policy goals of accountability and
transparency. While these terms can be difficult to define in general, here the meaning
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includes that each element of the funding policy should be clear both as to intent and effect,
and that #-each should allow an assessment of whether, how and when the plan sponsor will
meet the funding requirements of the plan.

5. The funding policy should take into consideration the asymmetric-nature of public sec
pension plans and their governance. These governance issues asymmmetries-include
principat/agentthe “agency risk” issues associated with the desire of interested pasties
(agents) to influence the cost calculations in dlrectlons viewed as consistent with their

particular interestspotential-underrepresentation-of future taxpayers-in-the-managesieht o
pubhc—plans and (2) the need for a sustained budgeting commltment fro plan spORsorsthe
L L a vlllll 4 ' 'll 'A'l NQ llll =='=el = alal .ll. ll ‘Q;. ﬂ'.'ll
sewiee. \V
Policy objective 1 means that contributions should include the cost of . srvice plus a

series of amortization payments or credits to fully fund or recod m pfunded or overfunded
past service costs (note that the latter is often described as “Stlp

Policy objectives 2 and 3 reflect two aspects of the gene
equity” (IPE). The “demographic matching” goal i
i i h

policy objective of “interperiod
objective 2 promotes

taxpayers incur the cost of
benefits for the employees who provide servi payers, rather than deferring those

period-to-period IPE, which seeks to h @.eost ipcurred by taxpayers in any period compare
equitably to the cost for just before aft

These two aspects of IPE wil to move funding policy in opposite directions. Thus the
combined effect of policy objecti 3 is to seek an appropriate balance between
intergenerational and period-to-period IPE, that is, between demographic matching and volatility
management.

d| g of the distinct role of each policy component in managing both the expected cost
service and any unexpected variations in those costs, as measured by any unfunded or

cost/alculations, which is also supportive of policy objective 5.

Policy objective 5 seeks to enhance a retirement board’s ability to resist and defend against
efforts to influence the determination of plan costs in @ manner or direction inconsistent with the
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other policy objectives. This favors policies based on a cost model where the parameters are set
in reference to factors that affect costs rather than the particular cost result. This “distance”
between the selection of model parameters and resulting costs adds objectivity to the cost results,
so that any attempts to influence those results must be addressed towards the objective
parameters rather than the cost result itself.

Policy-objective 5 will gene s favorpoliciesthat-encourage-more-consenvative .=-.-\
e Ta inharant in alala =n Pblah-governance. a a\'4sTaala , DRCAHSE A Common

example of agency risk is that, because plan sponsors may be more aware ofg responsive to

the interests of current versus future taxpayers, there may be incentives to def 'y
contributions to future periods. This may be countered by avoiding poligy changes that
selectively reduce contributions.

For plans with an ongoing service cost for active members, po
policy objective to avoid encumbering for other uses the budg
support that ongoing service cost. This introduces an
unfunded liabilities versus surpluses, which is discusse
amortization.

also reflects a
sources necessary to

een funding policies for
the policy development for surplus

ed hergya bstantially driven by these policy
res or policies (e.g., investment policy, reserving
O

ideration in setting funding policy. Such

Note that the model funding policies develop

requirements, plan maturity) may also
considerations are not addressed in

g method, which reduces the effect of short term market volatility while
racking the overall movement of the market value of plan assets.

- ization policy, which determines the length of time and the structure of the
gase or decrease in contributions required to systematically (1) fund any Unfunded
arial Accrued Liability or UAAL, or (2) recognize any “Surplus”, i.e., any assets in
cess of the AAL.

U

An actuarial funding policy can also include some form of “direct rate smoothing”. Two types of
direct rate smoothing policies were evaluated for this development:
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1.

2.

Phase-in of certain extraordinary changes in contribution rates, e.g., phasing-in the effect of
assumption changes element over a three year period.

Contribution “collar” where contribution rate changes are limited to a specified amount or
percentage from year to year.

Actuarial Cost Method — allocates the total present value of future benefits to eagh year

(Normal Cost) including all past years (Actuarial Accrued Liability or AAL).

Policy objectives and considerations specific to the Actuarial Cost Method

1.

2.
3.

S

Each participant’s benefit should be funded under a reasonable allocation method by the

expected retirement date(s), assuming all assumptions are met.

Pay-related benefit costs should reflect anticipated pay at anticipated deerement.

The expected cost of each year of service (generally knewn,as theiNormal Cost or service

cost) for each active member should be reasonably related toithe expected cost of that

member’s benefit.

The Normal Cost should emerge as a level pergentage 0f member compensation®.

No gains or losses should occur if all assumptions\are met; except for

a. Investment gains and losses deferred ginder<an asset smoothing method consistent with
these model practices, or

b. Contribution losses due to the phase-injef a cantribution increase.

The cost method should allow fora.comparison between plan assets and the accumulated

value of past Normal Costs foricurrent,participants, generally known as the Actuarial

Accrued Liability.

Discussion

1.

Any actuarial cest medel for retirement benefits begins with construction of a series or array
of Normal Costs that, ¥hfunded each year, under certain stability conditions will be sufficient
to fund all projected benefits for current active members. The following considerations serve
to spegify~the'east model developed here.

a. ,Theusuahstability conditions are that the current benefit structures and actuarial
assumptions have always been in effect, the benefit structures will remain in effect, future
experience will match the actuarial assumptions. Special considerations apply if in the
past the benefit structure has been changed for current active members changing the
henefits for members with service after some fixed date.

b. /Consistent with Cost Method policy objective #3 and with the General Policy Objective
of transparency, the normal cost for each member is based on the benefit structure for that

* This objective applies most clearly to benefits (like, for example, most public pension benefits) that are determined
and budgeted for as a percentage of individual and aggregate salary, respectively. For benefits that are not pay
related it may be appropriate to modify this objective and the resulting policies accordingly.
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d.

member. This means that a separate Normal Cost array is developed for each tier of
benefits within a plan. This argues against Ultimate Entry Age.

Consistent with Cost Method policy objective #4, the Normal Cost is developed as a level
percentage of pay for each member, so that the Normal Cost rate (as a percentage of pay)
is designed to be the same for all years of service. This provides for a more stable
Normal Cost rate for the benefit tier in case of changing active member demographics.
This argues against Projected Unit Credit.

Also consistent with Cost Method policy objective #4, the Normal Cost fartall types of
benefits incurred at all ages is developed as a level percentage of the memberis career
compensation. This argues against funding to decrement.

Consistent with Cost Method policy objective #6, the Normal Cost is developed
independent of plan assets, and the Actuarial Accrued Liability«(and so glso the UAAL)
is based on the Normal Costs developed for past years. Thisdrgues against Aggregate
and FIL_as model practices. These methods should be considered as*@fundamentally
different approach to the determination and funding of/ariatiens Yesem Normal Cost.
Plans using these methods should also measure and ISglose c@§ts and liabilities under the
Entry Age method, similar to the requirements gf current@accotinting standards-except-as

tmplicit amortization policies under Entry Age

2. Consistent with all the above, under the cost medeldeveloped here the Normal Cost rate
should change only when the projected bengfits for the tier change either in amounts or in
present value.

a.

b.

The Normal Cost rate (both in total and by member) will vary from valuation to valuation

due to demographic experience-angd assamption changes.

The Normal Cost rate will net'ehangewhen an individual member reaches an age or

service where, under the consistent,benefit structure for the member’s tier, the member’s

benefit eligibility or agertral rate changes. This is because that event was anticipated in
the projected benefits'forthestier¥So that the projected benefits are substantially
unaffected by such predictable'changes in eligibility or benefit accrual.

Similarly the Normal Cost'¥ate for a member should be unaffected by the closing of the

member’s tier and the creation of a new tier for future hires.

However, if the benefit structure of a continuing, open tier is changed for members with

service after some fixed date, then the Normal Cost rate should change to reflect the

undnticipated chdnge in projected benefits for members in the tier®. This calls for an
extensiomer variation of the Entry Age method in order to value this type of benefit
ehange.

i. §I'here are two methods in practice to adjust the Normal Cost rate for this type of plan
change. While a detailed analysis of these two variations is beyond the scope of this
discussion, our summary conclusions are:

A. The “replacement life” Entry Age method would base the Normal Cost on the
new benefit structure as though it had always been in place, thereby producing a

® Note that, as of this writing, for public sector pension plans this is relatively uncommon because of legal
protections that are understood to apply both to accrued benefits and to future benefit accruals for current members.
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consistent Normal Cost rate for all members in the tier. This has the advantages of
a change in Normal Cost (both individual and total) more consistent with what
would be expected for a change in future benefit accruals, a stable future Normal
Cost rate for the tier and a relatively smaller (compared to the alternative) change
in Actuarial Accrued Liability. Its disadvantages are that it is more complicated to
explain and to implement, and it is currently the less common practice.

B. The “averaged” Entry Age method would base each member’s NormakCost oh
the new projected benefit for that member, thereby producing a différent,Normal
Cost rate for different members in the tier, based generally on their setfice at the
time of the change in benefit structure. The advantages and disadvantages,are
essentially the reverse of those for the replacement life version'of Entry,Age. The
change in Normal Cost is less than what would be expeeted for achange in future
benefit accruals, the future Normal Cost rate for the tier will be upstable (as it
eventually reaches the same rate as under the replacement life'ariation) and there
is a relatively larger (compared to the alternatiy€) change myActuarial Accrued
Liability. Its advantages are that it is less complicated t@ explain and to
implement, and it is currently the more common practice.

Model Practices

Entry Age cost method with level percentage ofipay Wormal Cost

o Level normal costs even if benefitacerual or eligibility changes with age or service

o All types and incidences of benéfits funded over a single measure of expected future
service

0 The Normal Cost for a tier of benetfits Js the sum of the individually determined Normal
Costs for all membersni that tier.

o0 Exception: for plans withsoenefits unrelated to compensation the Entry Age method with
level dollar Normal*Cost may be more appropriate

For multiple tiersNormal*Cost based on each member’s benefit

For benefit forpmulaex structure changes within a tier (generally after a fixed date):

o0 Normal Cost based @ current benefit structure (“replacement life” Entry Age)

Acceptable Practices

Pragjected’Unit Credit cost method

Aggregate.cost method: Plans using Fthe Aggregate method should be-evaluated-in

ca@mparison-tedisclose costs and liabilities determined under the Entry Age method.

o Calculate Normal Cost and UAAL under Entry Age method.

0 Determine single amortization period for the Entry Age UAAL that, combined with the
Entry Age Normal Cost, is equivalent to Aggregate method Normal Cost.

“Frozen Initial Liability” cost method: This method should be-evaluated-in-comparison

tedisclose costs and liabilities under the Entry Age method.

o0 Calculate Normal Cost and UAAL under Entry Age method.

0 Deduct the FIL amortization bases from the Entry Age UAAL.
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o Determine single amortization period for the remaining Entry Age UAAL that, combined
with the Entry Age Normal Cost, is equivalent to FIL method Normal Cost.
e “Funding to Decrement” Entry Age method, where each type and incidence of benefit is
funded to each age at decrement
o0 May be appropriate for some plan designs or for plans closed to new entrants®
e For benefit formula or structure changes within a tier (generally after a fixed date):
o0 Normal Cost based on each member’s composite projected benefit
(“averaged” Entry Age)

Acceptable but-Not-Generaly-Recommended-Practices, with Conditions

Normal Cost rate for the tier applied to the compensation forthe tiefpand Where the Normal
Cost rate for the tier of benefits is determined as the present valueiof future Normal Costs for
all active members in the tier, divided by the compensationifor all members in the tier.

Non-recommended Practices
e Normal Cost based on open tier of benefits evenfermembers not in that open tier
(“Ultimate” Entry Age)

Unacceptable Practices

e Traditional (non-Projected) Unit Creditycost'method for plans with pay-related benefits

e Note that while this document does not address policy issues related to “pay-as-you-go”
funding or “terminal” funding, Sueh"practices would be unacceptable if the policy intent is to
fund the members’ benefits during-thesmembers’” working careers.

Asset Smoothing Méthods -- reduces the effect of short term market volatility while still
tracking the overall' movement,of the market value of plan assets

Policy objeetives,and considerations specific to Asset Smoothing Method

1. The funding pelicy should specify all components of asset smoothing method.

a. Amount.ef return subject to deferred recognition (smoothing)

b hessmoothing period or periods

c. TheTange constraints on smoothed value (“market value corridor”), if any

d. /The method of recognizing deferred amounts: fixed or rolling smoothing periods
2. The asset smoothing method should be unbiased relative to market

® For example, a Plan that provides very valuable early career-benefits (such as heavily subsidized early retirement
or disability benefits) may prefer to have the higher early-career Normal Costs associated with the “Funding to
Decrement” Entry Age method.
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o

a. The same smoothing period should be used for gains and for losses

b. Any “market value corridors” should be symmetrical around market value

The asset smoothing method should not be selectively reset at market value only when

market value is greater than actuarial value.

The asset smoothing method should be unbiased relative to realized vs unrealized gaindoss

a. Deferrals based on total return gain/loss relative to assumed earnings rate

The asset smoothing method should incorporate the ASOP 44 concepts of:

a. Likely to return to market in a reasonable period AND likely to stay withinfa reasonable
range of market, or

b. Sufficiently short period to return to market OR sufficiently narrow range aroungymarket

The policy parameters should reflect empirical experience from historical marketolatility.

The asset smoothing method should support the policy goal of “demegraphiC matching” (the

intergenerational aspect of interperiod equity) described in gener@al policy objective 2. This

leads to a preference for smoothing methods that provide for full reeognitien of deferred

gains and loses in the UAAL by some date certain.

a. Note that this objective is also consistent with the acCountability and transparency goals
described in general policy objective 4

Discussion

1.

Longer smoothing periods generally reduCe contrsibution volatility. A discussion of

smoothing periods could include the following considerations:

a. To the extent that smoothing pefiads are,considered as being tied to economic or market
cycles, those cycles may bepehevedito be longer or shorter than in past years.

b. If markets are more volatile; theaslenger smoothing would be needed even if only to
maintain former levels-ofcontribution stability

c. Better funded plans, moregmature’plans and higher benefit plans (i.e., plans with a higher
“volatility index’”) have inherently more volatile contribution rates, so may justify longer
smoothing.

d. Sponsors may beymore sensitive to contribution volatility.

However, ASOP 44 impli€s that longer smoothing periods call for narrower market value

corridors

a. Ingeftect, the corfidor imposes a “demographic matching” style constraint on the use of
longemsmeothing periods to obtain greater volatility management.

Ourypanel consensus is that five year smoothing is “sufficiently short” under ASOP 44

an, Long and consistent industry practice, as well as the GASB Exposure Draft

b. “Bhisiimplies that five year smoothing with no market value corridor is ASOP compliant

c. It still may be useful to have market value corridor as part of asset smoothing policy.
1. This avoids having to introduce the corridor structure in reaction to some future

discussion of longer smoothing periods.
Consider the extensive recent data available on the impact of smoothing periods and market
value corridors after large market downturn (such as occurred in 2008)
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a.

b.
C.

The smoothing method manages the transition from periods of lower cost to periods
higher cost
i. The level of those higher costs is determined primarily by size of the market loss and
UAAL amortization period, not the asset smoothing policy
The smoothing period determines length of the transition period
The market value corridor determines cost pattern during the transition.
i. A wide corridor or no corridor produces a straight line transition
ii. “Hitting the corridor” accelerated the cost increases in early years of transition
A. In effect the corridor inhibits the smoothing method after years of largelosses (or
gains)
iii. There are various possible policy justifications for such an accelerated transition.
A. Market timing: get more contributions in while the matket.is down (bdy low ...)
B. Cash flow management: low market values may impadir plan liquigity
C. Employer solvency: if the employer eventually is goingt¢ default on making
contributions, get as much contribution incomg/as possiblelbefore that happens.
D. Employer preference to have the higher costs Mtheir rates as soon as possible.
iv. Following the 2008 market decline, these justifications,were generally not found to be
compelling
A. The normal lag in implementing newgeentributions rates defeats A and B.
B. Employers are presumed solvent.and ifinot accelerating contributions would make
things worse.
C. Many employers clearly prefekred more time to absorb the contribution increases.
v. Absent these considerations; 2008 ‘€xperience argues for permitting a wide corridor
with five year smoothing-period;as five year smoothing actuarial value to market
value ratios exceeded 140%:
A. Projections in early 2009 actually showed these ratios could have been as high as
150% if markets.hadmot¥ecovered some before the June 30, 2009 valuations.

5. Other industry indicators for market corridor selection with long smoothing periods

a.

CalPERS 2005 policy:\15 year rolling smoothing with 20% corridor

6. Structural issuenFixed, separate smoothing periods vs. a single, rolling smoothing period.

a.

b.

C.

Fixed, segparate smoething periods for each year of market gain or loss insure that all
deferredigains and losses are included in the UAAL (and so in the contribution rates) by a
known datey, ConSistent with accountability and with demographic matching.
A'single®relling smoothing period avoids “tail volatility” where contributions are volatile
not only when gains and losses occur but also when each year’s gain or loss is fully
reeegnized. Consistent with volatility management.

Withfixed, separate smoothing periods, tail volatility due to alternating periods of market

gains and losses can be controlled by limited active management of the separate deferral

amounts.

i. One such adjustment involves combining the separate deferral amounts when the net
deferral amount is relatively small (i.e., the actuarial and market values are very close
together) but the recognition pattern of that net deferral is markedly non-level.

A. The net deferral amount is unchanged as of the date of the adjustment
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B. The period over which the net deferral amount is fully recognized is unchanged as
of the date of the adjustment.
ii. Other uses of active management of the deferral amounts may add complexity to the
application of the policy and may reduce transparency.
iii. Restarts of fixed, separate smoothing periods should not be used:
A. Too frequently, produce a de facto rolling smoothing period, or
B. To selectively restart smoothing at market value only when market value is
greater than actuarial value. This would violate General Policy Objéctive 5, since
it would selectively change the policy only when the effect is to reduce
contributions.

Model Practices

e Fixed smoothing periods

e Maximum market value corridors for various smoothing périods
o 5years, 50%/150% corridor
0 7 years, 60%/140% corridor
o 10 years, 70%/130% corridor

e Combine smoothing periods or restart smaething only to avoid “tail volatility”
o Awvoid using frequent restart of smoothing toiachigve de facto rolling smoothing
o Avoid restarting smoothing only accelerate regognition of deferred gains, i.e., only when
market value is greater than act(arial value

e Additional analysis, such as,solveneyprojections, is likely to be appropriate for closed plans

Acceptable Practices
e Five year (or shorter) smeothing with no corridor
¢ Rolling smoothin@yperiods subject to the above corridors, with additional analysis and
possible constraints
0 Projectigns of when'the actuarial value is expected to return within some narrow range of
market value.

Acceptable®sttNpt Generally-Recommended-Practices, with Conditions
e 15 years, 80%/120% corridor

Non-recommended Practices
e ‘yLonger than 5 year smoothing with no corridor

Unacceptable Practices
e Smoothing periods longer than 15 years
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Unfunded Actuarial Accrued Liability Amortization Policy — determines the length of time

and the structure of the increase or decrease in contributions required to systematically (1) fund
any Unfunded Actuarial Accrued Liability or UAAL, or (2) recognize any “Surplus”, i.e., any
assets in excess of the AAL

Policy objectives and considerations specific to Amortization Policy

1.

Variations in contribution requirements from simply funding the Normal Costavill generally
arise from gains or losses, method or assumption changes or benefit changes andwill emerge
as an Unfunded (or prefunded) Actuarial Accrued Liability (UAAL). As discussed h,the
general policy objectives, such variations should be funded over periods cansisteatwith an
appropriate balance between the policy objectives of “demographigcsmatching” and “volatility
management”.
As with the Normal Cost, the cost for changes in UAAL should emerge asw@ level percentage
of member compensation.’
The amortization policy should reflect explicit consideration of these different sources of
change in UAAL, even if the resulting policy treats different'ehanges in the same way:
a. Experience gains and losses
b. Changes in assumptions and methods
c. Benefit or plan changes
The amortization policy should reflect explicit'eansiteration of the level and duration of
negative amortization, if any.
a. This consideration should not necessarily.preclude some negative amortization that may
occur under an amortizationspolicy that is otherwise consistent with the policy objectives.
b. Amortization periods developedgmconsideration of negative amortization (along with
other policy goals) may“be relevant for level dollar amortization (where negative
amortization does notieccur)e
The amortization policysshould support the general policy objectives of accountability and
transparency. This(leads to\a preference for:
a. Amortization policies that reflect a history of the sources and treatment of UAAL
b. Amortization poliCtessthat provide for a full amortization date for UAAL
i. Notethat thisjobjective is also consistent with the “demographic matching” aspect of
generalipoliey objective 2.
The amertization of Surplus requires special consideration, consistent with general policy
objeetive 5 (asymmetric nature of pension plan governance).

Discussion

1.

General preference for level percentage of pay amortization.

" As with the Normal Cost, this amortization policy objective applies most clearly to benefits (like, for example,
most public pension benefits) that are determined and budgeted for as a percentage of individual and aggregate
salary, respectively. For benefits that are not pay related, or when costs are budgeted on a basis other than
compensation it may be appropriate to modify this objective and the resulting policies accordingly.
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a.

b.

Consistent with policy objectives and with the Normal Cost under the Model Actuarial
Cost Method

This discussion of amortization periods presumes level percentage amortization; level
dollar amortization will be discussed separately as an alternative to level percentage
amortization.

2. General preference for multiple, fixed amortization layers.

a.

b.

C.
d.

Fixed period amortization is clearly better for accountability, since UAAL is funded as,of
a date certain.

Single layer, fixed period amortization is not a stable policy, since period must’be
restarted when remaining period gets too short.

Multiple layer amortization is also more transparent, since it tracks the\UAAL. by source.
Discussion of periods will assume multiple, fixed amortizationand thengevisit the use of
rolling periods to manage volatility.

3. For gains and losses, balancing “demographic matching” and_*“volati{ity €@ntrol” leads to an
ideal amortization period range of 15 to 20 years

a.

Lesson learned from the 1990s is that less than 15 yéars,gives too little “volatility

control”, especially for gains

i. Short amortization of gains led to partial contribution helidays (contributions less
than Normal Cost) and even full contributienhotidays (no contribution required).

ii. This is inconsistent with general policy objective 5, in that it led to insufficient
budgeting for ongoing pension cabts andito pressure for benefit increases.

Longer than 20 years becomes difficult to recancile with “demographic matching”, the

intergenerational aspect of interperiod eguity/described in general policy objective 2.

i. Substantially longer thap-€ither awerage future service for actives or average life
expectancy for retirees.

Longer than 20 years also-entails negative amortization (which starts at around 16 to 18

years for most combinatienssef assumptions).

i. Here negative’amortization is an indicator for not enough “demographic matching”
but based,@n economic¥ather than demographic assumptions

ii. Observed consistengy between the period of onset of negative amortization and the
periads relatedtesmember demographics

Two,case,studies; CalPERS and GASB

i. /CalPERS 2005 analysis focused on volatility management. Resulting funding policy
usesiexceptionally long periods for gain and loss amortization (as well as for asset
smoothing).

iI.9GASB Expesure-draftStatements 67 and 68 focuses on demographic matching.
Resulting expensing policy uses exceptionathy-very short amertization-recognition
periods.

lii. Our general policy objectives indicate a balance between these two extremes.

4. For assumption changes, a case can be made for longer amortization than for gain/loss, since
liabilities are remeasured to anticipate multiple years of future gains or losses.
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a. A similar or even stronger case could be made for changing cost method (such as from
Projected Unit Credit to Entry Age), or for the initial liability for a newly funded OPEB
plan.

b. However longer than 25 years entails substantial (arguably “too much”) negative
amortization

5. For plan amendments, volatility management is not an issue, only demographic matehing

a. Use actual remaining active future service or retiree life expectancy.

b. Could use up to 15 years as an approximation.

I. Any period that would entail negative amortization is inconsistent with gemeral policy
goals 2 (“demographic matching”) and 5 (asymmetric nature of persion plan
governance).

c. For Early Retirement Incentive Programs use a period corresponding to'the period of
economic savings to the employer.

i. Shorter than other plan amendments, typically around five Years:2

6. For Surplus, similar to short amortization of gains, the lesson from, they990s is that short
amortization of surplus leads to partial or full contributioniholidays (contributions less than

Normal Cost, or even zero)

a. Inconsistent with general policy objective 5, led te,insufficient budgeting for ongoing
pension costs and to pressure for benefit inereases.

b. General consensus that this is not good publicyolicy.

I. See for example Recommendation 7 by*2007"Governor’s Commission, and also
CalPERS 2005 funding policy

c. Because of both the ongoing natlre of'the Normal Cost and the asymmetric nature of
pension plan governance, agaortization of UAAL and Surplus should not be symmetrical.
i. Amortize Surplus over & peried,longer than would be acceptable for UAAL
ii. Such an asymmetrje“policy would reduce the magnitude and/or likelihood of partial

or full contribution,holidays:

d. Note that long amortization offSurplus does not preclude other approaches to Surplus
management that are beyond the scope of this discussion.

i. Treatingasome, level of Surplus as a non-valuation asset.

ii. Changing assetallacation to reflect Surplus condition.

7. Separate Surplus related issue: When plan first goes into Surplus, should existing UAAL
amortiZation layersge maintain or eliminated?

a. (Couldsmaintain amortization layers and have minimum contribution of Normal Cost less
80 year amortization of Surplus

by, However, maintaining layers can result in net amortization charge even though overall
planjis in Surplus.

c. Alternative is to restart amortization.

1. In effect, 30 year rolling amortization of current and future Surpluses

ii. Restart amortization layers when plan next has a UAAL.

® For example, a Government Finance Officers Association (GFOA) 2004 Recommended Practice states that “the
incremental costs of an early retirement incentive program should be amortized over a short-term payback period,
such as three to five years. This payback period should match the period in which the savings are realized.”
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8. Level dollar amortization: fundamentally different from level percent of pay amortization

a.
b.

No level dollar amortization period is exactly equivalent to a level percent period.

Plan and/or sponsor circumstances could determine appropriateness of level dollar

method

i. Level dollar could be appropriate for plans where benefits are not pay related

ii. Could be appropriate for sponsors and plans that are particularly averse to future cost
increases, e.g., utilities setting rates for current rate payers

iii. Could be appropriate for sponsors and plans that want an extra measureof
conservatism or protection against low or no future payroll growth

iv. Could be useful as a step in developing amortization payments inproportionito some
basis other than payroll

9. Multiple, fixed period layers vs. single, rolling period layer for gains,and losSes.

a.

b.

C.

Multiple, fixed amortization periods for each year’s gain or@ss ensures that all gains and
losses are funded by a known date. Consistent with accountability and™with demographic
matching.

A single rolling smoothing period avoids “tail volatility’ where contributions are volatile

not only when gains and losses occur but also when each®ear’s gain or loss is fully

amortized. Consistent with volatility management.

With fixed, separate smoothing periods, taidgwelatility. can be controlled by limited active

management of the amortization layers, including combining consecutive gain and loss

layers as necessary to reduce tail volatility.

i. As with asset smoothing, active management should be used to manage the pattern of
future UAAL funding and notito aceemplish a short-term manipulation of
contributions.

ii. In particular the net remainiagsamortization period should be relatively unaffected by
any combination of0ffsetting UAAL amortization layers.

iii. The use of active management of the amortization layers may add complexity to the
application of'the policy and may reduce transparency.

10. FerpPlans with aplunfunded li@bility; should consider actions to achieve a the-minimum net
amortization chargesheutdthat is not be-less than the payment required under a single 25
year amortization layeraliis may be accomplished through active management of the
amortizationiayers or through other means.

11. Rolling amortization’periods for a single layer for gains and losses or for the entire UAAL

a.

b.

Similartoylevel dollar, acknowledge that rolling amortization is fundamentally different
from fixed'period amortization.

Argument can be made for rolling amortization of gains and losses if assumptions are
expected to be unbiased and therefore equal likelihood of gains or losses that will offset
gach other.

Weaker argument for rolling amortization for assumption changes (especially if
consistently in a single direction, such as mortality assumption adjustments or recent
investment earnings assumption changes), and for gains and losses in the presence of
biased assumptions.
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d.

e.

f.

Substantially weaker argument for benefit changes, since harder to achieve accountability
and transparency objectives

Especially for (c) and (d), must affirmatively show that funding objectives will be
achieved, without substantial violation of intergenerational equity

Specific exception for rolling, lengthy amortization of surplus, since as described earhier
helps meet general policy objective 5.

12. Choice of appropriate amortization period for non-model practices (level dollar and/or rolling
amortization) requires additional analysis to evaluate whether general policy ofjectives are
met, including projections of contributions and funded status.

a.

b.

C.

Level dollar is generally faster than level percent of pay, so longer periads may be

reasonable

Rolling amortization is generally slower that fixed period amogtization, '§o shorter periods

may be required

To evaluate appropriateness of amortization period under alternative practices, compare

projections of contributions and funded status under moédel practice(i.e. level percentage

of pay, layered amortization) using acceptable periodswith alternative practices and
periods.

i. Policies could be considered substantially equiyvalent under alternative practices and
periods if projections in future years shewsexpected contributions and funded status
remain within reasonable range of results using acceptable policies under model
practice.

ii. For rolling amortization, policy objective 2 ("demographic matching”) may require
shorter amortization periods; resulting is.substantial reductions in volatility
management (contrary te"pelicy@bjective 3).

iii. Rolling amortization ofientirest) AAL implicitly amortizes plan amendments over a
rolling period, whieft'is arguable/inconsistent with policy objectives 2 (demographic
matching), 4 (accauntability)and 5 (governance issues).

Model Practice

e Layered fixed periothamortization by source of UAAL
e Level percent of pay amertization

e Amortizationperiods
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Source Period
Active Plan Amendments Demographic, or up to 15
Inactive Plan Amendments Demographic, or up to 15
Experience Gain/Loss 1510 20
Assumption or Method Changes’ 15 to 25
Early Retirement Incentives 5 or less

e 30 year amortization of surplus (for plans with ongoing Normal Cost and/or plan‘expenses)
o Eliminate all prior UAAL layers upon going into Surplus

e Combine gain/loss (and other) layers or restart amortization only t6"awvoid “tail volatility”
o Combining layers should result in substantially the same cufrent amaortization payment
0 Avoid using restart of amortization to achieve de facto relling amortization
0 Restart amortization layers when moving from SurpluS to UAAL condition

e Additional analysis, such as solvency projections, is\likely to be.appropriate for closed plans

Acceptable Practices

e Level dollar fixed period layered amortizatiomby seurce of UAAL, using the same model
amortization periods as above
o Ideally, with some rationale given if used with pay related benefits.

¢ Rolling amortization of a single cembined gainfloss layer with an amortization period that
does not entail any negative amortization
o With model periods for ather'sources of UAAL
0 Use separate, fixed period layers for extraordinary gain or loss events.

Acceptable but-Not-Generally Resemmended-Practices, with Conditions

Up to 25 year layered fixed\period amortization by source, for all sources of UAAL
o Ideally with sometationale given for using periods outside the model ranges
e Up to 20 year rollingiamortization of a single combined gain/loss layer
¢ Rolling/fopeniamortization of entire UAAL as a single combined layer exclusive of plan
amendmentsywhere the amortization period:
o0“4Does not entail any negative amortization and
o Can béstiown to meet the qeneral pollcy ob|ect|ves particularly policy ob|ect|ve 4.

e 30 year fixed amortization of change in funding method (e.g. from PUC to Entry Age) or
initial liability for a newly funded plan

° Method change includes the initial liability for a newly funded plan.
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o Ideally with some rationale given for using periods outside the model ranges

Non-recommended Practices

e Fixed period amortization of the entire UAAL as a single combined layer, with periodic
reamortization over a new starting amortization period

e Layered fixed period amortization by source of UAAL over longer than 25 years

¢ Rolling/open amortization over longer than 20 years of a single combined gain/l@Ss layer
o—Rolling/open amortization of entire UAAL as a single combined layer (exelusive.of plan

amendments) where the amortization period :

o—Eentails negative amortization;-o¢

¢ Rolling/open amortization of entire UAAL as a single combined layer (including plan
amendments)

Unacceptable Practices

e Layered fixed period amortization by source of UAAIover longer than 30 years

¢ Rolling/open amortization over longer than 25 years'efasingle combined gain/loss layer

e Rolling/open amortization over longer than20years of the entire UAAL as a single
combined layer

Direct Rate Smoothing

An actuarial funding policy can include same form of “direct rate smoothing”, where the
contribution rates that result frem-applying the three principal elements of funding policy are
then directly modified, Two'types.ofdirect rate smoothing policies that are known to be in
current practice were‘@valuatedyfor this development:

1. Phase-in of certain extraordinary changes in contribution rates, e.g., phasing-in the effect of
assumption ¢hanges glement over a three year period.

2. Cantribution “collar” where contribution rate changes are limited to a specified amount or
percentagefrom year to year.

Discussion

1. Contribution rate phase-in can be an effective and reasonable way to reflect the contribution
rate impact of assumption changes
a. The phase-in period should be no longer than the time period until the next review of
assumptions (experience analysis).
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b. The plan and its sponsors should be clearly aware of the additional “time value of
money” cost of the phase-in, due to the plan receiving less than the actuarially
determined contributions during the phase-in.

c. Note that the phase-in of the contribution rate impact of an assumption change is clearly
preferable to phasing in the assumption change itself. While a detailed discussion js
outside the scope of this discussion, phasing in an assumption change may be difficult to
reconcile with the governing actuarial standards of practice.

2. Contribution collars have the policy drawback that the collar parameters arbitrarily everride
the contribution results produced by the other funding policy parameters, each ofihich have

a well developed rationale.

a. If contribution collars are used they should be supported by analysis and prejections to
show the effect on future funded status and future policy based«@ntribution requirements
(prior to the application of the contribution collar).

3. Using either form of direct rate smoothing for other than assumption.changes (i.e., for
actuarial experience or plan amendments) appears inconsistent with the.development of
parameter ranges for the other elements of the funding poligy.

Model Practice
e None

Acceptable Practices

e Phase-in of the cost impact of assumption,changes over a period no longer than the time
period until the next review of assumptionsi(experience analysis), accompanied by disclosure
of impact on contribution rates

Acceptable but-Not-Generalff Recommeptded-Practices, with Conditions

e None

Non-recommended Pkactices

e Phase-in of the“€est tmpact of actuarial experience or plan amendments, in conjunction with
model practices for asset'Smoothing and UAAL amortization

e Contributioneollars in conjunction with model practices for asset smoothing and UAAL
amortization

e Phase-tor contribution collars for the cost impact of plan amendments, even if not used in
conjunctienwith model practices for asset smoothing and UAAL amortization



