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The significant investment
declines over the past two
years have raised questions
about state and local retire-
ment plan funding and future
contributions. While mem-
bers' benefits have not been
jeopardized, it is likely the
market declines will require
higher employer contribu-
tionsand morerealistic expec-
tations among plan members
about future benefit enhance-
ments.

The Good OI' Days

Thelate 1980sand 1990s may
well be seen asthe golden age
of state and local retirement
plans. A sustained period of
low inflation, coupled with
historically high investment
returns, resulted in steady im-
provementsin plan funding.

According to the Public Pen-
sion Coordinating Council’s
Survey of State and Local
Government Employee Retire-
ment Systems, the average
funded ratio (i.e., the ratio of
plan assetsto liahilities) grew
from81 percentin FY 1990to
104 percentin FY 2000. Asa
result, employer contributions
declined from an average of
14.4 percent of payroll in FY
199010 10.6 percentin FY 2000.

A Different Picture
Today

Thingshave changed. Annual
investment returns declined
sharply after 2000, and many
retirement plans earned nega-
tivereturnsin 2001 and 2002.

The dramatic and sustained
downturn in the equity mar-
kets significantly reduced the
market val ue of assetsover the
two-year period, possibly by
20 percent or more in some
cases. Funded ratios fell and
contribution rates increased.
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The Near-Term
Outlook

Most plans use a three-year
tofive-year market smoothing
approach to determine the ac-
tuarial value of plan assets
(AVA). This reduces the ef-
fect of market volatility oncon-
tribution rates.  Up through
the 2000 valuation, the AVA
waslessthan the market value
of assets (MVA), and it was
not uncommon for theAVA to
be only 80 percent to 90 per-
cent of theMVAin2000. This
meant there were prior invest-
ment gains being deferred to
future yearswhen they would
be available to offset invest-
ment |osses.

But by 2002, the AVA exceeded
the MVA for most plans, and it
was not uncommon for the
AVA to be 110 percent to 125
percent of MVA. Thisdiffer-
ence represents investment
lossesfrom 2001 and 2002 that
are yet to be reflected in the
unfunded actuarial accrued li-
ability, the funded ratio, and
the contribution rate.

Consequently, if returns dur-
ing 2003 to 2006 don't re-
bound enough, these deferred
losseswill increasethe plan’s
unfunded actuarial accrued li-
ability and contribution rates
over thenext four to six years,
if not longer.



Illustration

Consider the following illus-
tration, based on an actual
plan:

*  Between 1993 and 2000, the
plan’saverage annua com-
pounded market return was
12.4 percent, withannud re-
turnsranging from 1.2 per-
centin 1994t0 18.5 percent
in1997.

* Over thisperiod the market
value of assets grew from
$650 millionto $1.4 hillion,
and the funded ratio grew
from 84 percent to 102 per-
cent.

e The strong market returns
reduced employer contri-
butions, which averaged
about 6 percent of payrall
between 1993 and 1999,
and which fell to about 1.5
percent in 2000.

* In 2001 and 2002, annual
investment returns fell to
—7.6 percent and —8.6 per-
cent respectively, lowering
the average annual com-
pound return since 1993 to
7.9 percent.

e By year-end FY 2002, the
market value of assets had
fallen 17 percent to $1.16
billion, lowering thefunded
ratio to 92 percent.

» Asaresult, employer con-
tribution ratesin FY 2002
increased to 6.1 percent of

payroll.

Given that this system uses a
5-year AVA smaoothing period
and assumes an 8 precent rate
of return on investments, it
would need to average an an-
nual return of 20.2 percent for
FY 2003 to FY 2005 to com-

Plan Funding. The general goal of actuarial funding is to accumulate mon-
eys in asystematic manner so that contributions can remain reasonably stable
and plans can take advantage of typical long-term investment returns.

pletely offset the negativein-
vestment impact of FY 2001
andFY 2002. Sincethisisun-
likely, the next question is
what would happen under
more realistic expectations?

Assuming a zero percent an-
nua returnin FY 2003 and an
8 percent return thereafter, the
plan’sfunded ratio would con-
tinue to decline to 75 percent
in FY 2005 and then level off.
However, to achieve this, the
employer’s contribution rate
would need to increase from
6.1percentin FY 2002t0 14.9
percentin FY 2006 and level-
ing off thereafter.

What This Means

The first decade of the 21st
Century is not going to be
pretty. Unlesswe see 20 per-
cent or greater market returns
in 2003 and 2004, funded ra-
tios will decline. Many sys-
tems that had funded ratios
over 100 percent in FY 2000,
may well see funded ratios
below 80 percent. Moreover,
employer contribution rates
will probably increasefor sev-
era years. For retirement sys-
tems whose contribution rate
is constant from year to year,
funding marginswill declineor

disappear.

Current tax revenue problems
for the employer or the state
may create efforts to under-
mine these necessary in-
creases, and may create ef-
fortsto reduce employer con-
tribution rates. This pressure
on employer contributionswill
make benefit enhancements
more difficult to achieve, at

least over the next four to six
years.

Systems that depend on ad
hoc increases for retiree cost-
of-living adjustments may not
see such increases again for
four to six years, at least not
without asignificant decrease
intheir funded level.

In this environment, system
members should work to see
that the employer does not ar-
bitrarily reduce the contribu-
tion rate. This would only
make a difficult situation
worse. However, at the same
time, membersshould bereal -
istic in their expectations for
benefit enhancements, includ-
ing ad hoc retiree increases.

Even with therecent downturn
in the financial markets, the
benefits offered through de-
fined benefit plans have not
decreased. This has not been
the case in defined contribu-
tion plans, wheremany partici-
pants have seen 40 percent to
60 percent reductionsin their
account balances. System
membersaredtill better off ina
defined benefit retirement
plan.

During the remainder of this
decade, it will beimportant to
maintain thelong-term sound-
ness of the system. The em-
ployer must continue to meet
itsfinancial commitment, and
membersmust realizethat care
must be taken in advocating
benefit enhancementsuntil the
investment markets recover
and stability returns to plan
funded levels and the contri-
bution rate pattern.

As such, these meth-
ods reduce the impact
of short-term market
fluctuations on plan
contributions through
the use of long-term
assumptions and asset
smoothing methods.
This in turn protects
the retirement benefits
of employees, retirees
and their beneficiaries
from financial market
volatility.

Actuarial funding has
also been beneficial
to state and local gov-
ernments, allowing
them to earn invest-
ment income totaling
$1.7 trillion on retire-
ment plan assets be-
tween 1982 and June
2001. These are funds
that would otherwise
have to be contrib-
uted by state and lo-
cal taxpayers.

Even with the market
declines, the financial
health of the vast ma-
jority state and local
retirement plans re-
mains strong. More-
over, these declines
arethetypes of events
actuarial funding is
designed to mitigate.
While the declines are
unfortunate, they
come after more than
a decade of abnor-
mally high investment
returns.



Useful Web Sites for Investment Benchmarks. Information regard-
ing the indexes discussed in this article can be found at the following web

cation strategy should be in
place before proceeding with
benchmark selection. Ingen-

sites: eral, plans should attempt to
aignthefollowing benchmark
CNNMoney characteristicswithindividual

http://money.cnn.com/

L ehman Brothers
http://www.lehman.com/

M or gan Sanley Capital
International Inc.
http:/iwww.msci.com/

Frank Russell Company
http://www.r ussell.com/

Sandard & Poor’s
http://www.spglobal .com/

WilshireAssociates I nc.

http://www.wilshire.com/

Selecting Appropriate
Investment Benchmarks

Evaluating fund and manager
performance against aninvest-
ment benchmark is one of the
more visible indicators that
guidesapublic pension plan’s
long-term investment strategy.
Therefore, the use of appro-
priate benchmarks becomes
particularly important.

The proliferation of new in-
vestment vehicleshasresulted
inan increasing number of in-
dexes designed to measure
performance. However, in-
vestment in equities and
bonds, especialy U.S. domes-
tic equities, continue to domi-

sionsof publicretirement sys-
tems. The table below sum-
marizessome of themorecom-
monly used market bench-
marks.

Benchmark Selection

Because benchmarks evolve
to align with market circum-
stances, plans should evalu-
ate their own long-term asset
all ocation decisions, manager
styles, and investment strate-
gies when selecting bench-
marks. Sincethe selection of
appropriate benchmarksistied
to a long-term investment

manager portfolios or funds:

e Equity benchmarks should
reflect the appropriate man-
ager style, growth or value.

e Company capitalizations
for equity benchmarksand
a manager’'s portfolio
should besimilar.

e International portfolios
should be compared
against indexes with com-
parable country concentra-
tions.

< Duration, maturity, average
credit rating, and issuetype
should be comparable
when selecting fixed in-

nate the asset allocation deci-  strategy, a sound asset allo- come benchmarks.
STANDARD & RuUssELL RuUssELL RusseLL WILSHIRE M SCI LEHMAN
Poor's 500 3000 1000 2000 5000 EAFE AGGREGATE
1) () ) 4) (5) (6) BonD INDEX
™
INDEX TYPE Stock Stock Stock Stock Stock Int'l. Fixed-
Stock Income
ComPANY $16 hillion $4 billion $11 billion $490 million See Note 5 Total Market Bond issue
CAPITALIZATION (mean); (mean); (mean); (mean); Capitalization must be at least
$6.7 billion $699.6 million $3.5 billion $395.3 million $5.3 trillion $100 million
(median) (median) (median) (median) in par value
ComPANY Market Market Market Market Market Market Market
WEIGHTINGS Value Value Value Value Value Value Value
REBALANCING/ Continuous Annual Annual Annual Monthly Annual Annual
RECONSTITUTION
M ARKET Large Broad Large Small Broad Developed Broad
M EASUREMENT Cap Market Cap Cap Market Markets Market
(Ex. US &
Canada)
1) Index primarily contains U.S. domestic companies. A company with a stock selling below $5.00 per share may be removed or not selected for the index. Sector
weights parallel those in the S& P Universe of 10,000 companies. Company capitalization is measured as price times shares outstanding. Source: Standard & Poor's.
2) Index contains U.S. domiciled companies. Company capitalization in the Russell indexes is measured by float (shares purchased rather than shares outstanding).
Companies stocks selling below $1.00 per share are excluded from the index (removals are not made intra-year). Source: www.russell.com.
3) Index includes the 1000 largest companies contained in the Russell 3000. Source: www.russell.com.
4) Index includes the 2000 smallest companies contained in the Russell 3000. Source: www.russell.com.
5) The index, which was created in 1974, contains over 5,700 stocks. It includes almost all publicly-traded companies headquartered in the U.S. Five hundred of the
stocks in the index are S& P 500 stocks. The remaining stocks in the index represent mid- to small-cap comparny issues.  Source: www.wilshire.com.
6) The index currently contains 21 countries. Market Value is adjusted for free-float (shares available for foreign investors). Courtries in the index are rebalanced
annually. Source: Morgan Stanley Capital International, Inc.
7) Index is comprised of securities from the Lehman Brothers Government/Corporate, Mortgage-Backed, and Asset-Backed indexes. Securities must have meaturities
of one year or more and be rated at least BBB by S& P or Baa by Moody's Investor Services. Source: www.federatedinvestors.com and www.flagship.vanguard.com,
and www.bondsonline.com
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e Total fund performance
should be compared to an
index that best reflects the
long-term asset alocation
of the plan. A well-con-
structed custom-bench-
mark will generally provide
better insight into the per-
formance of afund than a
single broad market index.

Changes in Index
Composition

As indicated in the index de-
scriptions above, indexes are
rebalanced and reconstituted
on aperiodic basis. Changes
are designed to ensure that
index representation is based
on current market conditions.
Therefore, the composition of
indexestendsto includethose
securities that best represent
the market being measured as
defined by theindexes' selec-
tion criteria

For example, the inclusion of
technology related stocks had
a significant impact on the
composition of indexes. Dur-
ing the 1990s, technology re-
lated stocks cameto represent
alargeportion of thetotal mar-
ket capitalization of the U.S.
domestic market. At theend
of 1980, IBM, the only tech-
nology stock in the S& P 500
top ten, ranked number one
with amarket capitalization of
$39.6 billion. In 1999, thetop
ten S& P stocks included six
technology related stocks,
with Microsoft leading the
pack. The total market capi-
talization of these six stocks
exceeded $1 trillion.

Morerecently, Russell’s 2001
annual reconstitution re-
flected the market value de-
clines among technology
stocks. Forty-two percent of
the companies deleted from

Recent Changes in Benchmark Indexes. Thefollowing recent changes
highlight the importance of periodically re-examining benchmark indexes to

ensure they

the Russell 3000 weretechnol-
ogy related companies.

The markets have been ex-
ceedingly active over the last
decade asindicated by growth
and declinesin market capitali-
zations and these dynamic
changesarereflected inindex
composition when rebalanc-
ing occurs.

Custom Benchmarks

Seeking the benefits of diver-
sification hasled ingtitutional
investors to hire specialty
managers within the equity
and bond asset classes, a
strategy which also helps
funds control the asset allo-
cation decision rather than
leaving it to a manager. The
sub-specialities included in
equity portfolios may include
separate manager portfolios
for large-cap, mid-cap, and
small-cap stocks that are fur-
ther separated by growth and
valuedistinctions. Bond port-
folios may be segmented so
investmentsin corporate, gov-
ernment, and high-yield issues
are managed separately.

In order to evaluate fund per-
formance, a benchmark (or
benchmarks) that reflects the
long-term asset all ocation de-
cision should be developed.
This is a relatively effective
and reasonable approach as
long as the benchmarks se-
lected for the individual asset
classesare appropriate. A cus-
tom benchmark isdesigned as
follows:

e Using your asset allocation
targets, determine the
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reflect the plan’s

long-term

weightings for each asset
class.

* Using the asset class
weights, determinethe per-
cent representation of each
benchmark.

This can be done for any of
the major asset classes: total
equity, total bond, cash, as
well as the total fund. This
approach should create a
benchmark that more closely
matches highly diversified
funds' investment policy de-
cisionsthan abenchmark that
only utilizesabroad equity and
abroad bond index. Evaluat-
ing fund performance in this
manner trandates into main-
taining along-terminvestment
strategy that parallels funds
decisions related to risk, li-
quidity and liabilities, rather
than chasing index returnsthat
may not reflect the goals and
objectives of the plan.

Conclusion

The use of appropriate bench-
marks to evaluate managers
and total fund performance
providesreliableand credible
comparisons. Plans should
follow a stepped approach,
which combines establishing
along-term investment strat-
egy by performing an asset
allocation study, followed by
benchmark selection, and fi-
nally evaluation of portfolio
returns. To beuseful over the
long-term, the cycle should be
repeated periodically to reflect
changing fund objectives,
plan experience, and the mar-
ket environment.

investment strategy:

e On July 19, 2002,
Standard & Poor’s
removed seven
non-U.S. compa-
nies from the S&P
500 and replaced
them with seven
U.S. companies.
Theindex now rep-
resents 80.3% of
available U.S. do-
mestic equities, ver-
sus 78.9% prior to
the change.

e On May 31, 2002,
MSCI Enhanced
Methodology cre-
ated the Provisional
Series Index, and
increased target
market representa-
tion from 60% to
85%.

e |n 2002, 242 compa-
nies were deleted
from the Russell
3000, over half of
which were from
technology related
industries. Total
market capitaliza-
tion for the Russell
3000 declined 16.9%
from the previous
year.

e OnJanuary 8, 2003,
Standard & Poor’s
introduced the S&P
500 Equal Weight
Index, offering a
lower concentra-
tion of individual
stocks, different
sector exposures,
and a slower rate of
change in sector
weightings than the
S&P 500.



GRS’ DROP Presentation Posted to NCTR Web Site. The National
Council on Teacher Retirement (NCTR) recently posted GRS’ presentation on
Deferred Retirement Option Plans made during NCTR’s 2002 Annual Confer-
ence in Anchorage, Alaska.

The presentation de-
scribes how demo-
graphic, economic,
and social trends have
changed our percep-
tion of retirement and
influenced the devel-
opment of deferred re-
tirement option plans
and related retirement
options.

It also describes and
provides examples for
several common de-
ferred retirement op-
tions, including:

* Forward DROPs

* Back DROPs

o Partial Lump Sum
Options, and

 Work After Retire-
ment Plans

It concludes with a
discussion of key is-
sues related to the
various options, in-
cluding the percep-
tion of “double dip-
ping,” administrative
complexity, and cost-
neutrality.

The presentation may
be found in the An-
nual Conference sec-
tion of the NCTR web
site (www.nctr.org),
under the “Anchor-
age, Alaska 2002”
link. It is also posted
inthe GRS Library sec-
tion of the GRS site
(www.grsnet.com) on
the Research Reports

page.

Crediting Investment
Earnings to DROP Accounts

Generaly, Deferred Retirement
Option Plans (DROPs) allow
members who satisfy certain
digibility conditions(e.g., be-
comesdigiblefor norma retire-
ment or reach their maximum
benefit) to participate in the
DROP and retire at a future
date. Once a member elects
the DROP, the member’s pen-
sion is usualy frozen based
on credited service, fina av-
erage salary, and retirement
benefit provisions on the
DROPéectiondate. ADROP
account is established for the
member and credited with a
percentage of the frozen
monthly pension payments
during the member’s contin-
ued period of employment.
Interest income may also be
added to the DROP account.

Upon termination of employ-
ment, themember receiveshis
or her monthly retirement ben-
efit, plus payments from the
DROP account. The DROP
account may bedistributed as
afull or partial lump sum pay-
ment (eligible for rollover),
converted to an annuity, or
drawn down on ancther basis
depending on the plan provi-
sions.

Generdly, therearefour ways
to credit investment earnings
to DROP accounts. The pri-
mary considerationsin choos-
ing amethod relate largely to
plan objectives and cost dif-
ferences. Also, certain regu-
latory rules apply differently
depending on the method.

Fixed Rate Method

Under this method, the DROP
accounts are credited with a
fixedrateof earnings. Therate
chosen can be the same asthe
actuarial assumption used for
retirement fund earnings, or the
yield rate on short-to-interme-
diatetermfixed incomeinstru-
ments, or it can be some other
rate. Insome cases, the stated
rate may be changed periodi-
cally by the governing body.
Administratively, the earnings
credit can be made from the
date of deposit to the date of
withdrawal.

This is the simplest and easi-
est of the methodsto adminis-
ter. Usually no administrative
feeischarged to the members
account to offset against the
fixed rate, even though there
issomeadministrative cost. If
this is the sole method avail-
able, itssimplicity lacks some
of the features that are of in-
terest to many members. On
the other hand, fixed rates of-
ten have desirable cost con-
trol advantages.

Fund Rate Method

Under thismethod, theinvest-
ment return experienced by the
retirement fund as awhole is
credited to the individual
DROP accounts. Thismethod
appeals to many members
since it gives some exposure
to stock market returns. Of
course, this meansthat returns
are sometimes up and some-
timesdown. Most investment
advisors, however, expect a

balanced portfolio to grow at
a higher rate over time than
most fixed rates. Also, under
thismethod, a DROP member
benefitsfrom professional in-
vestment adviceat alower fee
than would be available to an
individual. This method is a
bit moreinvolved, administra
tively, than the Fixed Rate. But
many systems will outsource
this service so as not to be
encumbered with the adminis-
tration.

Usually, thefund earnings (or
loss) rate is credited to the
DROP accounts quarterly, as
soon as the quarterly return
onthetotal fundiscalculated.
The rate would be for the
whole quarter, and is usually
credited as of the last day of
the quarter. Often the fund
rate credited is the net return,
after investment-related ex-
penses such as investment
management, custody and
monitoring. Inaddition, there
may be an administrative fee
charged for the recordkeeping
services. Because therateis
credited only once each quar-
ter, somelossof credit isexpe-
rienced. For example, whena
total distribution or rollover is
made from aFund Rate DROP
account, it usually does not
include any earnings (or
losses) fromthe date of thelast
quarter-end to the date of the
withdrawal.

While the Fund Rate Method
gives exposure to a broader
range of investments than
crediting afixedrate, itisnev-
ertheless restricted to the
same asset allocation among
stocks and bonds as the total
fund. If the total fund’s asset
alocation is 60%/40%, then
the Fund Rate credited to the
DROP account will reflect that
mix. This may be acceptable
to many members, but not to
thosewho would prefer a more
conservative or more aggres-
svemix.
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Self-Directed Index

Tracking

Under this method, members
are permitted to control the
asset alocationintheir DROP
accounts without regard to
how thetotal fundisbeingin-
vested. It also permits mem-
bers to change their mix peri-
odically if they choose. The
plan would be designed to
permit membersto select any
mix among, say, two or three
indexes. Thisway somemem-
bers can be conservative,
some moderate, and some ag-
gressive as they seefit. The
accounts would not actually
be invested in mutual funds,
but the earnings credit would
track the indices selected.

This method would probably
be outsourced, but with some
administrative simplifications
it could be handled in-house.
If outsourced, the investment
election changes could be
made daily, the earnings (or
losses) could be credited daily,
the account could be acces-
sible on-line, and al earnings
creditswould automatically be
made from date of deposit to
date of withdrawal.

Self-Directed Mutual
Funds

Under the previousthree meth-
odsthereisno real movement

GRS Insight is published by Gabriel, Roeder, Smith & Company, a national
benefit consulting firm for public and private sector clients. The information
provided is not intended as legal advice or opinion. Articles attributed to
individuals do not necessarily reflect the views of GRS as an organization.

of assets. Theaccountsareall
maintained on a bookkeeping
basis. The underlying assets
are invested with the invest-
ment managerswho areinvest-
ing the total fund. Further-
more, under thethree previous
methods, the Board is not as-
suming any additional fidu-
ciary responsibility.

However, under the Self-Di-
rected Mutua Funds Method,
the Board identifieswhich mu-
tual funds are made available
tomembers. Thisisanimpor-
tant fiduciary decision. The
Board should adopt an I nvest-
ment Policy statement specifi-
cally for the selection and
monitoring of the DROP mu-
tual funds. Aswith the Fund’s
investment managers, the
Board should monitor the
funds ensure that they con-
tinue to perform acceptably
and comply with the policy.
The members may direct that
their DROP accounts actually
be invested in any combina
tion of these mutual funds.
This may be the method that
ultimately has the most popu-

larity.

Outsourcing administrative
dutiesisusualy required. The

earnings automatically cred-
ited via the mutual fund re-
turnsisaready net of invest-
ment managementsfees. But
there may be other adminis-
trative fees to charge the ac-
countsaswell. Many mutual
fundsarewilling to pay “rev-
enue sharing” to help offset
or diminatetheadministrative
fees. Careshould betakento
ensure there are no conflicts
of interest when thereare mu-
tual funds involved.

Other Considerations

Plan qualification issues
should also be considered
when choosing a method for
crediting earnings to DROP
accounts, especialy regard-
ing Internal Revenue Code §
415. Inaddition, thesystem’s
actuary should be asked to
measure the financial effects
of the methods under consid-
eration.

Finally, care and a thorough
discussion of the issues
should be undertaken regard-
ing fiduciary responsibilities,
adminigtrative duties, commu-
nications, and consideration
of what the plan members
want and need.

Gabriel, Roeder, Smith & Company provides benefit consulting services to over 500
public and private sector clients nationwide, including: retirement systems, employers,

employee organizations, government agencies, attorneys, and accountants.
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