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Executive Summary

In March and April 2011, the National Conference on Public Employee Retirement
Systems (NCPERS) undertook the most comprehensive study to date addressing
retirement issues for this segment of the public sector. In partnership with Cobalt
Community Research, NCPERS has collected and analyzed the most current data
available on member funds’ fiscal condition and steps they are taking to ensure fiscal
and operational integrity.

The 2011 NCPERS Public Fund Study includes responses from 215 state and local
government pension funds with a total number of active and retired memberships
surpassing 7,590,000 and assets exceeding $900 billion. The vast majority — 83 percent —
were local pension funds, while 17 percent were state pension funds. The study’s
primary findings are strongly positive. Public pension funds are experiencing a robust
recovery from the historic market downturn of 2008-2009 — reporting strong
investment returns, growing assets and funding levels on track to meet obligations. In
addition, funds have responded to changes in the economic, political and social
landscape by adopting substantial organizational and operational changes to ensure their
long-term sustainability.

NCPERS is the largest trade association for public sector pension funds, representing
more than 500 funds throughout the United States and Canada. It is a unique nonprofit
network of public trustees, administrators, public officials and investment professionals
who collectively manage nearly $3 trillion in pension assets. Founded in 1941,
NCPERS has been the principal trade association working to promote and protect
pensions by focusing on advocacy, research and education for the benefit of public
sector pension stakeholders.

Key Findings

1. Despite weak short-term investment experience in 2008 and 2009, the long-term
investment discipline of fund managers has produced an average 1-year return
of 13.5 percent based on most recently reported data. Funds participating in the
study reported a 20-year average of 8.2 percent. The average return that
respondents use to calculate assets is 7.7 percent with an assumed rate of
inflation of 3.5 percent.

2. Investment returns are the single most significant source of plan funding,
comprising approximately 66 percent of fund revenue. Members are a
significant source of plan funding and contributed 10 percent of plan revenue.
Employer contributions comprise only 24 percent of plan revenue.

3. Although media coverage has focused on a handful of troubled funds, most
funds are managed responsibly and maintain strong funding levels. On average,
funds are 76.1 percent funded and continue to work toward full funding.
According to its February 2011 report Enbancing the Analysis of U.S. State and
Local Government Pension Obligations, Fitch Ratings considers a funded ratio of 70
percent or above to be adequate. As with a home mortgage, funding levels are
designed to slowly be funded over many years. The average amortization period
for respondents is 25.8 years.

4. Funds have been very active in responding to changes in the economic, political
and social landscape; however, there are many practices identified in this study
that funds may consider for further action. Three changes with significant
activity are lowering the actuarial assumed rate of return, raising benefit age and
service requirements and increasing employee contributions.
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Who Responded

For the 2011 study, 215 respondents provided feedback to NCPERS using the most recent data they have available.
Responding funds are members of NCPERS, and 49 percent served city and village jurisdictions. About 38 percent
of the responding funds serve police and fire employees. The graph below shows the distribution of jurisdictions
that the funds serve (totals may exceed 100 petcent because of multiple response).
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The graph below shows the number of active members and retiree/beneficiaries represented by these funds. This
totals more than 7,599,000 covered lives.
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Approximately 40 percent of responding funds have members who are eligible for Social Security, 45 percent are
not eligible, and 15 percent have a blend of members who are and are not eligible. In this report, breakdowns are
presented for “Eligible for Social Security” and for “Not Eligible for Social Security.” The grouping “Not Eligible
for Social Security” includes those funds who indicate they have both types of members.
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The graph below shows the number of responding funds divided by the size of the fund, determined by the number
of active members and annuitants. The largest number of funds represent a population between 1,000 and 5,000.
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Finally, the majority of respondents serve as staff for the fund. These individuals comptise 59 percent of
respondents.
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Funding Levels

On average, the funded level is a solid 76.1 percent. When comparing the total actuatial assets of all respondents to
the total liabilities, there is an overall funded status of 77.4 percent. Pension funds are designed to pay off liabilities
over a period of time to ensure long-term stability and to make annual budgeting easier through more predictable
contribution levels. For responding funds, that period of time averages to 25.8 years. The graph below shows
funded status for all responding funds.
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The graph below shows the funded status of funds in which members are eligible for Social Security.

Funded Status - Social Security Eligible
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The graph below shows the funded status of funds that include members who are not eligible for Social Security.
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The graph below shows the overall distribution of funds. Approximately 68 percent of funds are above the red
horizontal line, which shows the 70 percent “adequate” level of funding as defined by Fitch Ratings. The green
horizontal line shows the 80 percent level of funding. Over time, funds are designed to slowly move toward 100
percent funded. This graph shows that the majority of funds are currently at sound funding levels.
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Assumptions
The average investment assumption for responding funds is 7.7 percent. Approximately 23 percent of responding
funds have reduced this assumption in the past two years, and an additional 15 percent plan to do so in two years.
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The assumed rate of inflation is an important factor in calculating a respondents’ funded ratio. The average
assumed rate of inflation is 3.5 percent. This average is consistent between both Social Security eligible and non
Social Security eligible funds.
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The investment smoothing petiod is a key factor in calculating the assets currently held by the fund and the
contribution levels required to continue moving toward full funding over the amortization period. By smoothing
investments, funds are able to dampen sharp changes in asset levels and thus contribution levels. This helps keep
contribution levels more stable over time without undermining the long-term integrity of the funding mechanism.
The average investment smoothing period for respondents is 5.0 years. For Social Security eligible funds, the
smoothing period is somewhat lower with an average of 4.8 years.
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Similarly, the amortization period specifies the number of years used to project the value of assets, liabilities and
other factors. This helps set contribution rates to meet long-term funding targets. The average for respondents is
25.8 years. Social Security eligible funds have an average of 25.2 years. About 30 percent of respondents have
changed amortization periods in the last 2 years, and about 11 percent plan to do so in the next 2 years.
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Fund Confidence

The survey asked respondents “How satisfied are you with your readiness to address retirement trends and issues
over the next two years.” Overall, respondents provided an overall “confidence” rating of 7.4 on a 10-point scale
(very satisfied =10). Social Security eligible funds rated this question higher, with an overall rating of 7.8.
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Sources of Funding

Income used to fund pension programs generally comes from three sources: member contributions, employer
contributions and investment returns. The chart below shows the propottion of funding provided through each of
these sources based on reported data. By far, investment returns are the most significant source (66 petcent).
Member contributions make up 10 percent of fund income. Employer contributions equal about 24 percent.
These findings are consistent with other credible industry studies. Both this study and other industry studies show
that annual fund expenditures and economic impact significantly exceed the annual contributions made by the
employers. The pie chatts below show the overall sources of funding for responding funds. Funds with members
who are not eligible for Social Security reported a higher proportion of investment income in the study.

Sources of Revenue

=Member Contributions ® Employer Contributions " Investment Income

Sources of Revenue - Social Security Eligible Sources of Revenue - Not Soclal Security Eligible

=pember Contrbutions ‘= Employer Contributions = nvestment Income =Member Contibutions = Employer Contributions = Investment income
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Investment Returns

Funding level is affected by the average investment returns a fund expetiences over a set number of years. For
respondents, the average number of years used in the calculation is 5 years. This is done to keep employer
contribution rates more stable, as annual market return fluctuations would create significant volatility in the
budgeting process. With the market declines in 2008 and 2009, the market and actuarial value of fund assets has
declined; however, both 1-year and 20-year returns reported by participating funds points to continuing long-term
improvement in funded status. The graphs below show average reported returns. Funds with members who are not
eligible for Social Security reported higher returns in the past year, but they also had 20-year returns that trailed
Social Security eligible funds by 40 basis points.
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Investment Allocation

Overall, funds reported equity exposure (both domestic and international) at 56 percent, and overall international
exposure at 21 percent. In the next two years, funds plan to reduce domestic equity slightly and increase allocations
to private equity/hedge funds, real estate, and other investments.
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Below are two graphs that show the asset allocations for those 10 funds who teported the highest 1-year and the
highest 20-year returns.

Investment Allocation - Funds with Highest 1-Year Returns
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Investment Performance

The following graph shows the market value and actuarial value of assets (dark blue columns). The red column
shows actuarial liability that pension plans are designed to meet over time. The light blue columns project the
improvement in matket assets in one year using three scenarios: repeat of the 1-year return (13.5 percent), returns
that equal the reported 20-year return (8.2 percent), and returns that equal the average reported actuarially assumed
rate of return (7.7 percent). Essentially, this graph shows despite short-term market declines, funds will continue to

make progress toward funding hiabilities.
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Expenses

@®

The overall average expense for respondents to administer the funds and to pay investment manager fees is 69.2
basis points (100 basis points equals 1 percentage point). According to the 2070 Invesiment Company Fact Book, the
expenses and fees of most mutual funds were well above 100 basis points. This means that funds with lower
expenses provide a higher level of benefit to members (and produce a higher economic impact for the communities
those members live in) than most mutual funds.

Social Security eligible funds have total expenses of 64.0 basis points, non Social Security funds pay 72.4, smaller

funds pay 73.1, and larger funds pay 62.9 basis points.
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As changes emerge in the political, economic and demographic landscape, funds are adapting their design and
assumptions to respond and to maintain the sustainability of the plans. Overall, funds have moved to lower
assumed rates of return, lengthen amortization periods, increase employee contributions and raise benefit
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age/service requirements.

Trends in Retirement Plan Changes

Retirement Plan Changes
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While the design and assumptions of benefit plans is changing, the mix of benefits will be stable in the next two

u Plan to Offerin Next 2 Years

Retirement Benefits

B Already Offering

years, with only modest growth in combination (hybrid) plans that blend defined benefit and defined contribution
elements. Traditional defined contribution plans and individual health savings accounts will see a slight increase.
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Trends in Retirement Benefits
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Business practices are those activities that are designed to improve the integrity, efficiency and effectiveness of fund

administration. While many funds are already updating IRS letters, asset allocation studies and actuarial audits, there

is significant opportunity for more funds to step up the practices noted on the graphs below.
5 Planto Implementin Next 2 Years

Business Practices
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Trends in Business Practices
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Trends in Communication and Engagement

As with business practices, communication and engagement activities that are designed to improve the fund
administration and maximize the value it provides to stakeholders. Handbook and retirement planning activities are
the most common; however, media and member engagement is providing benefits for many funds as well.

Communication and Member Engagement
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Oversight practices are those activities that help demonstrate a fund is following industry practices that enhance the

transparency, credibility and effectiveness of fund administrators. Many practices below are widely followed;

however, there is opportunity for funds to take additional action.
mYes " No

Oversight Practices
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Oversight Practices

7 | | B ) Dopn[is ecu RO 110 0N UORTEAR RO UBULO e
| | | i b_u:m Malnal USSR U 10510y SAAGE A [T UE | IS
_ JusLSaAUl apuadapul apisino .
| UB WOJ} LUORENIEAD 30 uRUUOMad
| WaussoAU| [ERUUER 0 1dI00Y B eroroy uinon s copsopa on l Aoy Demi 1 awtoon Bneg

Rating

_ Soprod Jusugbiau Lo _ A0 JLALD A LB

B 7

SpiepuBls

I Aleonpy uajum 1o uondope preog
| I

$91010d JUSLLISDA LI USPLUM

3
kel 7 idn s WA T ABBab S
P UORETIRA BTN UE RNPUCD

i
i
1
:
;

Oversight Practices - Not Socisl Security Eligible

HYes UNo
if
i
gi
i
High

EYes " No
1]
il
I
i

. 0120 ualaype pue uogdope pisog et e
_ l LR RS Uy U 1L SHIU A | DO UELY
| BPUTY $15 U0 KPP Iv 01 1y AU e LS SS90 WY
uojusde paggenbun us Jo xaey Ut pAgRRObLIL VN 10 KoY
sz | spiopams EX apiapmns
b L B 2ty LS IR O L 0] S
| _ @ogoesd pue saidipuud 1O BRNY YO0 M owiony . 10 Ditw v020 LRI K 0NN
| |euenjoe pajdaooe Ajjesauab {5 SNE L N O 5 |
| Buisn pouuoyiad sem uogenensyy | EEEEEEEEEES BEEEEELLELS
| 12y Bugels uogeaynias Lenay T -
” ARUS A mm Kot mopsa
; HISLQRSALY DU SRL| SN0 | MeuassAU upUdeD SPIING
A il O A il e U LD USRI R LIS 0
WeRIBSALY (BN JO FReIRY LA LU B 3
sJeah Z Aoaa)sed) i m e
18 UOREN|BA [BUEMNIE LB IDNPUOY l Aownoy usiim jo uopdons peag l Arerinpy usmm [0 oo prvog
2 2
‘T 2
=H. mepjod jusussaAy| Lsgi. m 20aR0d HUsALIS sy USRI
. I 00U SUDY P U OB ODE BIVOR " 04 S0UNSLES PUR LORdOPE parog
J suone[nBal pue sme) ajqeoldde 1 2
Ui 3o ue| [dwod pue S[o4u0d K m
{BUIBIU| ' SHUBWIRS [BIOUBUY 3 i oot vt P reverton pastae fgeinied
£,PUNY B} UO JOJPNE BU) WOY 3 i i I B e iy imiig
uoiuido paiyjenbun ue jodiasay : m m z |
wash 7 Lors pud M e 7 sas meey
a I 19 USRI LRI U DTIPUOD l 18 uogengEA U UB NPUOSD
£ £ _
w—u;v Em_z—m suopejnBal purame] sIqEgdde m uopeyndes pus sux) spgeonddy
Juaoal JSoW Al Jo} 8dUa|jaoxg & oy s Ha L o s bub s
10 pieMY YO 4O 8y Jo1dieday ke penbn e o v i
i ~ i pummy IF i gy
AR MOAL BAD 10 BOUMONS LRI IR0 1] 4] B LT ]
10 pARAY YO S0 MU0 KNSy 10 BAAY YOI HA IO WY
odowdboahoad [} B b v o b L
11131111E 111311111




2011 NCPERS Public Fund Study | Cobalt Community Research | Page 22 @

Conclusion

The market downturn had wide impact across all sectors of the economy. The market crash and subsequent
recession illuminated many opportunities for strengthening public retirement. As this study shows, many reforms
and structural changes have been made or are being made, and these changes along with market recovery have
rapidly improved the outlook of the nation’s public retirement funds. In addition, public funds are continuing to
review and improve oversight, comtunication, and business practices.

Although media coverage has focused on examples of troubled funds, the data show that retirement funds overall
are acting in a thoughtful, responsible and long-term manner. Improved funding, closer management of benefit
levels and stronger oversight are important components of the health of public retirement — and of the nation’s
overall economic health. Affordable, sustainable retirement benefits help provide modest, consistent income for
millions of Americans. And these benefits also provide consistent, stainable economic benefits for the communities
in which they live and do business.
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