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OVERVIEW

 Initial presentation of issue

 Current status of both plans

 Policy issues raised by a merger

 Discussion and questions are encouraged



ISSUE DESCRIPTION

 A financial merger of the LEOFF Plan 1 and 
LEOFF Plan 2 retirement funds raises a number 
of issues for plan members and retirees, LEOFF 
employers and the State related to funding 
policies, governance, and potential budget 
impacts.



BACKGROUND - INVESTMENT

 The LEOFF Plan 1 retirement fund and the 
LEOFF Plan 2 retirement fund are commingled 
for investment purposes.

 The Commingled Trust Fund earned 13.22% for 
the 2009-10 fiscal year which will be reflected in 
the upcoming actuarial valuations for both plans.



BACKGROUND - CONTRIBUTIONS

 Contributions for LEOFF Plan 1 have been 
suspended since 1999/2000.

 Contributions for LEOFF Plan 2 are adopted by 
the Board as a percentage of payroll pursuant to 
a 50/30/20 cost sharing arrangement between 
members, employers and the State.

 Rates through June 30, 2017 are:
8.46% Member
5.08% Employer
3.38% State



BACKGROUND – ACTUARIAL FUNDING METHOD

 LEOFF Plan 1 uses a variation of the Frozen 
Initial Liability Cost Method.

 LEOFF Plan 2 uses the Aggregate Funding 
Method to calculate the normal cost or expected 
long-term cost of the plan.



BACKGROUND – LONG-TERM ECONOMIC ASSUMPTIONS

 The Current Assumptions for LEOFF Plan 2 are:

Investment Rate of Return 8.00%
Salary Growth 4.50%
Inflation 3.50%
Growth in Membership 1.25%

 LEOFF Plan 1 assumptions are the same except 
that the Salary Growth Assumption is 4.00%.



BACKGROUND – DEMOGRAPHIC ASSUMPTIONS

 Different demographic assumptions are 
calculated for LEOFF Plan 1 and LEOFF Plan 2 
including:

• Future rates of retirement and disability. 

• Total length of service. 

• Life expectancy after retirement.

• Life expectancies of surviving spouses and
other beneficiaries



BACKGROUND – ASSET VALUE “SMOOTHING” 

 The value of assets used in the Actuarial Valuation 
Report is not the actual market value of assets.

 The Actuarial Value of Assets smoothes 
investment returns over time depending on how 
much the actual rate of return deviates from the 
expected rate of return.

 Both LEOFF Plans 1 and 2 have a very large 
amount of deferred investment losses.

LEOFF Plan 1$1.257 billion as of June 30, 2009
LEOFF Plan 2$1.255 billion as of June 30, 2009



BACKGROUND – ASSET VALUE CORRIDOR

 Both LEOFF Plan 1 and LEOFF Plan 2 have a 
requirement that the Actuarial Value of Assets 
cannot be less than 70% nor more than 130% of 
the Market Value of Assets.

 The ratio was 129% for LEOFF Plan 2 as of June 
30, 2009.



BACKGROUND – FUNDED STATUS

 The funded status was 128% for LEOFF Plan 2 
and 125% for LEOFF Plan 1 as of June 30, 2009 
if you used the actuarial value of assets.

 The funded status was 99% for LEOFF Plan 2 
and 97% for LEOFF Plan 1 as of June 30, 2009 if 
you used the market value of assets.

 This reporting method calculates liabilities using 
the Projected Unit Credit actuarial cost method 
which is not used in either LEOFF Plan 1 or 
LEOFF Plan 2.



BACKGROUND - GOVERNANCE

 The LEOFF Plan 2 Board adopts contribution 
rates and actuarial policies and recommends 
benefit changes to the Legislature.

 LEOFF Plan 1 falls under authority of the Select 
Committee on Pension Policy and the Pension 
Funding Council.



BACKGROUND – LEGISLATIVE HISTORY

 HB 2097 in 2011 proposed a financial merger of 
LEOFF Plan 1 and LEOFF Plan 2 but did not 
pass.

 The 2011-13 biennial operating budget included a 
requirement for the Office of the State Actuary to 
study issues related to merging LEOFF Plan 1 
and LEOFF Plan 2.

 SB 6166 in 2001 would have closed LEOFF Plan 
1 and distributed surplus fund assets but did not 
pass.



BACKGROUND – LEGAL FRAMEWORK

 “Exclusive Benefit” rule in federal law

 Merger case law in other states but none in 
Washington.

 Bakenhus and subsequent cases in Washington 
provide limits on benefit changes and funding 
requirements.



POLICY ISSUE – COMMINGLED INVESTMENT

 How does a merger affect the analysis of whether 
or not LEOFF Plan 1 should remain in the 
Commingled Trust Fund?



POLICY ISSUE – INVESTMENT VOLATILITY

 Would a merger require additional measures to 
either reduce investment volatility or manage 
investment volatility?



POLICY ISSUE – LEOFF PLAN 1 UNFUNDED LIABILITY

 There is a statutory requirement to pay off any 
unfunded liability in LEOFF Plan 1 no later than 
June 30, 2024.

 LEOFF Plan 1 currently does not have an 
unfunded liability.



POLICY ISSUE – LEOFF PLAN 1 SUPPLEMENTAL RATE

 If an unfunded liability emerges in LEOFF Plan 
1, the State could pay that expense by charging a 
supplemental contribution rate to LEOFF 
employers as a percentage of LEOFF Plan 2 
payroll.

 This method was used by the State to pay the 
cost of the unfunded liabilities in PERS 1 and 
TRS 1.

 Some cost likely to pass to LEOFF Plan 2 
members through bargaining.



POLICY ISSUE – FINANCIAL EFFICIENCIES

 An increase in assets in LEOFF Plan 1 currently 
cannot reduce costs for employers or the State.

 An increase in assets in a merged plan could 
reduce costs for members, employers and the 
State.



POLICY ISSUE – RISK TRANSFER

 The risk of any future costs for LEOFF Plan 1 
currently lies primarily with the State and 
employers.  LEOFF Plan 2 member risk is 
indirect and hard to quantify.

 In a merged plan, the risk for employers and the 
State would likely be reduced.  LEOFF Plan 2 
members would bear a direct risk.  

 The risk may be positive.

 Is the current 50/30/20 split mandated in a 
merged plan?



POLICY ISSUE – ASSET VALUE CORRIDOR

 The current ratio of the actuarial value of assets 
to the market value of assets increases the risk 
that poor investment return in the future could 
spike contribution rates.

 This risk is likely to remain for six years until the 
investment losses from 2008-2009 have been fully 
recognized.



POLICY ISSUE – SALARY GROWTH ASSUMPTION

 There is currently a difference between the 
Salary Growth Assumption for LEOFF Plan 1 
members and LEOFF Plan 2 members.

 The impact of this difference would not appear to 
be significant given the relatively small 
population of active LEOFF Plan 1 employees 
and their relatively limited projected future 
service.



POLICY ISSUE – FUNDING AUTHORITY

 The long-term cost of insufficient contributions or 
inaccurate long-term assumptions is magnified in 
a merged plan.

 The importance of rate-setting and adopting 
assumptions is increased in a merged plan.

 This authority is currently the subject of debate 
and could be clarified in either statute or 
litigation.



POLICY ISSUE – BOARD COMPOSITION

 To what extent would a merger affect the 
composition of the LEOFF Board?



OSA STUDY – POTENTIAL INPUT

 Projected impact on contribution rates

 Projected impact on funding status

 Differences in funding schedules

 Differences in funding policies
 Salary Growth Assumption
 Projected improvements in life expectancy



OSA STUDY – POTENTIAL INPUT

 Impact of merger on projected LEOFF Plan 1 
liabilities

 Impact of merger on LEOFF Plan 1 investment 
policies

 Impact on LEOFF Plan 1 “Pay as You Go” risk

 Impact of merger on State pension risk measures
 Pension contributions exceeding 8% of General Fund   

State (GFS)
 Bond rating



OSA STUDY – POTENTIAL INPUT

 Effect of merger on projected unfunded liability 
costs for the State, employers and LEOFF Plan 2 
members
 State pays all costs
 Employers pays all costs via supplemental rate
 State, employers and Plan 2 members pay costs

according to 50/30/20 split

 Possibility of separate funding policies for 
LEOFF Plan 1 and LEOFF Plan 2 liabilities



OSA STUDY – POTENTIAL INPUT

 Risk of decrease in LEOFF Plan 1 benefits under 
current law

 Effect of changing to a 4.5% Salary Growth 
Assumption for LEOFF Plan 1

 Demonstrate the projected future funding status 
of LEOFF Plan 1 using both funded ratio and 
size of fund



OSA STUDY – POTENTIAL INPUT

 Other questions?

 Timeline for providing input



LEOFF PLAN 1/LEOFF PLAN 2 
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OVERVIEW

 Initial presentation of issue

 Current status of both plans

 Policy issues raised by a merger Policy issues raised by a merger

 Discussion and questions are encouraged

ISSUE DESCRIPTION

 A financial merger of the LEOFF Plan 1 and 
LEOFF Plan 2 retirement funds raises a number 
of issues for plan members and retirees, LEOFF 
employers and the State related to funding 
policies, governance, and potential budget p , g , p g
impacts.
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BACKGROUND - INVESTMENT

 The LEOFF Plan 1 retirement fund and the 
LEOFF Plan 2 retirement fund are commingled 
for investment purposes.

 The Commingled Trust Fund earned 13 22% for  The Commingled Trust Fund earned 13.22% for 
the 2009-10 fiscal year which will be reflected in 
the upcoming actuarial valuations for both plans.

BACKGROUND - CONTRIBUTIONS

 Contributions for LEOFF Plan 1 have been 
suspended since 1999/2000.

 Contributions for LEOFF Plan 2 are adopted by 
the Board as a percentage of payroll pursuant to the Board as a percentage of payroll pursuant to 
a 50/30/20 cost sharing arrangement between 
members, employers and the State.

 Rates through June 30, 2017 are:
8.46% Member
5.08% Employer
3.38% State

BACKGROUND – ACTUARIAL FUNDING METHOD

 LEOFF Plan 1 uses a variation of the Frozen 
Initial Liability Cost Method.

 LEOFF Plan 2 uses the Aggregate Funding 
Method to calculate the normal cost or expected Method to calculate the normal cost or expected 
long-term cost of the plan.
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BACKGROUND – LONG-TERM ECONOMIC ASSUMPTIONS

 The Current Assumptions for LEOFF Plan 2 are:

Investment Rate of Return 8.00%
Salary Growth 4.50%
Inflation 3.50%
Growth in Membership 1.25%

 LEOFF Plan 1 assumptions are the same except 
that the Salary Growth Assumption is 4.00%.

BACKGROUND – DEMOGRAPHIC ASSUMPTIONS

 Different demographic assumptions are 
calculated for LEOFF Plan 1 and LEOFF Plan 2 
including:

• Future rates of retirement and disability. y

• Total length of service. 

• Life expectancy after retirement.

• Life expectancies of surviving spouses and
other beneficiaries

BACKGROUND – ASSET VALUE “SMOOTHING” 

 The value of assets used in the Actuarial Valuation 
Report is not the actual market value of assets.

 The Actuarial Value of Assets smoothes 
investment returns over time depending on how 
much the actual rate of return deviates from the much the actual rate of return deviates from the 
expected rate of return.

 Both LEOFF Plans 1 and 2 have a very large 
amount of deferred investment losses.

LEOFF Plan 1$1.257 billion as of June 30, 2009
LEOFF Plan 2$1.255 billion as of June 30, 2009
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BACKGROUND – ASSET VALUE CORRIDOR

 Both LEOFF Plan 1 and LEOFF Plan 2 have a 
requirement that the Actuarial Value of Assets 
cannot be less than 70% nor more than 130% of 
the Market Value of Assets.

 The ratio was 129% for LEOFF Plan 2 as of June 
30, 2009.

BACKGROUND – FUNDED STATUS

 The funded status was 128% for LEOFF Plan 2 
and 125% for LEOFF Plan 1 as of June 30, 2009 
if you used the actuarial value of assets.

 The funded status was 99% for LEOFF Plan 2  The funded status was 99% for LEOFF Plan 2 
and 97% for LEOFF Plan 1 as of June 30, 2009 if 
you used the market value of assets.

 This reporting method calculates liabilities using 
the Projected Unit Credit actuarial cost method 
which is not used in either LEOFF Plan 1 or 
LEOFF Plan 2.

BACKGROUND - GOVERNANCE

 The LEOFF Plan 2 Board adopts contribution 
rates and actuarial policies and recommends 
benefit changes to the Legislature.

 LEOFF Plan 1 falls under authority of the Select  LEOFF Plan 1 falls under authority of the Select 
Committee on Pension Policy and the Pension 
Funding Council.
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BACKGROUND – LEGISLATIVE HISTORY

 HB 2097 in 2011 proposed a financial merger of 
LEOFF Plan 1 and LEOFF Plan 2 but did not 
pass.

 The 2011-13 biennial operating budget included a  The 2011-13 biennial operating budget included a 
requirement for the Office of the State Actuary to 
study issues related to merging LEOFF Plan 1 
and LEOFF Plan 2.

 SB 6166 in 2001 would have closed LEOFF Plan 
1 and distributed surplus fund assets but did not 
pass.

BACKGROUND – LEGAL FRAMEWORK

 “Exclusive Benefit” rule in federal law

 Merger case law in other states but none in 
Washington.

 Bakenhus and subsequent cases in Washington 
provide limits on benefit changes and funding 
requirements.

POLICY ISSUE – COMMINGLED INVESTMENT

 How does a merger affect the analysis of whether 
or not LEOFF Plan 1 should remain in the 
Commingled Trust Fund?
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POLICY ISSUE – INVESTMENT VOLATILITY

 Would a merger require additional measures to 
either reduce investment volatility or manage 
investment volatility?

POLICY ISSUE – LEOFF PLAN 1 UNFUNDED LIABILITY

 There is a statutory requirement to pay off any 
unfunded liability in LEOFF Plan 1 no later than 
June 30, 2024.

 LEOFF Plan 1 currently does not have an  LEOFF Plan 1 currently does not have an 
unfunded liability.

POLICY ISSUE – LEOFF PLAN 1 SUPPLEMENTAL RATE

 If an unfunded liability emerges in LEOFF Plan 
1, the State could pay that expense by charging a 
supplemental contribution rate to LEOFF 
employers as a percentage of LEOFF Plan 2 
payroll.p y

 This method was used by the State to pay the 
cost of the unfunded liabilities in PERS 1 and 
TRS 1.

 Some cost likely to pass to LEOFF Plan 2 
members through bargaining.
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POLICY ISSUE – FINANCIAL EFFICIENCIES

 An increase in assets in LEOFF Plan 1 currently 
cannot reduce costs for employers or the State.

 An increase in assets in a merged plan could 
reduce costs for members  employers and the reduce costs for members, employers and the 
State.

POLICY ISSUE – RISK TRANSFER

 The risk of any future costs for LEOFF Plan 1 
currently lies primarily with the State and 
employers.  LEOFF Plan 2 member risk is 
indirect and hard to quantify.

I   d l  th  i k f  l  d th   In a merged plan, the risk for employers and the 
State would likely be reduced.  LEOFF Plan 2 
members would bear a direct risk.  

 The risk may be positive.

 Is the current 50/30/20 split mandated in a 
merged plan?

POLICY ISSUE – ASSET VALUE CORRIDOR

 The current ratio of the actuarial value of assets 
to the market value of assets increases the risk 
that poor investment return in the future could 
spike contribution rates.

 This risk is likely to remain for six years until the 
investment losses from 2008-2009 have been fully 
recognized.
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POLICY ISSUE – SALARY GROWTH ASSUMPTION

 There is currently a difference between the 
Salary Growth Assumption for LEOFF Plan 1 
members and LEOFF Plan 2 members.

 The impact of this difference would not appear to  The impact of this difference would not appear to 
be significant given the relatively small 
population of active LEOFF Plan 1 employees 
and their relatively limited projected future 
service.

POLICY ISSUE – FUNDING AUTHORITY

 The long-term cost of insufficient contributions or 
inaccurate long-term assumptions is magnified in 
a merged plan.

 The importance of rate-setting and adopting  The importance of rate-setting and adopting 
assumptions is increased in a merged plan.

 This authority is currently the subject of debate 
and could be clarified in either statute or 
litigation.

POLICY ISSUE – BOARD COMPOSITION

 To what extent would a merger affect the 
composition of the LEOFF Board?
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OSA STUDY – POTENTIAL INPUT

 Projected impact on contribution rates

 Projected impact on funding status

 Differences in funding schedules Differences in funding schedules

 Differences in funding policies
 Salary Growth Assumption
 Projected improvements in life expectancy

OSA STUDY – POTENTIAL INPUT

 Impact of merger on projected LEOFF Plan 1 
liabilities

 Impact of merger on LEOFF Plan 1 investment 
policiespolicies

 Impact on LEOFF Plan 1 “Pay as You Go” risk

 Impact of merger on State pension risk measures
 Pension contributions exceeding 8% of General Fund   

State (GFS)
 Bond rating

OSA STUDY – POTENTIAL INPUT

 Effect of merger on projected unfunded liability 
costs for the State, employers and LEOFF Plan 2 
members
 State pays all costs
 Employers pays all costs via supplemental rateEmployers pays all costs via supplemental rate
 State, employers and Plan 2 members pay costs

according to 50/30/20 split

 Possibility of separate funding policies for 
LEOFF Plan 1 and LEOFF Plan 2 liabilities
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OSA STUDY – POTENTIAL INPUT

 Risk of decrease in LEOFF Plan 1 benefits under 
current law

 Effect of changing to a 4.5% Salary Growth 
Assumption for LEOFF Plan 1Assumption for LEOFF Plan 1

 Demonstrate the projected future funding status 
of LEOFF Plan 1 using both funded ratio and 
size of fund

OSA STUDY – POTENTIAL INPUT

 Other questions?

 Timeline for providing input

LEOFF PLAN 1/LEOFF PLAN 2 
MERGER

Questions?
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LAW ENFORCEMENT OFFICERS’ AND FIRE FIGHTERS’ 
PLAN 2 RETIREMENT BOARD 

 
LEOFF 1/LEOFF 2 Merger 

Initial Consideration  
July 27, 2011 

1. Issue 
A financial merger of the LEOFF Plan 1 and LEOFF Plan 2 retirement funds raises a number 
of issues for plan members and retirees, LEOFF employers and the State related to funding 
policies, governance, and potential budget impacts. 

2. Staff 
Steve Nelsen, Executive Director 
(360) 586-2320 
steve.nelsen@leoff.wa.gov  

3. Members Impacted 
A merger of the LEOFF 1 and LEOFF 2 retirement funds could affect all current and future 
member participants and annuitants in LEOFF Plan 1 and LEOFF Plan 2.  According to the 
Preliminary 2010 Actuarial Valuation Report, as of June 30, 2010, LEOFF Plan 1 had 301 
active participants and 8,008 annuitants.  LEOFF Plan 2 had 16,775 active participants and 
1,639 annuitants. 

4. Current Situation 
The Law Enforcement Officers’ and Fire Fighters’ (LEOFF) Retirement System is a cost-
sharing multiple-employer retirement system. Membership includes all full-time, fully 
compensated, commissioned law enforcement officers, and firefighters.  There are two tiers 
in the LEOFF system referred to as LEOFF Plan 1 and LEOFF Plan 2.  Both LEOFF Plan 1 
and LEOFF Plan 2 provide defined retirement benefits which are financed from a 
combination of investment earnings, employer and employee contributions, and contributions 
from the State.   
 
The LEOFF Plan 1 retirement fund and the LEOFF Plan 2 retirement fund are separate trust 
funds.  The assets of each fund may be used solely to pay for the liabilities of the associated 
retirement plan.  The funds are commingled for investment purposes but they are accounted 
for separately and reported separately in both annual financial reports and annual actuarial 
valuations. 
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5. Background Information  
The Legislature established the Law Enforcement Officers’ and Fire Fighters’ (LEOFF) 
Retirement System in 1969 by consolidating various municipal police and fire fighter 
pension systems and transferring the members to the new state system in 1970.  The LEOFF 
Retirement fund was established to pay for the liabilities of this new retirement system. 
 
On October 1, 1977, the original LEOFF system (Plan 1) was closed to new members and a 
new tier of benefits, LEOFF Plan 2, was established for all new LEOFF members.  LEOFF 
Plan 2 currently remains open.  A separate LEOFF Plan 2 retirement fund was established to 
pay for the liabilities of this new plan.   
 
Investment of Pension Funds 
The Washington State Investment Board (WSIB) has the responsibility for investing the state 
administered pension funds, including both the LEOFF Plan 1 retirement fund and the 
LEOFF Plan 2 retirement fund.  The statutory mandate for the WSIB is to maximize return at 
a prudent level of risk.1  The retirement funds collectively are called the Commingled Trust 
Fund (CTF).  Established on July 1, 1992, the CTF is a diversified pool of investments 
including fixed income, public equity, private equity, real estate and tangible assets.   
 
The CTF return was 13.22 % for the 2009-2010 fiscal year.2  The net assets held in trust for 
all the pension and benefit funds in the CTF totaled $57,630,138,000 as of June 30, 20103.  
The net assets held in trust for LEOFF Plan 1 was $4,586,358,0004 or approximately 8% of 
the total pension and benefit funds in the CTF.  The net assets held in trust for LEOFF Plan 2 
was $5,081,657,0005 or approximately 9% of the total pension and benefit funds in the CTF.   
 
LEOFF 1 Contributions 
LEOFF Plan 1 is a cost-sharing multiple employer retirement system which has been funded 
by a combination of contributions from three parties: the employers, the employees, and the 
state (as the creator and sponsor of the plan).  Initially, the contribution rates for LEOFF Plan 
1 were set at 6% of salary for both employees and employers.  State contributions were made 
by ad hoc legislative appropriations unrelated to employee salaries.  The relative historical 
share of contributions to the Plan 1 fund from the three parties is: 77 percent from state 
appropriations, 11.5 percent from employer contributions, and 11.5 percent from employee 
contributions6.   
 
The assets of the Plan 1 retirement fund came to exceed the total actuarial liabilities of the 
system during the late 1990s primarily because of large contributions from the state and 

                                                 
1 RCW 41.33A.110 
2 2010 Comprehensive Annual Financial Report, Washington State Department of Retirement Systems, p.89 
3 2010 Comprehensive Annual Financial Report, Washington State Department of Retirement Systems, p.29 
4 2010 Comprehensive Annual Financial Report, Washington State Department of Retirement Systems, p.27 
5 2010 Comprehensive Annual Financial Report, Washington State Department of Retirement Systems, p.28 
6 Senate Bill Report, 2ESSB 6166 (2001) 
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higher-than-expected investment returns.  The state ceased making appropriations to the plan 
after June 30, 1999.  Member and employer contributions were statutorily suspended in June 
2000.   
 
The Office of the State Actuary provides an Actuarial Valuation Report to the Pension 
Funding Council every two years and the Council has the authority adopt any changes to the 
state contribution rate for LEOFF 1 as may be required.  There were approximately 250 
active LEOFF Plan 1 members and 8000 annuitants as of Decembers 31, 2010.7 
 
LEOFF 2 Contributions 
LEOFF Plan 2 is a cost-sharing multiple employer retirement system which is funded by a 
combination of contributions from three parties pursuant to a statutory cost sharing formula 
under which the members pay 50 percent of the total annual required contributions, the 
employers pay 30 percent, and the State pays 20 percent.8  These costs are charged to 
members, employers and the State as a percentage of the member’s salary.   
 
The cost of the plan is evaluated annually by the Office of the State Actuary in their annual 
Actuarial Valuation Report.  The contribution rates are adopted periodically by the LEOFF 
Plan 2 Retirement Board9 based on the current and projected costs of the plan, the current 
and projected funding status of the plan and three statutory funding goals: 

• To fully fund the plan;10 
• To establish long-term state, employer and member contribution rates which will 

remain a relatively predictable and stable portion of future state, employer and 
member budgets;11and, 

• To fund, to the extent feasible, all benefits for plan 2 members over the working lives 
of those members so that the cost of those benefits are paid by the taxpayers who 
receive the benefit of those members' service.12 

 
The LEOFF Plan 2 Retirement Board has adopted modifications to the second goal to include 
the additional objective of rate stability and to reflect the interests of employers and 
members, not just the State.  The original statutory goal was simply, “To establish long-term 
employer contribution rates which will remain a relatively predictable portion of future state 
budgets.” 
 
Rates are also adjusted periodically by the LEOFF Plan 2 Retirement Board to reflect 
increased costs as a result of benefit improvements.13  The current contribution rates adopted 
by the LEOFF Plan 2 retirement Board through June 30, 2017 are 8.46 percent member, 5.08 
percent employer, and 3.38 percent State.  

                                                 
7 Unpublished ad hoc report, Department of Retirement Systems 
8 RCW 41.26.725(1) 
9 RCW 41.26.725 and RCW 41.45.0604 
10 RCW 41.45.010(1) 
11 RCW 41.45.010(4) 
12 RCW 41.45.010(5) 
13 RCW 41.45.070 
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There were approximately 16,951 active LEOFF Plan 2 members and 1,367 annuitants as of 
June 30, 2009.14 
 
Funding Policies 
Both LEOFF Plan 1 and LEOFF Plan 2 are valued and funded according to a complex 
arrangement of actuarial funding methods, long-term economic assumptions, demographic 
assumptions and actuarial funding policies.  Many of these policies are the same for both 
plans but there are some differences which are important to understand and consider in the 
context of a financial merger of the plans.  
 
Actuarial Funding Method 
A variation of the Frozen Initial Liability Cost Method is used in LEOFF Plan 1 to determine 
the normal cost of the plan and the actuarial accrued liability for retirement and other pension 
benefits.  Under this method, the Unfunded Actuarial Accrued Liability (UAAL) is equal to 
the unfunded actuarial present value of projected benefits less the actuarial present value of 
future normal costs for all active members and is reset at each valuation date.  The present 
value of future normal costs is based on the aggregate normal cost for LEOFF Plan 2 and the 
resulting UAAL is amortized by June 30, 2024 as a level percentage of projected system 
payroll.  The projected payroll includes pay from LEOFF Plan 2 as well as projected payroll 
from future new entrants.15  There is currently a positive UAAL for LEOFF Plan 1.   
 
There is a statutory funding policy to fully amortize any unfunded liability which may 
emerge in LEOFF 1 no later than June 30, 2024.16  Both the State and LEOFF employers are 
likely to incur increased costs if LEOFF Plan 1 comes out of fully funded status which would 
create a need for LEOFF Plan 1 funding policies to be developed and coordinated with 
LEOFF Plan 2 funding policies established by the Board.  
 
The Aggregate Cost Method is used in LEOFF Plan 2 to determine the normal cost and the 
actuarial accrued liability.  Under this method, the unfunded actuarial present value of fully 
projected benefits is amortized over the future payroll of the active group.  The entire 
contribution is considered normal cost and no UAAL exists.17 
 

                                                 
14 2009 Actuarial Valuation Report, Office of the State Actuary 
15 2009 LEOFF Actuarial Valuation Report, Office of the State Actuary p. 36 
16 RCW 41.45.010(2) 
17 2009 LEOFF Actuarial Valuation Report, Office of the State Actuary p. 36 
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Long-Term Economic Assumptions 
In order to calculate the necessary current contribution rates for a plan, it requires projecting 
the future costs of paying out plan benefits, projecting the future value of current retirement 
fund assets and future contributions, and converting these projections into present day values.  
These calculations require the use of long-term economic assumptions.  Certain key 
assumptions were codified in 2001 for both LEOFF Plan 1 and LEOFF Plan 2 as follows:18 

 
Investment Rate of Return    8.00% 
Salary Growth      4.50% 
Inflation      3.50% 
Growth in Membership    1.25%   

 
Beginning July 1, 2009, the salary growth assumption for LEOFF Plan 1 was changed to 
equal the sum of the inflation assumption and a productivity growth assumption of 0.5% 
(4.00%).  This is currently the only difference in long-term economic assumptions between 
LEOFF Plan 1 and LEOFF Plan 2. 
 
Demographic Assumptions 
Assumptions about future non-economic events are also an important necessary component 
of the overall funding policies for both LEOFF 1 and LEOFF 2. Key demographic 
assumptions include:  

•  Members' future rates of retirement and disability.  
•  Their total length of service.  
•  Their life expectancy after retirement.   
•  The life expectancies of their surviving spouses and other beneficiaries.   
  

 The Office of the State Actuary performs an experience study at least once every six years to 
determine at what rate the above factors have actually occurred in the retirement systems.19  
The experience study compares actual experience to the assumptions and, if necessary, OSA 
makes adjustments to the rates for future actuarial valuations.  For LEOFF Plan 2, any 
changes recommended by OSA must be adopted by the LEOFF Plan 2 Retirement Board.20 
 
The most recent demographic experience study was published by the Office of the State 
Actuary in September, 2008.  The study covered experience from 2001-2006.  The study 
reported experience in LEOFF 1 separate from LEOFF 2 and developed different 
assumptions for each plan.  One of the recommendations of that study was to modify 
mortality assumptions to take into account projected future improvements in life expectancy.  
These recommendations were adopted by the LEOFF 2 Board and incorporated into actuarial 
assumptions for LEOFF 2.  The recommendations were adopted by the Legislature for 
LEOFF Plan 1 in 2009 but delayed until after the 2009-11 biennium. 
 

                                                 
18 RCW 41.45.035 
19 RCW 41.45.090 
20 RCW 41.26.720 
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Actuarial Value of Assets v. Market Value of Assets (“Smoothing”) 
For the actuarial valuation report, the Office of the State Actuary calculates the actuarial 
value of assets using an asset smoothing method adopted by the Legislature in 2003.21  The 
asset smoothing method applies to both LEOFF Plan 1 and LEOFF Plan 2.  Each year OSA 
determines the amount the actual investment return deviates from the expected investment 
return and smoothes that year’s gain or loss according to the following table: 
 

Annual Gain/Loss 
Rate of Return Smoothing Period Annual Recognition 

15% and up 8 years 12.5% 
14-15% 7 years 14.29% 
13-14% 6 years 16.67% 
12-13% 5 years 20% 
11-12% 4 years 25% 
10-11% 3 years 33.33% 
9-10% 2 years 50% 
7-9% 1 year 100% 
6-7% 2 years 50% 
5-6% 3 years 33.33% 
4-5% 4 years 25% 
3-4% 5 years 20% 
2-3% 6 years 16.67% 
1-2% 7 years 14.29% 

1% and lower 8 years 12.5% 
 
In 2009, LEOFF Plan 2 had a market value of assets of $4.309 billion and an actuarial value 
of assets of $5.564 billion for a total of $1.255 billion in deferred investment losses as 
follows:22 

Plan year ending Percent deferred Amount deferred 
6/30/2009 87.50% (1,447 million)  
6/30/2008 75% (368 million) 
6/30/2007 62.50% 290 million 
6/30/2006 50% 142 million 
6/30/2005 37.50% 108 million 
6/30/2004 0.00% 0 
6/30/2003 12.50% 19 million 

Total:  (1,256 million) 
   Note: Totals do not agree due to rounding. 
 
In 2009, LEOFF Plan 1 had a market value of assets of $4.355 billion and an actuarial value 
of assets of $5.612 billion for a total of $1.257 billion in deferred investment losses.23 

                                                 
21 2009 LEOFF Actuarial Valuation Report, Office of the State Actuary p. 36 
22 2009 LEOFF Actuarial Valuation Report, Office of the State Actuary p. 18 
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Asset Value Corridor 
Additionally, to ensure the actuarial value of assets maintains a reasonable relationship to the 
market value of assets, a 30% asset value corridor was statutorily adopted in 2004.24  This 
means that the actuarial value of assets may not exceed 130% nor drop below 70% of the 
market value of assets.  The asset value corridor applies to both LEOFF 1 and LEOFF 2. 
In 2009, the asset value ratio for LEOFF 2 was 129%.25 
 
The Funded Status of LEOFF 1 and LEOFF 2 
The funded status of a plan is calculated by comparing the plan’s assets to the present value 
of earned pension benefits of the plan’s members.  A plan’s funded status can vary 
significantly depending on the assumptions and methods used to determine the value of the 
plan’s assets and liabilities.  The Office of the State Actuary has historically reported the 
funding status for both LEOFF 1 and LEOFF 2 by comparing the actuarial value of assets 
(AVA) to the liabilities of the plan calculated using the Projected Unit Credit (PUC) actuarial 
cost method and the long-term earnings assumption of 8.00%.  The historical reports of the 
funded status for LEOFF 1 and LEOFF are found in the following table.26 
 

Funded Ratio LEOFF 2 LEOFF 1 
 2009* 128% 125% 
 2008* 133% 128% 
 2007* 129% 123% 
 2006* 116% 117% 
 2005* 114% 114% 
 2004 117% 109% 
 2003 125% 112% 
 2002 137% 119% 
 2001* 154% 129% 
 2000* 161% 136% 
 1999 154% 125% 
 1998 160% 117% 
 1997* 155% 108% 
 1996 130% 89% 
 1995 126% 80% 
 1994* 124% 68% 
 1993 127% 68% 
 1992 128% 65% 
 1991 154% 66% 
 1990 153% 65% 
 1989* 158% 65% 
 1988 153% 66% 
 1987 157% 69% 
 1986 142% 57% 

   *Assumptions changed 

                                                                                                                                                             
23 2009 LEOFF Actuarial Valuation Report, Office of the State Actuary p. 22 & 23 
24 RCW 41.45.035(3)(a) 
25 2009 LEOFF Actuarial Valuation Report, Office of the State Actuary p. 18 
26 2009 LEOFF Actuarial Valuation Report, Office of the State Actuary p. 21 
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The use of this particular funded status reporting method is helpful for comparing a plan’s 
funding progress over time, measuring the impact of assumption changes, or serving as a 
standard for comparing plans that use different funding methods.  For instance, the funded 
ratio for LEOFF 2 has always been 100% if you compare the LEOFF 2 funding method to 
the actuarial value of assets since any UAAL which might emerge is immediately corrected 
by a contribution rate change.  So simply reporting under that method will hide the impact of 
any assumption changes or economic experience. 
 
However, this particular funded status measurement can also be very misleading if taken out 
of context.  The funded ratio may appear either overstated or understated to the extent that 
the actuarial value of assets deviates substantially from the market value of assets.  For 
instance, when a plan has a large amount of deferred investment losses like both LEOFF 2 
and LEOFF 1 currently have, using this funded status measurement will result in a funding 
ratio that is overstated.  If the market value of assets was used instead of the actuarial value 
of assets the 2009 funded ratios would be 99% for LEOFF 2 instead of 128% and 97% for 
LEOFF 1 instead of 125%.  Use of this funded status measurement has historically been 
erroneously cited as a justification for both improving benefits without a corresponding rate 
increase or decreasing contributions to the plan. 
 
It is also important to note that the PUC actuarial cost method is not used in either LEOFF 1 
or LEOFF 2 to calculate the liabilities of the plan for funding purposes.  This can also serve 
to either overstate or understate the funded ratio of a plan depending on the extent to which 
the PUC actuarial cost method deviates from the actuarial cost method which is used for 
calculating funding requirements.  Historically, the PUC actuarial cost method has resulted in 
lower short-term costs and increased long-term costs when compared to the Aggregate 
Funding Method used in LEOFF Plan 2. 
 
Governance 
LEOFF Plan 2 
Effective July 1, 2003, the LEOFF Plan 2 Retirement Board was established by Initiative 790 
to provide governance of LEOFF Plan 2. The Board’s duties include adopting contribution 
rates, actuarial assumptions, and actuarial methods.  The Board is also responsible for 
studying pension issues and recommending policy changes to the Legislature for the LEOFF 
Plan 2 retirement plan. 
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LEOFF Plan 1 
In 2003 the Select Committee on Pension Policy (SCPP) was established by the Legislature 
to study pension issues, develop pension policies, and make recommendations to the 
Legislature.27 The SCPP is a 20-member committee composed of elected officials, 
stakeholder representatives, employer representatives, and the Directors of the Department of 
Retirement Systems and the Office of Financial Management. Prior to 2003, the Joint 
Committee on Pension Policy (JCPP) performed these duties. 
 
The SCPP meets during the legislative interim. Its specific areas of interest include benefits 
design, retirement eligibility requirements and pension funding methods. The SCPP receives 
the results of actuarial audits administered by the Pension Funding Council, and reviews and 
makes recommendations to the Pension Funding Council regarding changes to retirement 
assumptions or contributions rates. Under current law, the SCPP may form a public safety 
subcommittee to study pension issues affecting members of LEOFF, the Public Safety 
Employees Retirement System (PSERS), and the Washington State Patrol Retirement System 
(WSPRS)28.  
 
Legislative History 
House Bill 2097 was proposed during the 2011 Legislative session but did not pass.  This 
legislation would have financially combined the LEOFF Plan 1 and LEOFF Plan 2 retirement 
funds.  The legislation would not have changed the benefits for either plan but the combined 
fund would have been responsible for the liabilities of both plans.  The state LEOFF 2 
contribution rate was reduced to 2.96% for the 2011-13 biennium but there were no changes 
to the LEOFF 2 employer or member rates and there were no changes to the LEOFF Plan 1 
rates already at 0.00% for members, employers and the State. The legislation would have 
moved LEOFF Plan 1 governance under the LEOFF Board including adopting all actuarial 
assumptions and setting contribution rates in the future. It also specified that contribution 
rates and actuarial assumptions adopted by the Board would not be subject to legislative 
revision. The legislation provided that all expenses of the LEOFF Board would be paid out of 
the LEOFF retirement fund and the Board was authorized to use the retirement fund for any 
legal expenses related to protecting the fund.  
 
Section 105 of House Bill 1087 (the 2011 budget bill) required the Office of the State 
Actuary to study the issue of merging LEOFF plans 1 and 2 into a single fund. The 
Department of Retirement Systems is to assist the state actuary by providing information and 
advice as the state actuary requests, and the state actuary may contract for services as needed 
to conduct the study.  The state actuary is directed to solicit the input of the LEOFF Plan 2 
Retirement Board and organizations representing members and retirees of LEOFF Plan 1.  
The results of the study shall be reported to the ways and means committees of the House of 
Representatives and the Senate by December 15, 2011. 
 

                                                 
27 RCW 41.04.281 
28 RCW 41.04.278(2)(a) 

http://apps.leg.wa.gov/rcw/default.aspx?cite=41.04.281
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Legal Framework 
Under federal law, the assets of a tax-qualified retirement plan such as LEOFF Plan 1 and 
LEOFF Plan 2 may be used only for the exclusive benefit of members of the plan.   
 
There is a body of state case law across the country regarding plan mergers which may be 
illustrative of potential issues in evaluating a merger but there is no similar case law in 
Washington.   
 
There is a significant body of Washington case law defining members’ rights to retirement 
benefits and to have their retirement plan funded on a sound actuarial basis.   

6. Policy Issues 
 

Investment Policy Issues 
 
Commingled Investment 
There has been some consideration in the past as to whether LEOFF 1 assets should remain 
invested in the commingled or whether it would be more appropriate to invest these assets in 
a more conservative fund to minimize the risk of investment volatility since LEOFF 1 has 
been closed to new members since 1977 and the future benefits payments are more 
predictable, have a shorter duration and would be easier to immunize.  However, there is a 
cost associated with a lower earning assumption.  The Office of the State Actuary recently 
estimated that a 5.5% earnings assumption would mean that LEOFF Plan 1 would only have 
a 76% funded ratio.29  Since LEOFF 2 is an open and ongoing plan, merging LEOFF 1 with 
LEOFF 2 would affect analysis of this issue. 
 
Investment Volatility 
If the current LEOFF 2 funding policies are used to determine funding requirements for both 
plans, then covering both LEOFF 1 and LEOFF 2 liabilities using just the LEOFF 2 salary 
base could increase the impact of investment volatility on members, employers and the State 
in a merged fund.  To the extent that the effects of investment volatility are magnified by a 
merger, would a merger create a need to reduce investment volatility or can any additional 
volatility risk be appropriately managed with current or new funding policy tools? 

 

                                                 
29 2009 LEOFF Actuarial Valuation Report, Office of the State Actuary p. 23 
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Funding Policy Issues 
 
LEOFF 1 Unfunded Liability 
There is a statutory funding policy to fully amortize any unfunded liability which may 
emerge in LEOFF 1 no later than June 30, 2024.30  If an unfunded liability emerges in 
LEOFF 1, this policy requirement could significantly impact funding requirements for 
LEOFF members, employers and the State in a merged plan.  The Legislature recently 
repealed a similar funding policy requirement for the Public Employees’ Retirement System 
(PERS) Plan 1 and the Teachers’ Retirement System (TRS) Plan 1 and developed a new 
policy.   
 
LEOFF 1 Supplemental Rate 
When a unfunded liability emerged in both PERS Plan 1 and TRS Plan 1, the State adopted a 
supplemental rate to cover this cost which is charged to employers as a percentage of salary 
of all PERS or TRS employees, not just those in Plan 1.  If an unfunded liability were to 
emerge in LEOFF Plan 1, the State could adopt a similar supplemental rate to cover that cost.  
The additional cost to LEOFF employers would likely be shared with LEOFF 2 members 
indirectly through the bargaining process since less money would be available for salaries, 
equipment and other expenses. 
 
Financial Efficiencies 
There are currently no required contributions to LEOFF Plan 1 from the State, employers or 
members and haven’t been any required contributions for some time.  Therefore, any 
increase in assets, such as from positive investment performance, will not decrease plan 
costs.  Assets in the retirement fund are strictly protected under federal law for pension plans 
and cannot be withdrawn from the fund and used for any state or employer purpose.  
 
A merger of the LEOFF Plan 1 and LEOFF Plan 2 retirement funds commingles both the 
assets and liabilities of each plan.  Therefore, any increase in assets due to positive economic 
or demographic experience will decrease plan costs for LEOFF members, LEOFF employers 
and the State. 

Risk Transfer 
The assets invested in the LEOFF 1 retirement fund are currently projected to be sufficient to 
meet the projected liabilities of the plan.  Currently, the State would be responsible for any 
increased plan costs and required contributions in the future.  The two primary risks of 
increased costs are 1) less-than-expected investment returns; and 2) higher-than-expected 
inflation.  A merger of the LEOFF Plan 1 and LEOFF Plan 2 retirement funds commingles 
the liabilities of both plans.  So, an increase in LEOFF 1 costs would become the shared 
responsibility of LEOFF members, LEOFF employers and the State.   
 

                                                 
30 RCW 41.45.010(2) 
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Asset Value Corridor 
Both LEOFF Plan 1 and LEOFF Plan 2 currently have a very substantial amount of deferred 
investment losses from the historically poor investment returns of 2008-2009.  The Asset 
Value Corridor was at 129% for LEOFF 2 in 2009 and cannot exceed 130%.  So the increase 
in risk of a contribution rate spike from poor investment performance, particularly over the 
next six years, is significant.   

Salary Growth Assumption 
Currently, the long-term economic assumption for salary growth is 4.00% for LEOFF 1 
members and 4.50% for LEOFF 2 members.  However, given the relatively few number of 
active LEOFF 1 members, the impact of the difference in this assumption may be negligible 
on the calculation of future funding requirements. 
 
Governance Policy Issues 
 
Importance of Funding Authority 
The LEOFF Plan 2 Retirement Board has the responsibility for adopting contribution rates 
for LEOFF Plan 2 as well as the actuarial methods and assumptions which underlie those 
contribution rates.  The increased impact of insufficient contribution rates or poor economic 
or demographic experience on plan costs increases the importance of setting appropriate rates 
and assumptions. 
 
LEOFF 1 Representation on the LEOFF Board 
The current LEOFF Plan 2 Retirement Board is composed of plan members, LEOFF 
employers and the Legislature.  All of the plan member representatives are required to be 
from LEOFF Plan 2 and at least one Board member must be a retiree.  There is no 
requirement that the employer representatives or legislators be members or retirees of any 
retirement plan.  Currently, one member representative is a retired LEOFF 2 member and one 
employer representative is an active LEOFF 1 member.  A merger of LEOFF 1 and LEOFF 2 
would require consideration of whether, or how, to change the current Board structure. 
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LEOFF 2 Board Input into Office of State Actuary Study 
 
The Office of the State Actuary is currently conducting a study of the issue of merging 
LEOFF plans 1 and 2 into a single fund which is due to be reported to the Ways and Means 
Committees of the House of Representatives and the Senate by December 15, 2011. OSA has 
solicited the input of the LEOFF Plan 2 Retirement Board.  The following questions might be 
appropriate for the Board to ask the Office of the State Actuary to address in their report: 
 
1.  How would a merger of LEOFF 1 and LEOFF 2 affect the projected contribution rates 

for both plans and impact the Board’s goal of stable contribution rates?  Project rates for 
each plan separately, both before and after the merger.  Use stochastic methods to show 
the range of possible rate outcomes.  Demonstrate the impact of the merger on the 
possibility that LEOFF 2 member rates will exceed 10%. 
 

2. How would a merger affect the Board’s goal of full funding for LEOFF Plan 2?  Provide 
the funding ratios for both plans before the merger and the funding ratio of the merged 
plan using both the actuarial and market value of assets. 
 

3. Identify any differences between the current rate-setting cycles for LEOFF Plan 1 and 
LEOFF Plan 2.   
 

4. What funding policy differences currently exist between LEOFF Plan 1 and LEOFF Plan 
2?  For example, the salary growth assumption, payment of the LEOFF 1 UAAL by 
2024, demographic assumptions such as projected improvements in life expectancy, etc. 
 

5. What impact, if any, will a merger have on the expected liabilities for LEOFF Plan 1?  
What are the risks and measures?  Provide stochastic projections for investment returns 
and inflation.   
 

6. How would a merger affect the analysis of current LEOFF 1 investment policies?  Does a 
merger eliminate any need to consider a separate investment policy for LEOFF 1 assets? 
 

7. What is the risk of LEOFF Plan 1 going into “pay as you go” status and how would a 
merger affect that risk? 
 

8. What is the effect of a merger on state pension risk measures as reflected in the Pension 
Score Card?  For instance, what is the effect of a merger on the chance that pensions will 
consume more than 8% of the State general Fund?  What is the effect on the total 
weighted score?  Is there a risk measure associated with the impact of pension liabilities 
on State bond issuances? 
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9. How would a merger affect the current cost policies for LEOFF 1?  What are the 
projected costs if the State pays 100% of LEOFF 1 costs?  What are the projected 
employer rates if any future LEOFF 1 costs are paid for via a supplemental rate charged 
to LEOFF employers? 
 

10. How would a merger affect the current 50-30-20 cost-sharing requirement for LEOFF 2 
liabilities?  Could you continue to track LEOFF 1 liabilities separately in a merged plan? 
 

11. To what extent could benefits be decreased in LEOFF Plan 1 under current law if an 
unfunded liability emerges in LEOFF Plan 1 and the decrease in liabilities is determined 
to be necessary for the actuarial soundness of the plan? 
 

12. How would a change to a 4.5% salary growth assumption for LEOFF 1 affect a merged 
plan? 
 

13. Graph the projected future LEOFF 1 liabilities and assets to demonstrate the projected 
lifespan of the plan.  Overlay projections of future LEOFF 1 funded ratios with the 
amount of assets projected to be in the plan. 

 

7. Supporting Information 
 
Appendix A – HB 2097 Fiscal Note 
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