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l. CALL TO ORDER
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1. TESTIMONY

Interim Charge #6 (partial): Monitor the implementation of House Bill 9 (84R) and
study updated projections towards actuarial soundness of the Employees Retirement
System. Examine issues and costs associated with granting a cost of living
adjustments or “13th Checks” to retired state employees.
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Overview of Presentation

Related to the House Interim Committee Charge #6: Monitor the implementation of HB 9
(84R) and study updated projections towards actuarial soundness of the Employees
Retirement System. Examine issues and costs associated with granting cost of living
adjustments or “13th Checks” to retired state employees and teachers.

1. Appropriations for ERS Retirement in the 2016-17 General Appropriations Act
(GAA).

2. Significant legislation from the Eighty-fourth Legislative Session affecting ERS
Retirement.

3. Estimated cost of granting a cost-of-living adjustment, should ERS Retirement
achieve actuarial soundness.
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2016-17 General Appropriations Act

Employees Retirement System (ERS) Retirement Program
e State Contribution to ERS Retirement in the 2016-17 GAA

o Appropriations for ERS Retirement provide for a 9.5% state
contribution rate in each year of the 2016-17 biennium (Rider 4, State
Contribution to Employees Retirement Program, in ERS Bill Pattern).

o Appropriations also continue the 0.5% agency contribution (Art. IX,
Sec. 17.08, Additional Payroll Contribution for Retirement
Contribution).

o The combined state and agency contribution rate of 10.0% is equal to
the maximum contribution rate set by the Texas Constitution (Article
XVI, Sec. 67 (b)(3)).
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ERS Retirement Appropriation and
Contribution History

FISCAL EXPENDED/ EXPENDED/ STATE MEMBER
YEAR APPROPRIATED in APPROPRIATED IN CONTRIBUTION | CONTRIBUTION
ALL FUNDS GR-RELATED FUNDS RATE RATE
(in millions) (in millions)
2013 $367.5 $244.0 6.5% 6.5%
2014 $442.0 $293.4 7.5% 6.6%
2015 $457.0 $300.9 7.5% 6.9%
2016 $610.3 $438.5 9.5% 9.5%
2017 $615.5 $444.0 9.5% 9.5%

Note: Since FY 2014, state agencies also contribute 0.5% of payroll.

SOURCE: Legislative Budget Board.
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Significant Legislation — 84 t Legislature

House Bill 9 — Relating to the Employees Retirement System
of Texas

e Increases the member contribution rate to ERS Retirement

o Increases from 7.2% of payroll in FY 2016 and 7.5% in FY 2017 to
9.5% in each year of the 2016-17 biennium and beyond.

o Member contribution rate would be reduced proportionally beyond FY
2017 if the state contribution rate is less than 9.5%.

o Prior to this, the 83" Legislature implemented tiered statutory
iIncreases to the member contribution with the rate set at 7.2% in FY
2016 and 7.5% in FY 2017.
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Significant Legislation, continued

House Bill 9 — Relating to the Employees Retirement
System of Texas

APRIL 20, 2016

Increases the member contribution rate to ERS
Retirement

©)

Art. IX, Sec. 18.02, Appropriation for a Salary Increase for
General State Employees, in the 2016-17 GAA provides funding
totaling an estimated $332.0 million in All Funds for a 2.5%
across-the-board pay raise in FY 2016 for employees that
contribute to ERS Retirement.

Pay raise intended to offset the impact of member contribution
increase from 7.2% to 9.5% in FY 2016 under House Bill 9.

Employees still see net decrease in take home pay because the
member contribution rate in FY 2015 was 6.9%.
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Significant Legislation, continued

House Bill 9 — Relating to the Employees Retirement System
of Texas

 Eliminates the 90-day membership waiting period for ERS
Retirement

o Allows for retirement contributions by the state and members to
begin on the first day of employment.

o Additional appropriations included in Art. IX, Sec. 18.11,
Contingency for House Bill 9 total an estimated $32.0 million in
All Funds for the 2016-17 biennium.

o State expenditures related to elimination of the 90-day waiting
period total $8.6 million through February 29, 2016.
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Significant Legislation, continued

House Bill 9 — Relating to the Employees Retirement System
of Texas

e Changes enacted by HB 9 and the state contribution increase were
projected to reduce the funding period from infinite to 32 years and result
in an actuarially sound contribution rate of 19.57%.

e As of the August 31, 2015 actuarial valuation
o the funding period is 33 years; and
o the Actuarially Sound Contribution Rate is 19.62%

e The total 19.50% contribution to ERS retirement is 0.12% below the
actuarially sound contribution rate.
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Cost-of-Living Adjustment Background

Cost-of-living adjustments (COLAS) to retirees.

e The last ad-hoc COLA for retirees was granted by the 77t Legislature. The
COLA was provided in January 2002 to all annuitants who were retired as
of September 1, 2001. ERS has never provided regular COLAs to retirees.

o The most recent COLA was based on a personalized calculation
comparing the year of retirement to the Consumer Price Index in
December 2001 and affected approximately 50,000 annuitants.

o ERS also increased annuities at this time based on a legislative
change to the multiplier from 2.25% to 2.3%.

o There was no cost to the state at the time because the annuity
increases were paid out of the ERS Retirement trust fund.
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Statutory COLA

The 83" Legislature passed SB 1459 which added a
statutory cost-of-living adjustment that permanently
Increases annuities for certain ERS retirees.

e Government Code, Sec. 814.604 directs ERS to provide for a one-time
cost-of-living adjustment (COLA) for those retired for 20 or more years, by
the lesser of 3% or $100 per month.

o The COLA may only be granted if the board of trustees finds that this
action would not make the fund actuarially unsound.

e If the COLA were triggered by the findings of the August 31, 2016 actuarial
valuation, ERS estimates that the adjustment would impact approximately
16,700 annuitants, or 16.7% of the retiree population.

o However, under current assumptions and practices, the COLA is not
anticipated to take effect at that time.
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Estimated Cost of COLA

The following table summarizes the actuarial and funding impact of the COLA, as

described in statute.

ACTUARIAL UNFUNDED LIABILITY | ACTUARIALLY SOUND | ADDITIONAL COST
ACCRUED LIABILITY INCREASE CONTRIBUTION RATE TO STATE
$59.1 million $59.1 million 0.05% $3.4 million/year

e Because the COLA was not funded during the retiree’s working career, the
impact is to create an immediate unfunded liability.

e According to ERS, the legislature could choose to appropriate a lump sum to pay
off the additional COLA-related liability or could appropriate an additional $3.4
million each year to amortize the additional COLA-related liability over 31 years.

e However, any additional appropriations at this time would exceed the 10%
constitutional maximum.

Note: All estimates are based on information from the August 31, 2015 actuarial valuation

SouRcE: Employees Retirement System.
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Retirement programs at a glance
Fiscal Year 2015

Three Defined Benefit Plans and One Supplemental Plan

. ERS | LECOSRF* | JRS2 | JRSL
Contributing employees 142,409 38,526 563 10
Non-contributing employees 101,122 12,962 148 3
Retirees / beneficiaries 100,003 10,845 322 391
Total Annuity Payments: $2.1 Billion for all plans

Average ERS Plan Contributing Employee Average ERS Plan Retiree

o 43.6 years old * 68.3 yearsold

» 8.8 years of service o 22.2 years of service

 Salary of $44,990 per year  Annuity of $19,402 per year
(or $3,749 per month) (or $1,617 per month)

 Begin state service at 34.8 years old » Retired at 58.3 years old

*Law Enforcement and Custodial Officer Supplemental Retirement Fund (LECOSRF) members are included in ERS membership
All numbers as of August 31, 2015



Retirement Program Membership by Plan

Who participates in our plans?

ERS

Regular Class State Law Enforcement Officers
Employees e DPS Troopers
o TPWD Game Wardens
and Park Police
« TABC Agents

Law Enforcement and Custodial Officers (TDCJ)

Custodial Officers » Correctional officers
(specific positions covered »  Other positions with
explained in LECOSRF routine offender contact
column) » Parole officers

Elected Officials

» Legislature

» Statewide (Governor, Lt.
Gov., Comptroller, etc.)

 District Attorneys

*Members of LECOSRF are also members of ERS. They receive about 80% of their annuities from the ERS trust and 20% from LECOSRF.

LECOSRF* JRS 2

Judges, justices and
commissioners serving on
the Supreme Court, appellate
courts, district court or for
specified commissions

Began eligible service
September 1, 1985 or later

Judges, justices and
commissioners serving on the
Supreme Court, appellate
courts, district court or for
specified commissions

Began eligible service August
31, 1985 or earlier



ERS Retirement Trust Fund Projections
FY14 vs. FY15 Valuation™

Funded Ratio Before and After Changes by the 84th Legislature
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2015 Legislative Changes
A Sound Path for the ERS Pension Trust

: Long Term
House Bill 9 g
Solvency
Member o Unfunded liability
contributions raised State contrlbut:)ons will eventually be
to 9.5% raised to 9.5% eliminated
Eliminated 90-day Agency Full funding by
wait for .retir.ement contribution — 2048
contributions + maintained (0.5%)
Future state and : : :
i Pay raises were Funding period
lower than 33 years

contribution )
decreases linked dsstmptigh
Bottom line: Contribution increases and the elimination of the 90-day waiting period for retirement
contributions primarily impact the funding projections and estimated funding periods. In the short term, these
changes have minimal impact on current liability and funded ratio. The normal cost rate (base benefit cost)
also slightly increased due to impact on member refunding behavior.



ERS is Now on a Sound Path

Contributions Must Be Maintained

ERS Retirement Trust Fund Projections
Funded Ratio at Various Contribution Rates, FY15 to FY64
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The plan is leveraged on annual, ongoing contributions. Unless the state makes a large lump-sum deposit to pay
down unfunded liabilities more quickly, it is crucial to maintain the current contribution rates until fully funded. !



Summary of Actuarial Valuation Results
Comparing 2015 to 2014

As of August 31, 2015 — Current Valuation
Actuarial Accrued Liability $33.9B

$1.3B $404 M

Actuarial Value of Assets $25.9B $909 M $373 M
Unfunded Liability $8.0B $353 M $31 M
Funded Ratio 76.3% 72.0% 92.2%

Funding Period @ Infinite Infinite

As of August 31, 2014 — Prior Valuation
Actuarial Accrued Liability $32.9B

$1.2B $386 M

Actuarial Value of Assets $25.4B $884 M $348 M
Unfunded Liability $7.5B $323 M $38 M
Funded Ratio 77.2% 73.2% 90.2%

Funding Period Infinite Infinite

When a plan has unfunded liabilities, funding period (the number years to payoff unfunded liabilities) is the most

important metric. It shows where a plan is headed. By contrast, funded ratio shows where a plan has been. A plan
can have a high funded ratio but still be on a path to deplete, as seen with JRS 2.



Contribution and Benefit Cost Rates

Key terms for cost rates:
 Normal Cost Rate — The base benefit cost for an employee
» Actuarially Sound Contribution (ASC) Rate — Rate needed to pay normal cost + pay off unfunded

liabilities within 31 years; related to Texas Government Code 811.006.

Rates (% of payroll) LECOSRF JRS 2

As of August 31, 2015 — Current Valuation
Normal Cost Rate 12.27% 1.77% 21.40%
ASC Rate 19.62% 3.01% 23.79%
Contribution Rates for FY16

State 9.50% 0.5% 15.66%

Agency 0.50% 0.0% 0.0%

Member 9.50% 0.50% 7.16%

Dedicated Revenue (Court Cost) 0.0% 1.20% 0.0%
Total 19.50% 2.20% 22.82%

Contribution Sufficiency*

0 0 0,
ey (0.12%) (0.81%) (0.97%)

*A negative figure indicates the total contribution rate is less than the amount needed to meet the ASC rate.



Accelerated Payoff of Unfunded Liabilities
Impact of Lump Sums on the ERS Plan*

e Current/ $1 Billion $4 Billion $8 Billion
Amount (in billion :
3 SIS (Lo Lol Baseline Lump Sum Lump Sum Lump Sum
Total Contributions Towards
Unfunded Liability $29.1 $20.7 $11.6 $9.5
Interest Savings $0 $8.3 $17.5 $19.6
Full Funding Achieved by 2048 2041 2028 2018

(Fiscal Year)

Source: Gabriel Roeder Smith (GRS), the independent consulting actuaries for ERS.

Background and assumptions related to the analysis:
»  All of the member contribution is directed to paying for the normal cost (base benefit cost).
» The State and agency contributions will be allocated to both the remaining normal cost and eliminating the

unfunded liability.
»  For purposes of this comparison, it is assumed that the total contributions would drop to only contribute the

normal cost once the plan is fully funded based on the actuarial value of assets.

These projections are based on the August 31, 2015 actuarial valuation of the ERS plan.

*Based on actuarial value of assets (AVA) and assuming payment on 9/1/17



Historical Benefit Enhancements
Annuity Adjustments & Supplements

From 1980-2002, there were multiple benefit enhancements granted by the Legislature

Supplemental Payments Cost of Living Benefit Multiplier
(13t Checks) Adjustments (COLAS) Increases

6 multiplier increases from
6 supplemental checks 12 COLAs paid from FY 1987 to 2002
from FY 1994 to 2001 FY 1980 to 2002 (gradually increased from
1.5% to 2.3%)

Actuarial Cost paid by Trust
for COLAs and multiplier changes:
Approximately $3.8 billion*

Cost paid by Trust:
$201 million

* Additional benefit enhancements (such as service credit purchases and using unpaid leave to qualify
for retirement) are included in these amounts. The legislative bills creating these changes often
included several changes in a single bill.
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Statutory Cost-of-Living Adjustment
(COLASs)

Ad-hoc benefit enhancements create an unfunded liability for the ERS Plan Trust.

Government Code 814.604 includes a

mandatory COLA equal to the lesser of 3% or Actuarial Accrued Liability $59.1 million
$100 per month for those retirees Wh(_) have Uriindeditiabiies $59.1 million
been retired 20 years or more at the time the i
COLA is triggered. ASC Rate 0.05%
» (Can only be paid when the plan is Normal Cost Rate No change
actuarially s_ound and if it will remain sound
after COLA is granted. Numb 16700
« ltis not expected to be paid within the next Hmber /
four years. Percent affected 16.7%
8/31/15 valuation and assume a _ »
Annual Annuity Payroll $9.5 million

hypothetical trigger date of December
2016; shown for illustrative PUrposes 0n|Y- *Out of 100,003 annuitants as of 8/31/15.



Asset Allocation Across Investment Classes
Total Fund Amount: $24.8 billion*

Cash &
Equivalents
0.3%

Hedge Funds_  Infrastructure
5.1% 1.|3%

Real Estate
10.4%

Private Equity
11.7%

Public Equity
48.0%

*Fund amount and asset allocation are as of March 31, 2016.
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Investment Performance®

Longterm focus and recent returns

Trust Fund Investment Performance (Gross)

__ 30year | 25year | f0year |  Syear | 3year | fyear

8.29% 1.93% 6.18% 9.10% 8.26% 0.49%
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*As of August 31, 2015
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ERS Gross Investment Return
Compared to US Stock Market (S&P 500 Index)

25 Year Gross Investment Return

50% -
Globally Diversified ERS Asset Allocation has
40% - resulted in investment returns over the long-term

achieving 8% with less volatility than US stocks.
30% -
20% -
A
10% - —
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Investment Performance
Diverse Investment Classes Weather Market Changes

ERS Portfolio Performance
Net of Fees by Asset Type
For each Fiscal Year, the
stacked blocks (from top to
bottom) reflect the best
performing asset classes.
Additionally, the Total Return
net of fees for each Fiscal Year
is listed on top.

Positive Performance

Negative Performance

"Real Estate Investment Trust

8.8% 13.8% -4.7% -6.7% 6.5% 12.4% 8.0% 9.9%
U.S. Equity
19.2%
US. Equity Infrastructure
19.6% 17.9%
Private
RET us Eguny L
150% 17 5% 171%
Non-U.S. Private Nor-U.S
Eell Equity RE”' Equity Equity
e 19.5% s 147% s 138%
Non-US. US.E Fixed Private Real  Private Real  Private Real
Equi 2 [ E E E
quity 1499, ncome state state state
208% i 9.1% 13.0% 10.7% 10.1%
US. Equity I:;fge US. Equity Ngz’u?ws' Irfc"éfnde Hedge Fund
s 57% i 118% 60% i
Fixed Fixed Fixed Non-U.S. Fixed Private
Income *:E;.]; Income Income Equity Income: Equity I;?;;
a% 25% i 52% 6.4% 2.2% 47% 2.3% P
% Private Non-U.S. Private Non-L.S. Fixed
Equity Equity Equity Equity Income
-26% 14.3% -37% 01% -15%
US Equity  US Equity
-116% -18.4%
Non-US.
Equity RE_”:_
123
Private
RET Equity
\j N o

14.6% 0.4%
US. Equity
24.2%
Private
Equity
20.8%
REIT*
19.6%

Non-U.S. Private Real
Equity Estate
16.1% 141%

Private Real Private
Estate Equity
125% 1.0%

Infrastructure  Hedge Fund
120% 48%
Credit
1.2%

Hedge Fund  U.S Equity
58% 1.5%

Infrastructure

0.7%
Credit
14%
REIT"
5.6%

Non-lJ.S
Equity
-10.0%
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2016 Global Market Risks / Risk Mitigators

ERS Risk Mitigators

ERS Mitigates Market Risks with Asset Class and Geographic
Diversification

N

Dedicated Team to Analyze Risk &

Geopolitical Risks

.

China, Collapse in Commodity Prices,
Global Central Bank Policies

.

Tightening of Global Markets resulting from US Dollar
Strength, Pending Fed Rate Increase and Inflation
Concerns

2016 Global Market Risks

Evaluate Investment Opportunities

17
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Summary of Demographic Results by Plan
As of August 31, 2015

Active Members

Active Contributing Members 142,409 38,526 563
Average Age (8/31/15) 43.6 41.7 56.9
Average Entry Age 34.8 33.3 47.6
Average Years of Service 8.8 8.4 9.3
Average Annual Salary $44,990 $41,957 $142,721
Annuitants
Retirees and beneficiaries 100,003 10,845 322
Average annual annuity $19,402 $5,291 $63,599
Average Years of Service** 22.2 23.8 15.2
Average Age (8/31/15)** 68.3 61.9 68.4
Average Age at Retirement** 58.3 53.9 62.7

*Members of LECOSRF are also members of ERS. They receive about 80% of their annuities from the ERS trust and
20% from LECOSRF.
**Annuitant demographics are based on service retirements.



Future Pension Policy Considerations
2017-18 Pension Experience Study

The study may affect funding status if assumptions change. Assumptions reviewed include:

Administrative

Mortality Inflation
expenses
Account
Retirement Real rate of return refund/withdrawal
upon termination
Termination Salary increases Paymenj[ option
elections
Disability Payroll growth

Service credit

In addition, an experience study provides an opportunity to review any current methodologies, such as
the actuarial cost method and the asset smoothing method.



Future Pension Policy Considerations
Law Enforcement and Custodial Officer (LECQO) Benefits

LECO

Benefit Cost

LECO benefits cost
more than Regular
Class benefits

Each group pays the
same amount to the
ERS Trust Fund

Regular Class is
subsidizing the LECO
Class

No policy on how or why
to add employees to the
LECO benefits

Employee groups may
be included (or
excluded) without
justification

Workforce needs may
not be met
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Cost of Benefits by Employee Type
Regular Class Compared to Law Enforcement/Custodial Officers (LECO)

LECO employees receive a more expensive retirement benefit than Regular Class employees.

. LECOemplojees el ot a eater age.
« The combined ERS and LECOSRF benefits as of 8/31/15

makes the LECO benefit 25% more valuable Actuarial Accrued Liability $26.7 B $8.4B
than what Regular Class employees Actuarial Value of Assets $21.0 B $5.7B
FECEIVE. | _ Unfunded Liability $5.7B $2.78
» The base LECO benefit cost (normal cost) is urnded Rat - 6.1
. unde atio A0 1Y
2.42% higher than the Regular Class
beneﬁt Funding Period 29 76
» When paying off the unfunded liability is Normal Cost Rate 12.10% 14.52%
considered, the Actuarially Sound ASC Rate 19.16% 23.93%
- ) o b
Contrlbutlon.(AS.C) rate is 4.77% higher. o Pt o SV
 Future contribution rates could be structured St o 5000 1 o0
. . ate . o
to fully address the cost differential to : :
prevent Regular Class employees from Agency 0.50% 0.50%
subsidizing LECO employees. Member 9.50% 10.00%
*The positive figure for the Regular Class indicates the member class total Total 19.50% 21.70%
contribution is higher than needed based on the 31-year ASC rate standard
set by Government Code 811.006. The negative figure for the LECO class Contribution Sufficiency* 0.34% (2.23%)

indicates the total contribution rate is less than the amount needed to meet
the ASC rate. 29



Demographic Results by Population
As of August 31, 2015

Valuation Metrics Regular Class LECO

Active Members

Active Contributing Members 103,883 38,526
Average Age (8/31/15) 44.3 41.7
Average Entry Age 35.4 33.3
Average Years of Service 8.9 8.4

Average Annual Salary $46,115 $41,957

Annuitants

Retirees and beneficiaries 83,028 16,975

Average annual annuity $19,292 $23,320
Average Years of Service** 22.5 21.5
Average Age (8/31/15)** 69.3 63.7
Average Age at Retirement** 59.0 55.4

*Annuitants with at least 10 years of Certified Peace Officer (CPO) service are identified as LECO annuitants. These headcounts are shown for
illustration purposes and do not directly relate to the methods used to allocate individual liabilities to the two resulting plans.
*Annuitant demographics are based on service retirements.
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Comparison of Funding and GASB
Methodologies for the ERS Plan

GASB addresses accounting and reporting requirements, not funding calculations

Asset Value $25.9 billion $24.0 billion
Total Liability $33.9 hillion $37.3 hillion
Unfunded Liability $8.0 billion $13.3 hillion

*This standard is used to determine contribution rates and legislative appropriations
requests. This approach creates more stable contribution rates and is based on a
smoothed asset value.

**Table based on actuarial valuation as of August 31, 2015
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Issues Pertaining to ERS of Texas

Keith Brainard

Research Director
National Association of State Retirement Administrators

Texas House of Representatives
Committee on Appropriations
April 20, 2015



Public Pension Funding Levels
and ERS of TX, FY 14
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Public Pension Funding Levels
and Texas statewide plans, FY 14
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ERS of Texas Annual Required
Contribution experience

% ARC Received

Thousand
$800,000 120%
$600,000 100%
$400,000 80%
$200,000 60%
$0 40%

“The ARC Experience of State Retirement Plans,
FY 01 to FY 13,” NASRA 4 NAS RA



TCDRS — % ARC Reaceived
Thousand I ;s ~RC
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Comparison of Employee and Employer
Contribution Rates, US Median vs. ERS of TX

" US Median 11.5v
- ERS of Texas

9.5%

Employee Employer
Contribution Rate Contribution Rate

Public Fund Survey, ERS of Texas
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The 10 Percent Constitutional Cap on
Employer Contributions

4 Texas is one of five states whose constitution
specifically addresses pension contribution
requirements

Others are Arizona, Louisiana, Maine, Montana

4 Texas is unigue in imposing a constitutional limit
on employer contributions

4 Other state constitutional provisions require the
pension plan to be adequately funded
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Solutions to the Constitutional Cap on
Employer Contributions

4 Calculate the state pension contribution over
multiple years, such as the pension plan’s funding
period of 30 years

4 Funding a pension plan takes place over many
years, not one, and measuring that cost over
multiple years is a more accurate measure of the
cost of the plan

4 This approach to measuring pension contributions
would permit the employer contribution rate to
exceed 10 percent in any one year, as long as it
does not exceed that rate for the period
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Solutions to the Constitutional Cap on
Employer Contributions (cont.)

4 Make a lump sum appropriation to reduce the
ERS unfunded pension liability

4 An employer pension contribution typically is
calculated on an actuarial basis as a percentage
of payroll

4 A lump sum appropriation would be a considered
a payment to reduce the pension debt, not a
contribution

4 Alaska in 2014 transferred $3 billion from its rainy
day fund to the state pension funds
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