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ISSUE STATEMENT

Setting the contribution rates for the Law Enforcement Officers’ and Fire Fighters’ (LEOFF) Plan 2
retirement system is one of the key responsibilities of the Board.

OVERVIEW

Setting appropriate contribution rates is important to maintaining the financial integrity of LEOFF Plan 2
and providing stability for employers, members, and the state with respect to amounts that must be
budgeted and paid into the plan.

This report provides an introduction to contribution rate setting and includes information about the rate
setting cycle, current and historical contribution rates, and reviews the Board’s strategy and policies
related to contribution rates, along with other concepts that impact rate setting.

BACKGROUND AND POLICY ISSUES

Introduction

The Board has a statutory duty! to set contribution rates for LEOFF Plan 2 in even-numbered years. The
Board adopts the required member, employer, and state contribution rates for LEOFF Plan 2.
Contribution rates come in two forms; a “base rate” to pay for the cost of the plan and a “supplemental
rate” to pay for the cost of additional benefits added to the plan.

These contribution rates are split among members of the plan, employers and the state? on a 50-30-20
basis. The contribution rates are calculated as a percentage of employee salary. The Department of
Retirement Systems (DRS) collects the required contributions on a monthly basis and transfers them to
the LEOFF 2 Retirement Fund.

Prior to the creation of the Board in July 1, 2003 under Initiative 790, basic contribution rates for LEOFF
Plan 2 were set by the Pension Funding Council (PFC), subject to revision by the Legislature. The PFC
would receive contribution rate recommendations from the Office of the State Actuary (OSA) on all of
the state retirement plans, including LEOFF Plan 2 and this same process is used today for all of the
other state retirement systems.

1RCW 41.26.720, RCW 41.45.0604, 41.45.070, RCW 44.44.040. See Appendix A: LEOFF Plan 2 Rate Setting Statutes
2 LEOFF Plan 2 is the only state plan receiving a contribution from the state.



After the creation of the Board, OSA now makes contribution rate recommendations for LEOFF Plan 2
directly to the Board and the Board sets contribution rates. The PFC still sets the contribution rates for
the other state pension plans.

Contribution Rate Setting Cycle

Under current Washington State law, in July of even-numbered years, the Board reviews the basic
contribution rates calculated by the Office of the State Actuary (OSA)® based on an actuarial valuation
performed on asset, participant, and plan information compiled in odd-numbered years.

In calculating base contribution rates, OSA applies applicable funding policies. The Board then adopts
contribution rates for LEOFF Plan 2 as provided under RCW 41.26.720(1)(a). The adopted rates remain
in place for the ensuing biennium, subject to revision by the Legislature.

Biennial Base Rates

The biennial base contribution rate is based on the level of benefits in place at the time the underlying
actuarial valuation is performed. Base contribution rates for LEOFF Plan 2 were established on an ad-hoc
basis prior to 1989, but generally were only changed every two years, unless there was a benefit
increase.

Supplemental Rates

A supplemental contribution rate is calculated and charged whenever there is an increase to benefits as
provided in RCW 41.45.070. Supplemental contribution rates for LEOFF Plan 2 are adopted by the Board.
Supplemental contribution rates are included in the basic rates at the beginning of the next contribution
rate-setting cycle.

Current Rates

During the 2016 Interim, the Board adopted contribution rates for the 2017-19 and 2019-21 biennium’s
based on 100 percent of the normal cost under the Entry Age Normal (EAN) funding method. The
Board'’s rate adoption for 2017-21 represents a continuation of their temporary funding policy that
produces stable contribution rates. Measured at June 30, 2016, that rate adoption exceeds the
requirements under the plan’s actuarial cost method and long-term funding policy.*

The current total contribution rate for LEOFF Plan 2 is 17.50%° which breaks down to:

8.75% Members
5.25% Employers
3.50% State

See Appendix A to review the full history of LEOFF Plan 2 contribution rates.

3 Board-retained actuary

#2016 Actuarial Valuation Report for LEOFF Plan 2, pg. 12.

5 Rates based on the 2016 Valuation as recommended by OSA: 7.91% Member, 5.25% Employer, 3.50% State (Total
15.82%)
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LEOFF STRATEGIC PRIORITIES

Pension plans commonly have other goals related to plan funding in addition to the primary goal of
providing the necessary funding to pay the full costs of the plan. These goals may influence the choice of
a funding method and they may also lead pension plans to adopt funding polices which modify the
plan’s funding method to support those other goals. These choices can impact the contribution rates.

In 2004 the Board, as part of its strategic plan, identified financial integrity as one of its top four goals.
Contribution rate stability and full funding on an ongoing basis were identified as key objectives of this
goal.

LEOFF POLICIES

There are a number of policies which have been adopted by the Board in order to moderate short-term
swings in contribution rates and achieve its strategic goal. These policies include:

1. Smoothing investment gains or losses over a period of time
2. Asset value and funding corridors

3. Minimum contribution rates

4. Multi-year rate plans

Smoothing

The current assumption is that assets invested in the LEOFF Plan 2 Retirement Fund will earn 7.5% per
year over the long-term. However, on a year-by-year basis, the investment return is almost certain to be
higher or lower than assumed. Therefore, public pension funds commonly “smooth” or phase in the
recognition of these annual investment gains or losses over a period of time. The Board allows gains and
losses to be “smoothed” over a period of up to eight years, depending on the magnitude of the
deviation between actual investment return and the current assumption.

Asset Value and Funding Corridors

In order to achieve the second goal, the Board adopted two policies to help stabilize long-term
contribution rates. One was the adoption of a minimum contribution rate of 90% of the Entry Age
Normal Cost (EANC) of the plan. An asset value corridor ensures that the variance stays within a set
amount, which increases contribution rate stability during periods of unusual investment gains or losses.

The second policy was to establish a funding corridor. This helps ensure rates do not remain artificially
too high or low. The Board adopted a 30% market value corridor, which means that the actual market
value of assets may not drop below 70% of the assumed value of assets or rise above 130% of the
assumed value of assets.

Minimum Contribution Rates

Minimum contribution rates are often referred to as a “rate floor” and are used to ensure that short-
term contribution rates do not drop below the expected long-term cost of the plan by more than a set
amount.

A rate floor is particularly useful for stabilizing contribution rates during periods of better than expected
investment returns and when there are short-term variances in plan funding levels resulting from
changes to assumptions or the plan funding method.
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Multi Year Rate Plans

Adopting a multi-year contribution rate plan is a useful method for improving the short-term
predictability of contribution rates. The contribution rate may vary during the period of the plan or
remain level depending on plan funding needs. The Board adopted a four-year schedule for contribution
rates in 2008, which set rates for the entire period exactly equal to the expected long-term cost of the
plan. The Board has continued the practice of adopting multi-year rate plans, with minor adjustments as
necessary. This has resulted in the rates for LEOFF Plan 2 remaining very stable since 2009.

ADDITIONAL CONCEPTS AFFECTING CONTRIBUTION RATES

Actuarial Cost Method

The aggregate actuarial cost method was statutorily designated to satisfy the goal of fully funding LEOFF
Plan 2. By definition, the aggregate actuarial cost method does not allow for an unfunded actuarial
accrued liability (UAAL) to develop. The aggregate normal cost is determined as the level percentage of
projected payroll that will fund the difference between the present value of projected benefits and the
actuarial value of assets at the valuation date. As a result, any difference between the assets and the
projected liability, due to short-term gains or losses, assumption changes or benefit enhancements, is
automatically reflected in the annual cost of the plan and not amortized as a separate component of
plan cost. In absence of an effective asset smoothing method, the aggregate cost method can produce
volatile contribution rates under certain investment market cycles.

In July 2008 the Board adopted a temporary change in funding policy by adopting fixed rates for the next
four years (July 1, 2009 through June 30, 2013) that were equal to 100% of the EANC as of June 30,
2007. Then in July 2010, as part of their two-year rate-setting cycle, the Board reviewed the existing
funding policy and moved to extend the current temporary funding policy through June 30, 2017.

This temporary funding policy allowed the Board to maintain rate stability and 100% funded status
through June 2017. The Board’s policy allowed for the fund to recognize all of the losses from 2008 and
2009 without having to increase contribution rates. Most of the other Washington plans had, and
continue to have, significant pressure to increase rates.

At the July 2012 meeting, the Board decided to adjust the temporary funding policy enacted in 2010 by
adopting rates based on 100% of the EANC from the 2011 Actuarial Valuation Report, rather than
continuing to use the rates from the 2007 Actuarial Valuation Report.

The funding policies, which determine the required contribution rates for LEOFF Plan 2, are found in
RCW 41.45. Two of the general funding policy goals that apply to LEOFF Plan 2 are:
1. To dependably, systematically and fully fund Plan 2; and,
2. To establish predictable long-term employer contribution rates that will remain a relatively
constant proportion of future budgets.

Long-Term Economic Assumptions

Certain long-term economic assumptions are designated in RCW 41.45.035, which have an effect on
pension contribution rates.
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There are four long-term economic assumptions used to estimate the future cost of LEOFF Plan 2 and
develop accurate current contribution rates for funding the plan. These economic assumptions currently
are:

*  Growth in Inflation — 3%

* Investment Rate of Return — 7.5%

*  Growth in Salaries —3.75%

*  Growth in System Membership — 1.25%

The accuracy of these assumptions is reviewed every two years because of their importance to plan
funding. Inaccurate assumptions will result in the need to change contribution rates, up or down,
depending on whether the assumptions were too conservative or too aggressive. These economic
assumptions were established in statute by the Legislature in 2001. The Board was given the authority to
set long-term economic assumptions for LEOFF Plan 2 in 2003 and has reaffirmed the use of these
assumptions.

Actuarial Experience Studies

The Office of the State Actuary (OSA) is required to submit an experience study every four years
regarding demographic assumptions, which have an effect on the calculation of the actuarial liabilities
for LEOFF Plan 2, such as mortality, disability, salary growth and retirement experience. The results of
these experience studies are incorporated into future actuarial valuations. The results of the 1995-2000
Actuarial Experience Study were the basis for contribution rate reductions by the Legislature in 2002.

Demographic Assumptions

Member behavior also plays a crucial role in determining the cost of a pension plan. So in order to
estimate the future cost of the plan and determine the appropriate current contribution rates to fund
the plan, assumptions are required for things like how long a member will live, when a member will
choose to retire, and the likelihood that a member will become disabled during their career. These
assumptions are referred to as “demographic assumptions.” The accuracy of these assumptions is
reviewed every six years in an experience study, which compares the expected behavior of the pension
plan’s population to what was actually experienced.

PROCESS AND TIMELINE

The contribution rate setting process occurs over the course of several Board meetings. Following this
introduction, the Board will be presented with options for setting future rates at the June 20, 2018
Board meeting. This will include a review of the rates calculated by the OSA. At the July 25, 2018 the
Board will hear the results of the audit of the OSA valuation from the outside actuarial firm Milliman and
the Board will then adopt/reaffirm contribution rates for the 2019-2021 biennium.

SUPPORTING INFORMATION

Appendix A: LEOFF Plan 2 Rate Setting Statutes
Appendix B: LEOFF Plan 2 Historical Contribution Rates
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APPENDIX A: LEOFF PLAN 2 RATE SETTING STATUES

RCW 41.26.720

(1) The Board of trustees have the following powers and duties and shall:

(a) Adopt actuarial tables, assumptions, and cost methodologies in consultation with an enrolled
actuary retained by the board. The state actuary shall provide assistance when the board requests. The
actuary retained by the board shall utilize the aggregate actuarial cost method, or other recognized
actuarial cost method based on a level percentage of payroll, as that term is employed by the American
academy of actuaries. In determining the reasonableness of actuarial valuations, assumptions and cost
methodologies, the actuary retained by the board shall provide a copy of all such calculations to the
state actuary. If the two actuaries concur on the calculations, contributions shall be made as set forth in
the report of the board’s actuary. If the two actuaries cannot agree, they shall appoint a third,
independent, enrolled actuary who shall review the calculations of the actuary retained by the board
and the state actuary. Thereafter, contributions shall be based on the methodology most closely
following that of the third actuary.

RCW 41.45.0604

(1) Not later than September 30, 2004, and every even-numbered year thereafter, the law
enforcement officers’ and firefighters’ plan 2 retirement board shall adopt contribution rates for the law
enforcement officers’ and firefighters’ retirement system plan 2 as provided in RCW 41.26.720(1)(a).

(2) The law enforcement officers’ and firefighters’ plan 2 retirement board shall immediately
notify the directors of the office of financial management and department of retirement systems of the
state, employer, and employee rates adopted by the board. The rates shall be effective for the ensuing
biennial period, subject to legislative modification.

RCW 41.45.070

(2) In addition to the basic member, employer, and state contribution rate established in RCW
41.45.0604 for the law enforcement officers’ and firefighters’ retirement system plan 2, the department
shall also establish supplemental rates to pay for the cost of additional benefits, if any, granted to
members of the law enforcement officers’ and firefighters’ retirement system plan 2. Except as provided
in (6) of this section, these supplemental rates shall be calculated by the actuary retained by the law
enforcement officers’ and firefighters’ board and the state actuary through the process provided in RCW
41.26.720(1)(a) and the state treasurer shall transfer the additional required contributions regardless of
language to the contrary contained in the statute which authorizes the additional benefits.

RCW 44.44.040

The office of the state actuary shall have the following powers and duties:

(7) Provide actuarial assistance to the law enforcement officers’ and firefighters’ plan 2
retirement board as provided in chapter 2, laws of 2003. Reimbursement for those services shall be
made to the state actuary under RCW 39.34.130 and 41.26.720(5).
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APPENDIX B: LEOFF PLAN 2 HISTORICAL CONTRIBUTION RATES

Effective Member Employer State Expense
7/1/2017° 8.75% 5.25% 3.50% 0.18%
7/1/2015 8.41% 5.05% 3.36% 0.18%
7/1/2013 8.41% 5.05% 3.36% 0.18%
9/1/2009 8.46% 5.08% 3.38% 0.16%
7/1/2009 8.45% 5.07% 3.38% 0.16%
7/1/2008 8.83% 5.30% 3.53% 0.16%
9/1/2007 8.64% 5.19% 3.45% 0.16%
7/1/2007 8.60% 5.17% 3.43% 0.18%
9/1/2006 7.85% 4.72% 3.13% 0.18%
7/1/2006 7.79% 4.68% 3.11% 0.19%
9/1/2005 6.99% 4.20% 2.79% 0.19%
7/1/2005 6.75% 4.05% 2.70% 0.19%
9/1/2004 5.09% 3.06% 2.03% 0.19%
2/1/2004 5.07% 3.04% 2.03% 0.22%
7/1/2002 5.05% 3.03% 2.02% 0.22%
5/1/2002 4.39% 2.64% 1.75% 0.22%
4/1/2002 4.39% 2.64% 1.75% 0.23%
7/1/2001 4.50% 2.70% 1.80% 0.23%
9/1/2000 6.78% 4.07% 2.71% 0.23%
7/1/2000 5.41% 3.25% 2.16% 0.23%
5/1/2000 5.41% 3.25% 2.16% 0.25%
9/1/1999 5.87% 3.52% 2.35% 0.21%
7/1/1999 5.87% 3.52% 2.35% 0.21%
9/1/1997 8.48% 5.09% 3.39% 0.18%
9/1/1996 8.43% 5.06% 3.37% 0.20%
9/1/1995 8.41% 5.05% 3.36% 0.20%
3/1/1994 8.41% 5.05% 3.36% 0.17%
9/1/1993 8.41% 5.05% 3.36% 0.22%
1/1/1992 7.01% 4.21% 2.80% 0.22%
7/1/1989 7.60% 4.56% 3.04% 0.22%
9/1/1988 8.09% 4.85% 3.24% 0.22%
7/1/1987 8.09% 4.85% 3.24% 0.16%
7/1/1985 7.83% 4.70% 3.13% 0.16%
7/1/1983 7.90% 4.74% 3.16% 0.16%
7/1/1981 7.74% 4.65% 3.09% 0.16%
7/1/1979 8.08% 4.85% 3.23% 0.09%
10/1/1977 8.14% 4.88% 3.26% 0.10%

5 These rates adopted through the 2019-2021 biennium (June 30, 2021)
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Purpose of Contributions

Pre-fund pension obligation

Members and employers make contributions to pension trust fund
= During member’s working life

= As a percent of salary

Contributions invested and grow with earnings

Accumulated fund at retirement = Cost of all future benefit payments



About Rate Setting

= Systematic actuarial funding to pre-fund future pension obligation
= Adopted by the Board, subject to legislative modification

= Biennial basis
= Actuary recommendation

= State law defines certain funding policy and some assumptions

= Board funding policy and assumption setting



Two Types of Contribution Rate

= Board adopts two types of contribution rates

= Basic rates

= Supplemental rates




Basic Rates

Rate recommendation and options calculated by OSA

Rate options calculated based on statute, Board policies, and past practices

Every even-numbered year (RCW 41.45.0604)

Based on results of odd-year actuarial valuation

Valuation is audited by outside actuary

Rates apply for ensuing biennium, typically two years of same rate



Supplemental Rates

« Temporary rate increases to fund the cost of benefit improvements not included
in basic rates

= Added to basic rates during the basic rate setting cycle




Factors Impacting Plan Cost or Contributions

Several factors are important in determining the contribution rate:
= Assets & Liabilities

Rate floor

Smoothing

Corridor

Investment return

Assumptions - Economic & Demographic

Experience



Strategic Priority - Financial Integrity

= Fully-funded Status
= Maintain 100% or better funded status

= Stable Contribution Rates

= Predictable increases




Previous Rate-setting Decisions

= Strategic Plan
= Four-year rate phase-in (2005-2009) / Rate stability

= Contribution rate floor (minimum contribution rates)

« Supplemental rates (2003, 2004, 2005, 2006, 2007, 2009)

= Multi-year rates (eg. 2017-2021)




LEOFF 2 Contribution Rates 1977 to Present
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Current Rates

Member 8.75%
Employer 5.25%

State 3.50%
17.50%

*Current rates adopted through 2019-2021 biennium



Next Steps

OSA finalizes actuarial valuation results and contribution rates

Concurrent audit process continues

Options presented to the Board June 20, 2018

Milliman (outside actuary) presents preliminary audit results in July 25, 2018

Board adoption of contribution rates occurs in July
= Adopted rates effective July 1, 2019, through June 30, 2021

Supplemental rate changes can occur outside of the basic rate process



Thank You

- Plan‘2iRe rement Board

Ryan Frost

Research & Policy Manager
ryan.frost@leoff.wa.gov
(360) 586-2325
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