PSPRS: What we know




| am not a n g xpert in PSPRS.



What is PSPRS?

A state pension system for Fire and Police
Once an organization joins to you are state
mandated to remain in the system

Each agency has their own bucket of money
so an unfunded liability is owned by that
agency

The plan is run by a board of directors
appointed at the State level

We receive a bill every year that we must pay




PSPRS Manages

What does PSPRS manage?
$8.9 billion in assets for members:
PSPRS (police, fire, other)

33,390 total members in Tier 1, 2 and soon 3 employee
tiers

CORP (corrections officers)
21,423 members (only 5,000 “vested”)

EORP (Elected officials, judges and
court commissioners)

2,076 members, system closed to new members in 2013
Subject of Fields and Hall lawsuits
~Lowest funding level of all plans



Financial Health

Funding % as of PSPRS EORP CORP

FY2016 50. 3% 41% 59.2%
Asset losses (0.6%) (0.5%) (0.7%)

Payroll Growth 0.2% 0.9% 1.6%

PBI Gain/(Loss) 0.7% 1.6% 0.8%

Benefit Changes (2.5)% 0.0% 0.1%

Assump.changes (1.99% (1.2)%
(2.4)%

Other 1.1% (2.0)% 0.7%
FY2017 47.3%




Under pressure

Financial health at a glance
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What happened?

Perfect storm

= [nvestment losses
= 2001-2002 "Dot.com” loss of $1 billion

=  Funding level decline to 100.9 percent from
126.9 percent

= 2008-2009 "Great Recession” crunch

= FY 2010 funding level drops to 65.8 percent
= Permanent Benefit Increase
=  Based on year-to-year investment returns

=  No funding level requirement

= Period of high returns

January 2017



What happened (cont.)?

PBI under the microscope

Fiscal Year Investment Return  Monthly PBI(in §)  Aggregate Funding Level
2000 12.31% 87.37 124.70%
2001 -16.86% 93.24 129.90%
2002 -15.07% 98.17 113.00%
2003 6.67% 102.53 100.90%
2004 14.97% 111.90 92.40%
2005 9.11% 116.82 82.10%
2006 8.30% 121.76 77.00%
2007 17.05% 127.06 66.40%
2008 -71.27% 134.34 66.50%
2009 -17.73% 138.66 68.20%
2010 13.47% 146.74 65.80%
2011 17.37% 152.84 61.90%
2012 -0.79% 159.13 58.60%
2013 10.64% 121.19 57.10%
2014 13.28% 65.20 50.40%
2015 3.68% 0.00 49%
2016 0.60% 0.00 47.3%

Januar




Litigation

2011 pension reforms (SB1609)

=  Second employee tier with more modest benefits

= Fields lawsuit, decided Feb. 2014
= Strikes PBI conditions
= Impacts EORP and PSPRS

=  Expected cost exceeds $300 million

= Hall lawsuit, decided Nov. 1016

»  Strikes increased contribution limits, PBI conditions

= Likely impact on EORP and PSPRS

=  Possible immediate cost of $200 million
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Fortunate timing

2016 reforms in S1428 and Prop 124

= Creation of third employee tier starting July 1, 2017
= \Voter passed replacement of retiree PBI with COLA
*  Mitigates ongoing expenses/losses of Hall/Fields lawsuits

= Interrupts post-Hall lawsuit effects w/ 2018 COLA intro
= Long-term savings expected to reach $475 million

= Savings instead of losses exceeding $1 billion

12
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Question 1

Q. Why are they projecting a 7.5% return on
investment when historically they’'ve only
realized a 6.5% to 6.6% return?

A. Each .25% drop in the estimate leads to a
spike in annual contribution rates. One of the
reasons the rates increased so much for next

fiscal year is that they dropped their projections
.35%.



Presenter
Presentation Notes
Answer:  The investment rate of return assumption is a long-term assumption that should be adjusted slowly to avoid “chasing” markets.  The rate was set at 9% until the “Dot.Com” crash hit in the early 2000s. It has been gradually lowered since then to 7.4% (beginning July 1, 2017).
Over the past 7 years, which is the length of our “smoothing” period used to minimize year-to-year volatility, PSPRS has had a 6.6% return on investment. However, the annualized 30-year return, which is the return received over the past 30 years, exceeds the current assumed rate. That means our investment returns and our actuarial assumptions are working as they should and reflect reality and do not paint an inaccurate portrait of the financial health of the system. 
PSPRS always has an eye on investment returns and our assumptions. It is likely that the assumed earnings rate could be lowered further in the future. These moves are made with careful consideration, as PSPRS knows changes in the assumed earnings rate have a big effect (as mentioned about the .25% and resulting “spike”) drop on employer contribution rates.



Question 2

Q. Why do they continue to project a cross the
board 4% increase in salary growth when the
number seems unattainable in our current
environment?

A. Payroll growth includes salaries, overtime,
merit increases, promotions, and membership
growth. The assumption is reviewed every 5

years.



Presenter
Presentation Notes
In 2012 the payroll growth assumption was lowered from 5% to 4%, but the actuary noted that members under the age of 30 were receiving pay increases between 2.5% and 9.7% per year as they gained experience and were promoted. The PSPRS actuary is in the process of conducting another experience study, and the payroll growth assumption will be part of that study.



Question 3

Q. What does this mean for the 10-year
projections they provided?

A. While this years actuarial report projects a 1%
increase for each of the next 10 years, we feel
that at least for the next couple of years 3%-4%
may be more accurate.



Presenter
Presentation Notes
The 10-year contribution rate projections are based on assumptions and liabilities as of 6/30/16.  As the actuary pointed out in each actuarial valuation, there are outstanding items that will likely put upward pressure on future contribution rates. For instance, it is likely the investment return assumption will need to be lowered again. Mortality tables will likely need to be adjusted because retirees are living longer. And since investment gains and losses are spread over 7 years, there are investment losses that have yet to be recognized. 


Question 4

Q. Was the Hall case part of the spike for next
fiscal year?

A. According to PSPRS, the spike is 2/3" the
result of Prop124 reform, and 1/3" due
reducing the projected earnings rate from

/.85% to 7.5%



Presenter
Presentation Notes
Prop 124 caused about two-thirds of the spike in the contribution rate for next fiscal year, while the decrease in the assumed earnings rate from 7.85 to 7.5 percent can be attributed to the remaining one-third. Investment returns were not a big factor in the increase in employer contribution rates. 
Also, the Hall lawsuit is not expected to have a significant long-term impact because of the passing of Prop 124. Prop 124 does, however, create a short-term increase because it replaces the PBI, which is an expense to the system that is dependent on investment returns, with cost of living adjustments (COLA) that are certain to happen every year. To be clear, Prop 124 is expected to create long-term savings to PSPRS.



Question 5

Q What are the projected impacts of the Hall
Case?

A. Should be minimal. SB1609 increased the
rates for the employees with the caveat that it
could not impact the rate for the employer. This
means that the actuarial estimates have never
included the additional 4% employee
contribution.



Presenter
Presentation Notes
There are two cost factors related to the Hall case: Having to pay out a PBI for certain retirees and having to roll back employee contribution rates.  PSPRS will need to pay out the PBIs to certain retirees, but future liabilities will not increase because of Prop 124 (changes the PBI to COLA) now being in place.  
The Supreme Court still needs to decide whether the EORP contribution refunds ordered in the Hall case will also be given to impacted PSPRS members (Parker lawsuit).  State law did not allow the increased employee contributions to offset employer contributions so any future Hall/Parker-related increases would occur because of the retroactive payment of PBIs to impacted retirees plus the immediate cost of refunding members’ excess contributions. 
If the Hall solution is applied to the Parker (PSPRS) lawsuit, PSPRS estimates the immediate expenses to reach about $200 million. It is a lot of money, but this immediate loss would be spread over a period of 20 years. This dramatically lessens the impact on employers. 



Question 6

Q. When will the Hall and Parker cases be
settled and how will it be paid out?

A. Could be anywhere for 6-12 months. PSPRS
will figured amounts owed. The agencies will be
responsible for paying the employees, and then
will be granted a PSPRS holiday until the agency

is net neutral




Question 7

Q. We thought PROP 124 was supposed to lower
costs long term. Why the big impact and where
did the legacy cost come from for Tier 37

A. PROP 124 will lower costs over time, however
the COLA is now figured as part of the actuarial
and the legacy costs exists because Tier 1 and
2 retirees must be funded



Presenter
Presentation Notes
PSPRS never included the Permanent Benefit Increase (PBI) as part of the actuarial. Under Prop 124 they will figure the new COLA system as part of the liability for the plan. I hope I have this part correct; they used to figure .5% for existing employees a part of PBI. Under the COLA in 124 they figure the real amount or 1.75%, which means the rates must increase to cover the real cost of the program. 
Tier 3 sets up a “new” plan. So, employees entering the defined benefit plan under Tier 3 are not part of the current plan, or accounts, that include all Tier 1 and 2 employees. Those who choose a defined contribution plan are in a separate and brand new plan as well. This means that without the legacy cost, the Tier 1 and 2 employees would eventually run out of people to contribute to their retirement. The new Tier three plans are set-up and funded differently. While we understand the concept, we feel they should have been more upfront about the fact that the legacy cost would exist. 
Answer:  As discussed, Prop 124 increases employer costs in the short-term by replacing our actuaries’ predictions on the financial impact of PBIs across different employee tiers with predictions used to estimate the cost of the future use of COLAs. 
These numbers plug into actuarial formulas and have changed back and forth due to 2011 (S1609), the Fields (and Hall) lawsuits, and, finally, the implementation of Prop 124. Cost of living adjustments will happen each year under Prop 124. For this reason, our actuaries assign a higher value to the COLA than they would to predict future distributions of permanent benefit increases (PBIs), which are conditional upon PSPRS investment returns exceeding 9 percent.
However, the COLA saves PSPRS money over the long-term because it does not sideline any money into the PBI fund and make the money unavailable for investment and growth. The increased distributed to PSPRS retirees through the COLA amount is also capped at a lower amount than the limits on PBI payments to retirees.  
 
Legacy costs of tier 1 and 2 employees will exist because all new employees hired after July 1, 2017, will become Tier 3 employees. Over time, the number of active tier 1 and 2 employees will fall and employer contributions will not be enough to pay down unfunded liabilities related to tier 1 and 2 employees. For this reason, SB1428 was written so that the legacy costs for Tier 1 and Tier 2 retirees will be spread across all active members, including Tier 3 members.



Tiers

» Tier 1 and 2 in the simplest » All new tier, not tied to

terms |§ .separated by a wall Tiars R

» No additional employees
will be added to these two » Employees have the
tiers, but they must still be option of either DB
funded

R _ | plan or DC plan
» New in Tier 2 is a 3% split,

with a catch up provision
costing employers 4% over
a period of years. The
intent is to balance non-SS
employers with SS
employers




Tier 3

» DB plan is 7.13% employee/employer + a 3%
split for SS

» The 7.13% has no cap as far as future
increases, but increases will be split 50/50
between employer and employee

» No DROP program
» 10 year vest




Tier 3

» DC option is a 9% employee/employer split +
1.17% long term disability split + a 3% split of
SS

» The 9% will not increase

» 10 year vest period

» What you have in the account at retirement is
what you have - no guaranteed benefit
amount




Municipal Agencies/Districts

Municipal agencies and Fire Districts are two
different types of political entities within AZ

Each has different funding mechanisms which
means their approach to fiscal issues is
different

Most municipal governments are far older
than Fire Districts meaning their pension
liabilities are, in many cases, far greater

Each must look for solutions to ease the
PSPRS burden within the options they have
available under current statute.



Presenter
Presentation Notes
Municipalities have access to both Sales Tax and Property Tax. Some utilize a property tax, while others do not. Limits within State statute means that municipalities have a limit as to the amount of property tax they can levy – so the reality is property taxes do not create a windfall of revenue, but it can help to a point.
�Fire District revenues are derived from property taxes, and they have a cap on the dollar amount they can levy. This means that many Fire Districts have extremely limited options when it comes to funding the fiscal burden of PSPRS.

Ultimately, Fire Districts do not have much choice but to hope for a State funded solution to their PSPRS liability, which is unlikely. Municipalities have other options available and given their sky rocketing costs should take action to control their unfunded liability as soon as they can, if they can. Waiting for a solution or assistance from the State will only cause increased financial burdens on the effected municipalities. 


Conclusion

We have little control over costs associated with
PSPRS

There is no light switch solution

A State wide tax to cover costs would alleviate
pressure, but is unlikely at this point

Costs will continue to increase, but should be
more manageable after this next fiscal year

Will take years to fix funding levels and bring
costs down

We as an organization will be the ones to feel the
ire of the public as we adjust to pay the expense
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