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INTRODUCTION

At the beginning of the 76th Legidature, the Honorable James E. “Pete’ Laney, Speaker of the Texas
House of Representatives, gppointed nine members to the House Committee on Pensions and
Investments. The committee membership included the following: Sherri Greenberg, Chair, Dae B.
Tillery, Vice Chair, Dennis Bonnen, Ron Clark, Kenn George, Irma Range, Ignacio Sdlinas, J., Barry
Tdford, and Thomas“ Tommy” Williams.

During the interim, the Committee was assigned five charges by the Speaker. In order to undertake the
charges efficiently and effectively, Chair Greenberg gppointed subcommittees to sudy the charges.

The subcommittees have completed their hearings and investigations and have issued their respective
reports. The Pensions and Investments Committee had adopted and approved al subcommittee
reports which are incorporated into this fina report.

Finaly, the Committee wishes to express appreciation for the time and efforts dedicated to helping
address these charges by the Employees Retirement System, Teacher Retirement System, Texas
County and Didrict Retirement System, Texas Municipa Retirement System, Fire Fighters Pension
Commission, State Pension Review Board, and the State Securities Board. I1n addition, the Committee
thanks Leon “Rocky” Joyner, J., Matthew Lathrop from the American Legidative Exchange Council,
Ronad Sndll from the Nationa Conference of State Legidatures, Texas Retired Teachers Association,
Association of Texas Professiona Educators, Texas Association of School Administrators, Texas
Federation of Teachers, Texas Classroom Teachers Association, Texas State Teachers Association,
Texas State Employees Union, Texas Public Employees Association, Texas Association of Public
Employees Retirement Systems, Texas Higher Education Coordinating Board, Texas Education
Agency, State Board for Educator Certification, Jmmy Perez from the House Committee on Pensions
and Invesments, and the many citizens who testified and provided information on matters before the
committee.




HOUSE COMMITTEE ON PENSIONS AND INVESTMENTS

INTERIM STUDY CHARGESAND SUBCOMMITTEE ASSIGNMENTS

LOCAL RETIREMENT SYSTEMS

CHARGE

Review the adequacy of the state's monitoring of loca retirement systems.

DdeTillery, Char

Kenn George

Irma Rangd

Ignacio Sdlinas, Jr.

Thomas “Tommy” Williams

DEFINED CONTRIBUTION / DEFINED BENEFIT

CHARGE

Evduate the pros and cons of defined contribution retirement plansthat do not guarantee
membersany specificleve of benefitsupon retirement. Plansadopted in other jurisdictions
should be considered and compared with Texas state plans in regard to their ability to
provide security to retirees, cost, and fairness to diverse employee groups.

Sherri Greenberg, Chair
Kenn George

Barry Teford

Irma Rangd

Ignacio Sdlinas, Jr.

Thomas “Tommy” Williams

RE-EMPLOYMENT

CHARGE

Consder agenerd policy for the state regarding the re-employment of people who have
retired under a sate retirement plan.

Dennis Bonnen, Chair
Kenn George

Sherri Greenberg
Ignacio Sdlinas, Jr.
DdeTillery




ANNUITY OPTIONS

CHARGE Review the need for multiple cash and reduced annuity options such as lump sum and
"DROP" plans

Ignacio Sdlinas, J., Char
Dennis Bonnen

Ron Clark

Barry Tdford
DdeTillery

OVERSIGHT SUBCOMMITTEE

CHARGE Conduct active oversight of the agencies under the committee's jurisdiction.

Ron Clark, Chair

Dennis Bonnen

Sherri Greenberg
DdeTillery
Thomas*“Tommy” Williams
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LOCAL RETIREMENT SYSTEMS

Background

In 1999, following the 76th Legidature, Regular Sesson, the Pensons and Investments Committee was
charged with reviewing the adequacy of the Stat€' s monitoring of loca retirement systems. In Texas,
the agency that works with locd retirement sysemsis the Pension Review Board.

The Pension Review Board (PRB) was created by the 66th Legidature in 1979 with the passage of
House Bill 1506. The PRB is an independent state agency designed to oversee and review state and
locd public retirement systemsin Texas. The Board is composed of nine members. The Governor
gppoints seven of these: three persons who have experience in the fields of securities investment,
pension adminidration, or penson law and are not members or retirees of public retirement systems;
one active public retirement system member; one retired public system member; one person who has
experience in the field of governmentd finance; and an actuary. The Lieutenant Governor gppoints a
State Senator and the Speaker of the House appoints a State Representative.

Specificaly, Section 801.202 of the Texas Government Code charges the PRB with four genera
duties:

1 conducting a continuing review of public retirement sysems, compiling and comparing
information about benefits, creditable service, financing, and adminigtrations of systems;

2. conducting intensive studies of potential or exigting problems that thresten the actuariad
soundness of or inhibit an equitable digtribution of benefits in one or more public retirement
systems,

3. providing information and technica assistance on penson planning to public retirement sysems
on request; and

4, recommending policies, practices, and legidation to public retirement systems and appropriate
governmenta entities?!

Prior to the creation of the PRB, the House Interim Committee on Public Pension Plans found that a
number of loca pension systems faced the possibility of being unable to pay promised benefits to ther
employees. In addition, there was a concern that if the State failed to oversee public pension plans, the
federd government would step in and regulate them. As aresult, the Interim Committee recommended
the cregtion of the PRB.2

Today there are 350 public retirement systems registered with the PRB. Of these, 238 cover paid
public employees, and the remaining 112 are loca systems for volunteer fire fighters® The retirement
systems registered with the PRB serve gpproximately 1.3 million active employees and 286 thousand
annuitants. Thetota assets of public retirement systems in Texas exceeds $122 hillion.*




Texas Government Code, Chapter 801, defines a public retirement system as a continuing, organized
program of service retirement, disability retirement, or death benefits for officers or employees of the
date or apalitica subdivigon, or of an agency or instrumentdity of the state or a politicd subdivison,
and includes the optiond retirement program governed by Chapter 830.

The mgority of sysemsin Texas arelocally controlled, dthough Sate law has adminidirative guideines
for dl systems, and the largest plans are under direct statutory control of the State. Local retirement
fundsin Houston, Ddllas, Austin, San Antonio, and El Paso are covered by specific state laws and
firefighters throughout Texas belong to locd funds operating under the Texas Locd Fire Fighter
Retirement Act (TLFFRA) or the statewide Emergency Services Personnel Fund.®

PRB Guidelinesfor Actuarial Soundness

In reviewing locd plansfor actuaria soundness, the PRB has five guiddines.

1. The funding of a pension plan should reflect dl plan liabilities and assats.

2. The dlocation of the norma cost portion of contributions should be level as a percent of payroll
over dl generations of taxpayers.

3. Funding of the unfunded actuarid accrued liability should be level or declining as a percent of
payroll over the amortization period.

4, Funding should be adequate to cover the norma cost, and to amortize the unfunded actuaria
accrued liability over a period which should never exceed 40 years, with 25-30 yearsbeing a
more preferable target. (ERS and TRS have 31-year amortization limits set in thelr statutes.)

5. The choice of assumptions should be redistic and reasonable in the aggregate.®

Based on these guiddines, the vast mgority of loca public penson funds are sound. In its 1997-98
biennid report, the PRB notes that ninety-nine percent of defined benefit plans have amortization
periods under 40 years, and the few which do not are aware of the problem and are working with the
Penson Review Board for asolution. However, afew recent examples of underfunding prompted the
committee to examine whether there is adequate oversight of local public penson plans.

The Dallas Employees Retirement Fund (DERF) Case Study

Penson Fund Summary

The DERF, a defined benefit plan, wasfirst formed in 1944. Asof December 31, 1998, the fund had
8,268 active members and 4,048 retired members. Contributions to the fund are made up of a
combination of City contributions, employee contributions, and investment income. Prior to the
adoption of the recent changes in the Dallas Employees Retirement Fund, employees contributed 5
percent of their wages and the City of Dallas contributed 8.5 percent to the fund.

The fund has arule of 78 benefit, which alows employeeswho are at least age 50 to retire when their
combined age and years of service equa 78. Employees vest after five years of contributing to the
Fund. In addition, the plan offers a disability retirement pension, death benefits, and cost of living
adjusments.




Summary of Funding Problem

In 1995, &fter reviewing the actuarial vauation submitted to the PRB, the Board placed the Dallas
Employees Retirement Fund (DERF) on a“watch list.” The vduation indicated that the amortization
period for DERF had reached an infinite level. (Typicaly a40 year amortization is acceptable. Statute
requires the Teacher Retirement System and the Employees Retirement System to maintain a 30 year
amortizetion). The actuaria evauation reveded an 8.8 percent shortfal (21 million annualy) in the
contribution rate. As aresult, future benefits for DERF members were in jeopardy unless contributions
were increased.’

Quedtioning the findings of the 1995 actuaria vauation which had been conducted by Towers Perrin,
the Ddlas Employees Retirement Fund contracted with Milliman & Robertson to review the report.
Milliman & Robertson upheld the actuarid findings in the Towers Perrin Report.2

In mid-1996, the Chair of the City of Dalas Employees Retirement Fund requested aformal evauation
of the actuaria status of the fund. At gpproximately the same time, the Ddlas City Manager hired yet
another actuaria firm, Conrad Siegd, Inc., to review the recent Towers Perrin actuarid report. Conrad
Siegd, Inc. concluded that the fund was strong financialy and recommended a 9.2 percent interest rate
assumption - an assumption sgnificantly higher than in other Texasfunds. (The Employees Retirement
System and the Teacher Retirement System both assume an 8.0 percent interest rate). Another
actuary, Alexander & Alexander Consulting Group, was hired by the City Manager to review the
work of Towers Perrin and the Siegd report. Alexander & Alexander concurred with the findings of
Conrad Siegd, Inc.

In December 1996, the PRB began areview of the actuarid vauations and other work of the actuaries.
In June 1997, the PRB issued a report which substantiated the findingsin the initia 1995 actuarid
vauation conducted by Towers Perrin.

Despite the preponderance of evidence that there was a problem with the long-term viability of the
fund, in March 1997, the PRB recaived aletter from the City Manager’ s Office stating that the City did
not believe that it was necessary to increase contributions or reduce benefits. The City Manager’s
Office dso indicated that addressing any shortfdls would be the DERF Board' s respongbility. This
sentiment was reiterated at a June 11, 1997 PRB Meeting by Mary Suhm, Ddlas Assgtant City
Manager.

In December 1998, after severa years of wrangling about the existence of the funding problem, the
city, under the direction of anew City Manager, and the DERF board appointed aworking group to
review funding issues and to generate recommendations. In September 1999, after extensive andysis,
the working group concluded that along-term funding problem did exist. The working group
recommended that the firgt priority be given to funding norma and adminigrative costs through
increases in employee and employer contributions. They recommended thet the city increase its
contributions by 2.5 percent and employeesincrease their contributions by 1.5 percent gradudly over
two years.’




The recommended change in employees’ contributions would have to be approved by 75 percent of
the City’ s civilian employees voting in an dection. Theincreasein the city’s contribution would have to
be approved by the Ddlas City Council. If ether the city or the employees failed to gpprove the
proposed contribution increases, the working group recommended that retirement benefits for future
retirees be reduced to make up for the shortfall.*°

The Ddlas City Council voted in September 1999 to increase the city’ s contribution from 8.5 percent
of annud civilian payroll coststo 11 percent. A few months after the Ddlas City Council vote, an
election was held for city workers. On Friday, January 7, 2000, the Dalas Morning News reported
that 92 percent of the workers who voted in the mail-in eection gpproved the increased contributions.
About 45 percent of the eigible voters participated in this dection. Asaresult of the dection,
employee contributions increased from 5 percent to 6.5 percent of their sdlary. Increases areto be
phased in over atwo year period. Another vote, which will come before al Ddlas voters no later than
2002, will decide on automatic adjustments to the contribution rates in the future* Voter’s adoption of
this proposa should make resolution of any future funding problems eeser.

TheEl Paso Firemen and Policemen’s Penson Fund Case Study

Penson Fund Summary

The Firemen and Policemen’s Pension Fund has 1,680 active members and 975 retirees and
beneficiaries currently recaiving benefits. Normal retirement occurs when employees reach age forty-
five with at least twenty years of service. The penson benefit is equa to 2.75 percent of find
compensation times the number of years of service, not to exceed 77 percent of final compensation.
Annua cogt-of-living adjustments (3 percent compounded annualy) are provided to retired firefighters
at the earlier of age 60 or five years after retirement and to retired police officers a the earlier of age 60
or two years after retirement.

Contributions to the Firemen and Policemen’ s Pension Fund are derived by a combination of City
contributions, employee contributions and investment income. Firefighters contribute 12.99 percent of
pay and police officers contribute 10.11 percent of pay. The City currently contributes 18 percent of
pay, the maximum alowed under City Charter.

Investment returns over the past one, three, and five years have averaged 11.5 percent, 12 percent,
and 14 percent, respectively. The Firemen and Policemen’s Penson Fund'stota assets were
approximately $457 million in June 1999. Current asset dloceation is 25 percent large cap domestic
equity, 15 percent smal cap domestic equity, 20 percent international equity, 5 percent emerging
markets equity, 25 percent domestic core fixed income, 5 percent high yield bonds, and 5 percent
internationd fixed income,

Summary of Funding Problem

The Pension Review Board has been monitoring the actuaria condition and funding of the El Paso
Firemen and Policemen’s Pension Fund since 1992. After the September 1, 1994 actuarid vauation of
the Firemen and Policemen’s Pension Fund revedled an inadequate financing arrangement, the Pension
Review Board contacted the Firemen and Policemen's Pension Fund and requested that they develop a




plan to correct the under-funded status. The Penson Review Board dso informed the Firemen and
Policemen’'s Pension Fund that state law required the members of the pension fund be notified of the
financid gatus and the inadequate funding of the plan.

Although the Firemen and Policemen’ s Penson Fund adopted new investment Strategiesto achieve
higher investment returns, subsequent actuarid valuaionsin 1996 and 1998 indicated that the plan
continued to have a contribution rate shortfal and the amortization period remained a infinity. The 1998
actuarid vauations reveded that contributions to the Policemen's Pension Fund would need to increase
by 3.46 percent of pay (approximately $1.3 million) and contributions to the Firemen's Pension Fund
would need to increase by 9.01 percent of pay (gpproximately $2.1 million) to pay $110 millionin
unfunded actuarid accrued liabilities within a 40-year period. Fortunaey, the Firemen and Policemen's
Pension Fund has enough money to pay benefits to those people who are dready retired. However, it
is not taking in enough money to pay the current level of benefitsto future retirees.

The Firemen and Policemen's Pension Fund is a public penson plan that is governed by dtate law
(Article 6243b, Vernon's Texas Civil Stautes). Thislaw gives the Board of the Firemen and
Policemen’s Penson Fund the authority to modify retirement benefits and contribution rates with the
gpprova of the mgjority of active members. In September of 1999, the membership regjected proposals
by the Firemen and Policemen's Pension Board to increase employee contribution rates or to make
benefit changes that were intended to address the plan under-funding.

In November of 1999, the Firemen and Policemen's Penson Fund contacted the Penson Review
Board requesting assstance in developing a strategy to address the under-funded status of the plans. In
April 2000, PRB Chair Craig Goraski, and PRB members Shad Rowe and Leonard Cargill met with
El Paso Mayor Carlos Ramirez and the El Paso Firemen and Policemen’s Pension Fund Board to
address the fund's current underfunding and future insolvency if the problems remain uncorrected.

Following the April meeting with PRB Members, El Paso Mayor Carlos Ramirez appointed five
individuasto apane to review the Firemen and Policemen's Penson Fund. This panel, however,
includes no representatives from the Fund' s Board. They began meeting in mid-July. Despite this
important step, to date, this Stuation remains unresolved.

Analysis of the Problem

The issue before the committee is whether examples such as what occurred in Dalas and El Paso
represent afalure of the Penson Review Board to carry out existing state policy, or if additiond
authority is necessary for the Penson Review Board to prevent these Stuationsin the future. It is
helpful to review the current requirements to determine if they are adequate.

Reporting Requirements of L ocal Retirement Systems
Currently, public retirement systems in Texas face the following requirements.
Regidration of Local Funds with the PRB

Each public retirement system must register with the Texas State Pension Review (PRB) within 90 day
of the system'’s creation. The PRB provides regidtration forms on request. Regigtration includes. the
name, mailing address, and telephone number of the system; names and occupetions of the chairman
and other members of its governing body; a citation of the state or locd law under which the system




was created; the beginning and ending dates of its fiscd year; name, mailing address, and telephone
number of the system adminigtrator. (Sec. 802.105)

A sygem is required to notify the PRB of any changes in this information within 30 days of the effective
date of the changes.

Summary Plan Description (Plan design)

A copy of the plan design, as submitted to members of the retirement system, must be on file with the
PRB. The PRB must be natified of any changesin plan design within 270 days of adoption.
(Sec.802.106)

Annud membership report

The report must show the number of members and pension recipients, including persons receiving
survivors benefits. It is due within 210 days of the end of the system'sfiscal year. (Sec.802.104)

Annud financid report

The accounts of each system must be audited at least annually by a certified public accountant in
accordance with generdly accepted accounting standards. A report showing the financia condition of
the system on the last day of itsfiscd year must be submitted to the PRB. This report must include the
financid statements and schedules examined in the most recent audit and a tatement of opinion by the
auditor as to whether or not the financia statements and schedules are presented fairly and in
accordance with generdly accepted accounting principles. Due within 210 days of the end of the
system'sfiscd year. (Sec. 802.103)

(Firemen's Penson Plans operating under VACS Article 6243e (Texas Local Fire Fighters Retirement
Act) with total assets under $50,000 may satisfy this requirement by submitting a copy of the annual
report required by the Firemen's Penson Commissioner. )

Actuarid vauaion

An actuaria vauation of each sysem isrequired a least every three years. Copies of each vauation
and any actuarial report must be submitted to the PRB. (Sec. 802.101)

Summarized informetion
When a person becomes a member of aretirement system, the syslem must provide:

. asummary of plan benefits and procedures for claming them; and

. asummary of provisons for employer and employee contributions, withdrawa of contributions,
and digihility for benefits; induding any right to terminate employment and retain digibility.

In addition, each system must provide to each active member:

. an annua statement of the amounts of the member's total accumulated contributions and total
accumulated service credit;

. asummary of the financid condition of the system if the actuary finds the financing arrangement
is inadequate under an advance funding actuaria cost method; and

. on written request, a non-contributing member may receive any of the information provided to
active members of the system.
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Written investment policy

The governing body of a public retirement system shdl file a copy of the written investment policy with
the PRB not later than the 90th day after the date the policy is adopted and file a copy of each change
to the policy with the PRB not later than the 90th day after the change is adopted. (Sec.802.202)

Conclusion

Given itslimited authority, the Pension Review Board acted gppropriately to address the Stuationsin
Ddlasand El Paso. In authorizing the PRB, legidators ddiberately confined its authority to providing
technica assstance. The PRB was cregted, in part, to stave off federd involvement inloca funds, and
to keep the respongbility for local fundsin locd hands.

Isit necessary for the Legidature to revigt the role of the Pension Review Board, and to consider
increasing its authority? Currently, the vast mgority of funds are compliant with state law and are
financially sound. For those that are not, the activities of the PRB have drawn attention to the problem
and have prompted action. Admittedly, the current structure does not offer expedient solutions.
Nevertheess, the committee does not fed that it is necessary to increase the authority of the PRB at this
point. It isimportant for the Legidature to continue to monitor the soundness of local funds, and if
additiona problems surface, or if exigting problemsfail to be resolved, then this question should be
revisted.

Recommendations

1 The Penson Review Board should continue to work with local gover nments and
pension fundsto resolve any underfunding issues that areidentified.

The PRB was formed to prevent federd intrusion into loca pension plans and to preserve local
control. With the creation of the PRB, the Legidature protected the autonomy of local entities
over their retirement systems, and provided them with the tools and technical assistance to meet
their obligations. Therefore, it is the respongibility of the loca entities to ultimately ensure that
their systems are adequately funded and to address any deficiencies. The vast mgjority of loca
pension funds meet this obligation.

The current role of the PRB, as defined in Sate Satute, is not to police public pension funds, but
to provide training and technica assstance. That isthe role the PRB hastaken in both the
Dallas and El Paso case sudies. What is evident from the case sudiesin Dalas and in El Paso
isthet the respongbility for the dday in implementing a solution rests a thelocd level. The
PRB promptly identified the problems and offered technica assstance to resolve them. After
severd years of dispute over the existence of a problem, the Ddlas situation has been
addressed. The El Paso Situation has been on-going for eight years, and athough steps are
being taken to resolve the issue, the problems may not be settled in the immediate future.

The case sudies dso illudtrate that the checks and balances that have been established are
effective. The State respects the autonomy of the local entities to administer their retirement
plans, but aso recognizes that the responsibility for developing and implementing solutions rests
on the locdl entities. A solution is not imposed by the State.

By design, the Pension Review Board lacks the authority to force loca governments and
pension funds to resolve underfunding issues, and it does not have any authority to force
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mediation of any disoutes that arise. It does, however, have a powerful tool at its disposa.
The PRB can call atention to the problem, and utilize the power of public opinion to force the
acknowledgment of a problem and eventudly, a solution. The Ddlas case study illustratesthe
effectiveness of thistool.

At this point, the committee believes that loca governments should continue to have the
respongbility for ensuring thet their funds are actuarialy sound and the Pension Review Board
should continue to act as a watchdog.

Encour age Pension Review Board to continue to useits current authority to enforce
compliance with state law.

State law requires these public pension systems to file annua reports with the PRB by a
gpecified deadline. These reports dlow PRB staff to review actuarial assumptions and to
assure that the plans are fully funded. The mgority of pension systems comply with the
requirement. However, some remain noncompliant. As of January 15, 2000, 24 public
pension systems with assetsin excess of $50,000 were noncompliant.’? There is concern that
plansthat refuse to file their reports, may have funding problems, but without the report, the
PRB is unable to identify any problems.

For those that remain uncooperative, the PRB should explore use of its subpoena power and
the writ of mandamus to enforce compliance. The PRB lacks any other enforcement authority,
such as the ahility to levy fines for noncompliance, but the Committee believes that current
powers should be fully utilized before any expansion of authority is consdered.

The Legidature should continue to monitor the effectiveness of the current system to
address problemswith local retirement systems.

The ability of loca retirement sysemsto deliver the benefits they promise is an issue of
datewide importance. The Legidature should continue to monitor this Stuation to ensure that
when problems occur, local solutions are enacted.

12
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DEFINED CONTRIBUTION / DEFINED BENEFIT

Background

In 1999, following the 76th Legidature, Regular Sesson, the Pensons and Investments Committee was
charged with eva uating the pros and cons of defined contribution plans that do not guarantee members
any specific leve of benefits upon retirement. The charge stipulates that plans adopted in other
jurisdictions should be considered and compared with Texas state plansin regard to their ability to
provide security to retirees, cost, and fairness to diverse employee groups.

A History of Public Penson Plans

Pension plans provide income to employees upon retirement. These benefits are offered as part of an
overdl compensation package designed to attract and retain quaified employees. Across the nation, dl
dtate government employees and nearly dl loca government employees are provided pension benefits.
The first public pension plan started in New Y ork City to cover the police force® In 1911,
Massachusetts became the firgt state to develop aretirement program for its state employees, and by
1947, every state provided retirement benefits.**

According to the Department of Labor, over 90 percent of public-sector employees are currently
covered by pension plans.® The public employees covered under these plans are a diverse group with
varied careers, income levels, and retirement needs. In designing a plan to best meet the needs of the
individua and the state or local government, several objectives must be considered. These objectives
provide a generd framework for designing aplan. The penson plan should:

. Attract and retain a high-quality work force;

. Allow employees to depart from the work force financialy secure and maintain the value of
benefits throughout retirement;

. Provide bendfits that are fiscdly responsible and financialy supportable;

. Fund benefits on an actuaridly sound bas's; and

. Invest assets prudently for the exclusive benfit of plan participants.®

Prior to the 1970s, public retirement systems were frequently financed on a pay-as-you-go basis.
Since that time, a considerable focus has been placed on pre-funding benefits, and as aresult, the vast
magority of plans are actuarialy sound.!’

In addition to Socid Security benefits, employers may provide retirement benefits under two basic
gructures. defined benefit plans and defined contribution plans. The purpose of the pension planisa
question that is critica in determining the best plan design. This question is centra to the debate
between the superiority of adefined benefit plan Structure or a defined contribution plan structure.

Defined Benefit (DB) Plan

DB plans have been the standard form of retirement plansin the public sector sincethe 1940s.*® Ina
defined benefit plan, customarily, both the employee and the employer will contribute to the plan.
Benefit levels, however, are independent of any given individud’s contribution. The level of benefits an
employee will receive a retirement is derived from aformula. Thisformulais based on years of
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savice sdary, and amultiplier factor. The basc formulatypicdly lookslike this
(years of sarvice) x (find average sdary) x (multiplier)

All states make use of this basic formula, but the definition of find average sdary and the multiplier
factor differs from plan to plan.

In DB plans, benefits are the contractual obligation of the employer, and as such, employers bear the
risks of investment performance. In addition to the retirement benefits, DB plans frequently include
disability benefits, early retirement incentives, and post-retirement cost-of-living adjustments.

Defined benefit plans require employeesto “vest” before they are entitled to a benefit. Vesting occurs
when an employeeis entitled to receive a present or future pension benefit that is no longer contingent
upon additiona service to an employer. An employee must be amember of a plan for a set number of
years before they are entitled to a benefit. Approximately 33 percent of statewide systems have a
vesting requirement of ten years. Fifty percent have avesting requirement of five years of credited
service (including the Teacher Retirement System and the Employees Retirement System).  Ten percent
have three or four year vesting. The Arizona and Wisconsin consolidated retirement systems are the
only two statewide plansto alow immediate vesting of benefits®

Defined Contribution (DC) Plan

Asthe name suggedts, in a defined contribution plan, the amount of contribution is defined, but the
benefit amount is uncertain. With aDC plan, the employer contributes a specified percentage of sdary
into each employee’ sindividua account each year. Employees often contribute, aswell. This
individua account is credited with contributions and earnings and charged with investment losses and
expenses. The benefit amount &t retirement is the account balance. Under aDC plan, thereis no
guarantee of a certain benefit level, and the employee bears al of the investment risk. In addition, DC
planstypicaly require the employee to bear therisk of pre-retirement death and disability.

At retirement, the benefit can be received as alump sum, as equa payments over a specified number of
years or can be used to purchase an annuity for alifetime benefit.

Hybrid Plans

In addition to the traditional DB and DC plans, severd states have developed hybrid plans that contain
elements of both DB and DC plans. There are avariety of ways that states have modified DB plansto
have some of the advantages of DC plans.

Comparison of Features

With the strong performance of the stock market in recent years, there has been increased interest in
the movement from DB plansto DC plansin the public sector. It isimportant to assess the advantages
and disadvantages of each type of plan to determine which best serves the needs of the State.

Risk

While there are many differences between the two plans, one of the primary differencesis who bears
therisk. Under aDB plan, benefit levels are set, but contribution levels needed to fund those benefits
are not predictable over the long-term. Based on periodic evauations, contribution rates are set at a

level that is adequate to pay the promised benefits. Ultimately, in aDB plan, it is the employer who
bearsthe risk. On the other hand, with a DC plan, the contribution levels are predictable, but the
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benefit levels are not guaranteed. The individua employee makes the investment decisons and bears

therisk.

Under a DB plan, benefits are funded over a period of time, usudly between ten and thirty years. Asa
result, it ispossible for aDB plan to have assets less than the present va ue of the benefits promised. In
this dtuation, contribution levels must be increased. Therefore, it is the employer who bears the risk of

investment performance.

The chart below summarizes who bears the risk from a variety of factorsin the DB and DC plans.

FEATURES OF DEFINED BENEFIT AND DEFINED CONTRIBUTION PLANS

Inflation

[Employee Sdary
Changes

Invesment Results

|[Employee Risk

[Employer Risk

DEFINED BENEHT

Automatic or ad hoc adjustments can
be provided to offset the impact of
inflation on retirement income.
However, without automeatic
adjustments, there is no guarantee that
benefits will be protected from impact
of inflation.

Sdary increases affect both past and
future benefits.

Investment performance affects
funding, not benefits, directly.
However, Srong investment
performance can lead to enhanced
benefitsin aDB plan.

Future benefits are determined by a
formula, and benefit levelsare
guaranteed.

Regardless of investment
performance, employer pays a set
retirement amount. InaDB plan,
employers bear the risk.

DEFINED CONTRIBUTION

InaDC plan, theretiree generaly
bearstheinflationrisk. An
employee' s protection against
inflation depends on investment
eanings.

Sdary changes affect only future
contributions.

The performance of investments
will determine the employees
retirement benefit.

No guarantee as to the level of
benefits that will ultimately accrue.

No risk for the employer, the
employee bears the investment
risk.
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DEFINED BENEFIT DEFINED CONTRIBUTION
[Longevity Benefit levels are guaranteed to be Benefits are limited to the account

provided throughout aretireg's balance. Retirees must try to plan

lifetime. Retirees are often given the for enough benefits for an

option of aso providing survivor uncertain period of time.

benefits. Whatever remains unspent at their
death can be passed on to
SUNVivors.

Administrative | ssues

There is much debate over which costs more, aDB plan or aDC plan. In the private sector, where
cumbersome regulations burden DB plans, there is little doubt that the DB plan is more expensive to
adminigter. From 1981 to 1996, the Hay Group tracked the relative administrative costs of DB and
DC plans. In 1981, avery large DB plan cost $245,000 a year to administer compared to avery large
DC plan which cost $270,000 ayear to administer. By 1996, the DB cost had risen to $717,00, and
the DC costs were $517,000.% The differencein cost trendsin the private sector is duein part to
Congress effort to amplify DC plansfor the private sector.

In the public sector, the mgjor differenceis who usudly paysthe costsin aDB or aDC plan. For the
most part, the adminidrative costs of a DB plan are paid for by the performance of the fund. InaDC
plan, there are adminigtrative costs relating to education of membership and maintenance of individua
accounts. Furthermore, transaction fees are normally charged to the individua. A Penson Wefare and
Benefits Adminigrations report found that participantsin 401(k) plans typicaly bear investment
management fees that range from 75 to 90 percent of the total adminidtrative fees and expensesthat are
borne by aplan.

Portability

Proponents of DC plans claim that the nature of the workforce has changed. Employees no longer
work for one employer throughout their career. The average employee will have at least seven different
jobs over hisor her lifetime. DC plans are fully portable which means that benefits from quaified public
sector plans can berolled into another qudified plan. Asaresult, some argue that DC plans are more
suited for today’ s workforce.

Furthermore, proponents of DC plans assert that employees continue to earn benefits by earning
investment income when they change jobs or leave employment atogether. Typicdly inaDB plan, if an
employee terminates employment, they can withdraw their contribution with a modest interest rate, but
they receive no employer contribution. If they leave their money in the plan, their retirement bendfits are
essentialy frozen.?

Proponents of DB plans clam that athough DB benefits are not fully portable, there have been many
improvements in the portability features of DB plans. Most DB plans have a service purchase
provison. For example, in Texas, the Teacher Retirement System alows public school employeesto
purchase service time in out-of-gate public schools. When plans do dlow the purchase of service
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credit, it islimited to selected types of service. This limitation alows employees the advantages of
portability, but limits the cogts to the plan. Generaly, the purchase of service credit is limited to service
with other public sector employers, such asthe military.

In addition, a common means of transferring service among public sector employees isthrough
reciprocity agreements. Typicaly, these agreements are among state and loca government employers,
within the same state, who agree to transfer service, funds, or both, for individuas that have worked for
two or more employers participating in the agreement. This adlows for portability among public
employers.

Furthermore, W. Michael Carter, an actuary with Watson Wyait, notes that the perception that
employeesin genera are more mobile today than they have been in the past is an inaccurate
assumption. According to recent studies conducted by Watson Wyatt, there has been very little change
in average job tenure over the last 40 years. Their studies dso find that termination rates have actudly
declined across all age and service groupings over thelast 10 - 15 years.?

Benefit Adequacy

Smply stated, DC plan advocates note that in a DC plan, there is no limit to the benefits an employee
can accrue. Proponents of DB plans reply that there is dso no guaranteed minimum benefit level under
aDC plan.

Furthermore, DB plan proponents argue that the portability of DC plans does not necessarily guarantee
retirement savings. DC plans have a pre-retirement distribution option which alows employees to cash
in the plan, or borrow againg it. E. Friend, president and chief executive officer of EFl Actuaries,
referred to this option as “leakage from the house of retirement.”?* United States Congressman Earl
Pomeroy warns that this “leakage’ may be leading to anationd crisis because DC plans may provide
inadequate income to retirees in the future. The issue of inadequate income for retirees is particularly
relevant in the public sector. Inadequate retirement benefits will increase the demand for public
assistance programs. As aresult, ultimately the taxpayer will bear the liability of ensuring adequate
retirement benefitsin either aDB or DC plan.

Despite repeated warnings not to cash out retirement money unlessit is absolutely necessary, a study
by Hewitt Associates reveds that the mgority of 401(k) participants, regardiess of age, are choosing to
take lump-sum payments when changing jobs instead of rolling the money into Individua Retirement
Accounts or their new employer’ sretirement plan. The company’s Study reved s that for workers ages
20 - 59, 68 percent opt for cash payments when changing jobs. Only 26 percent roll their balances
into IRAs and only 6 percent move their money into their new employers plans®

Furthermore, DC plans generdly do not provide subsidized benefits, including disability, survivor
benefits, etc. The average employee would need to take about 1 percent of pay (younger employees
less and older employees more) to purchase death and disability benefits that are provided by aDB
plan but not aDC plan.?®

Fund Performance

According to arecent study in the Financial Analysts Journal, three fund attributes determine the
performance of the fund: fund Size, proportion of assats passively managed, and the qudity of the fund's
organizationa design. An andysis of this study performed by Cost Effectiveness Measurement Inc.
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determined that bigger is better in pension funds for two reasons. (1) economies of scae and lower unit
operating cods, and (2) the ability to support a full-time professiona management team dedicated to
producing long-term results?” These factors would seem to indicate that DB plans would tend to yield
higher returnsthan DC plans. In fact, aggregate returns are lower in DC plans because older DC
participants are less able to tolerate risk.?®

DC plan proponents argue that in public pensions, investment decisions are often influenced by factors
other than economics. For example, some investment decisions are made based on opposition to socia
issues -- thisisreferred to as socid investing. Examples of socid investing include the decison of some
funds to divest investments from South Africa, or the more recent example of funds divesting assets
from tobacco companies. In addition, some boards utilize “ economicaly targeted invesments’ (ETIS).
ETlsare usualy sdected in an attempt to bolster the local economy and are not selected based on
investment returns. In fact, a 1983 study found that ETIs can cause a 2 percent reduction in returns.®
One study estimates that non-economic investing cost public pension funds over $28 billion in losses
between 1985 - 1989.%°

I ndividual Control

InaDC plan, retirement funds for each worker are under his or her direct ownership and control.
Proponents of DC plans claim that this allows workers to select investments that best meet their
retirement needs instead of forcing them to participate in a*“one-gzefitsdl” plan. Furthermore, this
direct control over their investments alows employees to regp the benefits of strong investment
performance.

DB plan proponents note that under a DC plan, individua contral is limited to those options offered by
the plan sponsor. In addition, they argue that the shifting of investment risk from the employer to the
employeeisasgnificant, but often overlooked issue. Recent investment experience has been
favorable, but that may not continue. Furthermore, in a DB plan, the employer is able to take along-
term view regarding investment performance, but an individua may not have that flexibility. Infact,
many individuals are more consarvative when they have control over their investments, which resultsin
alower rate of return.®* Numerous surveysindicate that individua, non-professiona investors will
under-perform the market by as much as 2 percent (200 basis paints).*2

Simplicity
Benefits accrued under a DC plan are easy to understand. The smplicity of the DC benefit structureis
often cited as afactor for its superiority to aDB plan. DB plans use complex formulas to determine

bendfits. It isimpossible to determine the total benefit which will be received under aDB plan because
the formulais based on factors that cannot be predicted, such as longevity.

Costs are ds0 easier to predict under aDC plan. Employer’s contributions are limited to a fixed
percentage of sdary under aDC plan. In a DB plan, assumptions are made about retirement patterns,
market performance, etc., to determine the contribution amount. Ultimately, however, the employer
must guarantee a certain benefit leve.

Recruitment / Retention

DC plan advocates clam that the flexibility and portability of a DC plan makes working for the
government more atractive to younger professiona workers who do not expect to work in the public
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sector for their entire career.

DB plan proponents counter this claim by noting that younger employees tend to worry less about long-
term security and retirement, and as aresult, retirement benefits may not be an effective recruiting tool.
In addition, they note that the DB plan design encourages retention of employees. Furthermore, they
note that the DB plan design is attractive to mid-career employees. Numerous studies have shown that
mid-career and older workers (those over age 45) understand the value of DB plans, and in many
cases, it is these experienced employees that the public employer will be trying to recruit.®

Gender Equity

Proponents of DC plans argue that some of the greatest beneficiaries of defined contribution plans are
women. They note that women benefit from shorter vesting schedules, the absence of benefit formulae,
and the portability of DC retirement benefits3* In generd, women are more likely to have interrupted
work histories because of family responshilities. Asaresult, DC plan advocates clam that women
who take time off to raise afamily are pendized because defined benefits are frozen when they leave
the system. On the other hand, under a DC plan, awoman who takes time off to raise afamily
continues to accrue investment returns on her plan. Furthermore, they note that women are often the
“victims’ of DB plan formulas because these formulas are caculated using therr find sdlary (usudly an
average of the three highest years sdary). Since women's sdaries are lower, on average, than men's
sdaries, thar benefits are al'so lower.

In contrast, many people believe that a DB plan can provide women with higher benefits. Women who
work part-time while raising afamily actualy accrue greater benefits under a DB plan, proponents of
this retirement structure note. While calculating retirement benefits under the formula, years of service
does not differentiate between part-time and full-time service. Therefore, women may have more
flexibility and greater retirement benefits under a DB plan. In addition, proponents of the DB plan
gructure note that while women's slaries tend to be lower than men’s sdlaries, ether retirement
sructure will then result in lower benefits. If women have lower sdaries than men under aDC plan
gructure, their contributions will be less, and as aresult, their overal retirement savings will be lower.

Retirement Plansin Texas

Employees Retirement System

State employees in Texas participate in the Employees Retirement System (ERS). ERS currently
manages a $19 hillion trust fund. The ERS fund is the 29th largest public pension fund and the 49th
largest pension fund in the nation. There are 154,183 active members and 43,860 retirees participating
in ERS. The fund has no unfunded lidbilities

ERS adminigters a separate fund and retirement plan for law enforcement officers and custodia officers
for the State' s prisons and jails. Two separate plans cover the state judges (one plan is being phased
out and replaced by another). The largest fund covers al other state employees. The details of that
plan are outlined below.

The employee contributes Six percent of wages which goesinto an individua account and earns five
percent ample interest. The State contributes Six percent of the sdlary of each state employeeto help
with the overdl financing of retirement benefits. These combined contributions are invested, and the
contributions plus the investment returns fund retirement, death and disability benefits.
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State employees are digible to retire at the age of 60 with 5 years of date service, or when their years
of service combined with their age equals 80 -- often referred to as the “ Rule of 80.” For example, an
individua would be digible to retire at the age of 50 with 30 years of credited service.

Monthly retirement benefits are based on the formula:
2.25% x years of service x find average sdary
Thefind average sday isthe average of the thirty-six highest monthly sdaries.

EXAMPLE: For aretiree who is 50 years and 8 months old, with 29 years and 4 months of
service credit, and afina average sdary of $2,800

Calculation of the standard annuity

Find average sdary $2800.00
Percentage value of creditable service
(Based on 29 years and 4 months of credit) X 66%

At retirement, employees may sdlect the stlandard annuity described above, or they may select from one
of the five survivor options. If one of the survivor optionsis selected, the retirement benefit is actuaridly
reduced accordingly. In addition, employees have the option of selecting a Partiad Lump Sum Ogption
which alows new retirees to request from one to 36 months of their standard annuity as alump sum
payment at retirement. If this option is selected, their monthly annuity payments are reduced so that
there is no actuarid impact.

In addition to retirement benefits, employees receive disability benefits for an on-the-job injury with no
age or service requirements. Other disability benefits are payable only to employees with at least ten
years of date service. Disability benefits are caculated by multiplying 2.25 percent times the years of
sarvice with the actud sdary at time of the disability. A minimum benefit of 35 percent of that sdlary is
provided.

Employees who separate from state service prior to obtaining retirement digibility can leave their money
with ERS as a hon-contributing member. They can begin to draw an annuity if they have at leest five
years of service and reach the age of 60, or when their age plus years of service equals 80. They can
aso withdraw their contribution. If the contribution is withdrawn, the ERS membership and service
creditiscancded. If anindividua returns to state service after withdrawing his or her contribution, they
do have the option to buy back service credit.

Employees can aso participate in a deferred compensation (457 and 401(Kk)) plan. Participation in
these plansis optiona and there is no employer contribution. Over 62,000 state employees participate
in either the 457 or 401(K) plan.

Teacher Retirement System
The Teacher Retirement System was created by congtitutional amendment in 1937 to provide
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retirement benefits for public education employees, including employees of indtitutions of higher
education. TRS currently has 919,000 active member annuitants and manages an $30 hillion trust fund.
It isthe eghth largest defined benefit plan in the nation. The plan’s benefit lidailities are actuaridly fully
funded.®

The employee contributes 6.4 percent of wages which goesinto an individua account and earnsfive
percent ample interest. The State contributes Six percent of the sdlary of each state employee to help
with the overal financing of retirement benefits. The State' s contribution goes into a separate account.
These combined contributions are invested, and the contributions plus the investiment returns fund
retirement, desth and disability benefits.

TRS participants are eigible to retire at the age of 65 with 5 years of sate service, or when their years
of service combined with their age equas 80 -- often referred to asthe “Rule of 80.” TRS participants
can select early retirement a age 55 with 5 years of service with benefits actuaridly reduced.

Monthly retirement benefits are based on the formula:

EXAMPLE: For aretiree who is 55 years old, with 30 years of service credit, and afind average
sdary of $36,000

The member’s standard annuity would be calculated as follows:

Find average sdary $36000.00
Percentage value of creditable service

(Based on 30 years of credit) X 66%
Standard annua annuity = $23,760.00

2.2% x years of service x find average sdlary
Thefina average sday isthe average of the highest three annud sdaries.

TRS retirees can choose various options for survivor benefits with areduction in their monthly benefit.
Furthermore, a $10,000 lump sum payment is available to the survivor of aretiree. A surviving spouse
can instead select a $2,500 cash payment plus $200 per month for the remainder of his or her life
darting at the age of 65.

TRS members dso have two different lump sum payment options to choose from: the Partia Lump
Sum Option and the Deferred Retirement Option Program. Both of these programs alow membersto
take a reduced monthly annuity in exchange for alump sum payment. These programs alow members
to create an estate within the DB structure.

For TRS members who become permanently disabled, TRS provides disability retirement benefits
when aworker cannot continue his or her current duties. TRS members with ten years of credited
sarvice a the time of their disability receive the same benfits as for retirement, with a minimum monthly
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payment of $150. For TRS members with less than ten years of service, the worker will receive $150
per month for the number of months they contributed to the TRS system.

After five years of contributions into the TRS pension plan, an employeeis vested. |f an employee
leaves public school employment and withdraws his or her contribution, then they will recaive his or her
own contribution plus five percent interest. A TRS member with over five years of service can leave his
or her fundsin the plan until they reach retirement digibility and then they can begin to draw benefits. If
an employee chooses to withdraw his or her contribution, the TRS membership and service credit is
cancded. If anindividua returns to employment with a public school after withdrawing his or her
contribution, the service credit can be purchased.

Thereis no statewide optiona deferred compensation program for school personnel. However, many
school digtrict personnd are offered these optiond plans at the loca leve.

Texas Municipal Retirement System

The Texas Municipa Retirement System (TMRS), established in 1948, provides benefits to the
member city employees. Currently, 738 municipdities participate in the plan, and TMRS manages
$7.66 billion in assets. TMRS receives no state funding, but is administered in accordance with the
Texas Condtitution and Texas Government Code, Title 8, Subtitle G. TMRS administers each plan
individually; each city is separate, both actuarialy and in terms of funding. However, dl of TMRS
assets are pooled for investment purposes.

ThisTMRS planisahybrid of a DB and DC plan known as a cash balance plan. Members contribute
a certain fixed percentage of pay, which is matched by the city employer. TMRS invests the funds and
grantsinterest to the members accounts. A guaranteed retirement benefit is caculated from this
account, the city’ s matching funds and other credits. The retirement annuity for the member isthe
actuarid equivaent of the sum of the member’ s own monthly contributions plus interest and an equd or
greater multiple sum out of the employer’s accumulation account plusinterest. Under thistype of plan,
assets are invested by the retirement system, not the individud.

Each city can choose from avariety of plan options. In fact, there are over 2,300 possible
combinations of these choices for municipdities. Options include death and disability benefits, CPI
increases, DROPs, etc. Basicdly, the employee of a TMRS city contributes 5 percent, 6 percent or 7
percent of hisor her sdary to TMRS. The city matches that amount either 1to 1, 1%to 1, or 2to 1.
TMRS pays interest on the employee’ s account and the city’ s matching funds annudly.

In most TMRS cities, amember can retire with at least 10 years of service at age 60. Furthermore,
most cities eect to alow membersto retire at any ageif they have 20 or 25 years of service. Typicdly,
vesting occurs when the member has 10 years of service credit. If members leave employment and
choose to withdraw their member contributions and interest, they will not receive the city’ s matching
fund.

The retirement benefit is calculated based on:
. total member contributions made, plus earned interest;

. the sums the city has agreed to pay (matching contributions and other credits granted) on the
member’ s retirement;
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. the member’s remaining life expectancy at retirement;

. the future interest rate on the annuity amount, as set by law; and

. which of the seven TMRS benefit payment plans the member sdlects.
Texas County and District Retirement System

The Texas County and Didrict Retirement System (TCDRYS), isTMRS' counterpart serving counties
and didtricts around the state. TCDRS is composed of 500 individua and separate county and district
retirement plans. TCDRS administers the plans on behaf of each county and digtrict. Like TMRS,
TCDRS receives no sate funds, but is governed by the Texas Congtitution and Sate Satute.

Under federd tax laws, TCDRS is consdered to be a DB plan, however, like TMRS, the benefit
dructureis not that of atraditiond find average sdlary defined benefit plan suchasERSor TRS. The
TCDRS benefit sructure is commonly referred to as a cash balance plan or money purchase
arrangement where the amount of amember’ sindividua benefit is determined by the vaue of the
member’s persona contributions and interest earnings, as well asthe vaue of the employer financed
credits.

The following factors determine the amount of TCDRS member benefit payment amounts:

. Total dollars of retirement credit the member has accumulated at retirement, where retirement
credits congst of the amount of the member’s persona account balance (the sum of the
member’s persona contributions and interest earnings) + an amount of employer financed
creditsthat isdways at least equa to the sum of the member’s persond account balance, but is
usualy greeter, depending on the election of each employer. For example, the average ratio of
employer financed credits to the individual’ s persona account baance is 1.5, meaning that, on
average, TCDRS plans provide employer financed credits equd to 150 percent of the
individua member’s persond account baance. Since individua members generdly contribute 7
percent of pay to the plan, the end result is that members are accumulating retirement credits on
an annua basis equa to 17 Y2 percent of pay and those credits are increased each year by an
annud interest allocation (currently 7 percent).

. The anticipated duration of benefit payment (actuarialy determined based on the member’s age
a retirement and other underlying guarantees, e.g., period certain guarantee, survivor
beneficiary lifetime guarantee).

. An annuity interest rate assumption of 7 percent (the reserves of retired members are
guaranteed a 7 percent annud interest rate throughout the payment period and this guarantee is
incorporated in the determination of the member’ s benefit payment and enhances that
payment).

. Benefit payments can be periodically increased through post-retirement cost of living
adjusments, if such adjustments are authorized and funded by the sponsoring county or
district.%®

Optional Retirement Program

In Texas, higher education faculty, librarians, and certain adminigtrators and professionas can choose
between participating in the TRS retirement system, a DB plan, or the Optiona Retirement System
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(ORP), aDC plan. Eligible employees have 90 days from their first date of digibility to make a one-
time irrevocable ection of ORPin lieu of TRS.

The Legidature established ORP in 1967 to provide a more portable retirement option for higher
education employees whose careers routingly involve interstate mobility. Because of the mobility
involved in the academic professon, many colleges and universities across the country offer ORP-type
plans. The Texas Legidature authorized the creation of the ORP o that Texas could usethe ORP asa
recruitment tool to attract the highest qudity individuasto Texas.

ORP was established by the Legidature as a de-centralized plan. Texas Government Code, Chapter
830, authorizes each governing board to adminigter its own ORP. Asaresult, ingitutions may make
arrangements for ORP products to be offered to their employees by any insurance or investment
company qudified to do busnessin the sate. Mogt indtitutions offer arange of ten to twenty vendors.
In totd, there are over 100 companies authorized by dl higher education inditutions. Ten of these
companies receive contributions from 75 percent of al participants and 20 companies receive
contributions from 90 percent of the participants.

The Texas Higher Education Coordinating Board is charged with ORP responsibilitiesin three aress.
igibility, uniformity and reporting. The Higher Education Coordinating Board collects and reports data
on participation in the ORP, but it does not track individua performance of ORP accounts. Therefore,
it isdifficult to compare the performance of the ORP to the DB plansin existencein the State. From
time to time, the Committee has heard pleas from higher education employees who have requested the
opportunity to switch from ORP to TRS after the 90 day period of initial employment has passed. In
fact, in 1979, the Legidature authorized a one year window for individuas who had switched from TRS
into ORP, to return to the TRS system.

Combining Service Credits

In Texas, service credits may be combined if a member participates in two or more of the following
retirement systlems. Employees Retirement System, Judicia Retirement System of Texas Plan One and
Plan Two, Teacher Retirement System of Texas, Texas Municipa Retirement System, Texas County
and Didtrict Retirement System, or the City of Audtin Retirement System. When your age and
combined service credits satisfy the retirement digibility requirements of any one of the systems, you
may receive aretirement benefit. Y ou will receive monthly annuities based upon the annuity criteria of
the respective systems. For example, an employee is 60 years of age and has four years service credit
with the ERS and four years service credit with another statewide retirement system. Both systems
alow membersto retire at age 60 with at least five years service credit. Because combined service
mesets digibility requirements for both systems, the employee may receive amonthly annuity from ERS
based on four years of service and a monthly annuity from the other system based on four years of
savice®

Experience of Other States

In the private sector, there has been a sgnificant decrease in the number of DB plans over the last ten
years and alarge increase in the number of DC plans. Thisincrease in popularity of DC plansis often
cited by proponents of DC plansin the public sector as evidence that public retirement systems are
behind thetimes. That is not entirely the case when you look beyond the numbers. Virtualy dl of the
decrease in the number of DB plans has occurred among small and medium size employers (employers
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with lessthan 1,000 employees). Large employers, for the most part, have continued their DB plans
and added DC plans. The declinein DB plans among smal employers can be explained by the
expense of complying with the complex and burdensome regulations of the Internd Revenue Service,
the Department of Labor, and the Pension Benefit Guaranty Corporation. The public sector is exempt
from mogt of these regulations.

Asarealt, the trends in the public sector are different. Currently, the mgjority of the retirement plansin
the public sector are defined benefit plans. Among the approximately 100 large statewide plans, three
are DC plans: Nebraska Public Employees Retirement System, the West Virginia Teachers Retirement
System, and the Michigan State Employees Defined Contribution Pla®. As of 1998, 94 percent of all
public sector assets were invested in DB plans.® Despite the preponderance of DB plans, many public
sector plans dso have aDC option. A March 1999 report from the Generd Accounting Office (GAO)
notesthat al states have a defined contribution component, but at that time, only nine states contributed
to the plan. Thirty-five states had retirement programs that included a DB component, aDC
component with no employer contribution, and Socid Security .

The GAO report dso notesthat dl states have in some way changed the design of thelr retirement
programs since their establishment. Many of the changes have been in response to changesin federd
regulations. Other changes have been enacted to enhance benefits for employees.

Asof March 1999, of the 48 date retirement programs with a DB component, officids representing 21
gtates indicated that they had considered dropping their DB component in favor of a DC plan.
Reducing government costs, enhancing portability, and/or lobbying by specid interest groups were
among the reasons cited for considering such achange. The most common reasons cited for not
making a change to a DC plan were: studiesindicated there was no need to change; further study was
needed; state’s labor unions opposed the change; and/or there was alack of interest or support.**

While few legidatures have abandoned DB plansin favor of DC plans, many legidatures have increased
employee options through reductions in vesting requirements, improved benefits for employees who
leave before vesting or reaching retirement age, and employer contributionsto DC plans*? In addition,
nine systems dlow alimited class of state employees to sdlect between aDB and DC plan. This
sdection isusudly limited to agency heads, dected officids, legidative staff or others who typicaly have
ashort tenure.

Nebraska

Nebraska presents an interesting case study in the DB/DC debate. While other states have recently
adopted DC plans, Nebraska adopted one over thirty years ago. In the mid-sixties, the Nebraska
Legidature authorized two statewide defined contribution plans. one for state government employees
and another for county government employees. Prior to the creetion of these plans, there was no
employer-sponsored retirement plan for those employees. In previous decades, Nebraska had created
DB plansfor school employees, state judges and state patrol employees. In choosing aDC plan over a
DB plan, the hitorica record reflects that the Legidature was concerned about unfunded liabilitiesin
the exiging DB plans.

Initidly, investment options available were limited to a smple interest insurance product marketed
through a major insurance company and an annuity product. In the 1980s, Nebraska expanded its
investment options, increased the state/county contributions and continued the annuity program. Today
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it offers members deven investment options, daily vauation of accounts, Internet access to account
information, and a comprehensive education program. Upon retirement or termination, members have
the option to take an annuity, a systematic withdrawa of contributions, or alump sum of the entire
account.

In aletter to the Pensions and Investments Committee, Anna Sullivan, Director of the Nebraska Public
Employees Retirement System, identifies some of the advantages and disadvantages of the DC plan
based on Nebraska' s experiences.

Advantages

. portability for dl employees,

. greater benefits for short-term employees;

. no unfunded liabilities for employer;

. investment risk borne by members, not employer; and
. multiple options at retirement.

Disadvantages

. communication and educationa challenges for a diverse workforce, especidly in the area of
investment and retirement decisons;

. smdler benefits a retirement due to conservative investment sdection or risk of retiring during a
market correction;

. investment risk borne solely by members;

. high cost of bundled invesment products, which lowers overdl investment return for members;

. heavy marketing to members upon retirement by financid firms wanting the member to rall a
lump sum to them for ther investment; and

. lack of cogt-of-living adjustment options after retirement.

Sullivan sums up Nebraska' s experience by stating, “Our experience with the defined contribution plans
has been mixed. We have had over 35 yearsto ‘test’ this experiment and find generaly that our
defined contribution plan members retire with lower benefits than their defined benefit plan
counterparts.”

She notes that the adminigtrative cogts of a DC plan are high. In Nebraska, they spend morein
investment management fees, record-keeping fees, educationa programs and materia with the defined
contribution plans than with the defined benefit plans. 1n 1999, Nebraska s plan expenses for their
defined contribution plans were approximately 30 basis points (BP) versus 15 BP for their defined
benefit plans.

Nebraska commissioned a study to review the benefit adequacy of the Nebraska Retirement System.
In 1994, Buck Consultants completed a study which measured the purchasing power of estimated
lifetime income as a percentage of find sdary. They looked exclusvely a employees who worked a
thirty year career with the state, and found that al of these employees would have a higher percentage
of purchasing power based on their find salary under their DB plan.*® In addition, a December 1998
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study showed that pension plan participants fared better than their DC counterpartsin Nebraska. The
study found that ten years after retirement, aretiree with 30 years of service who had an average annud
sdary of $30,000 receives about $11,230 each year from aDC plan. A DB plan participant with
similar pay and service credit receives $16,797 each year.*

Minnesota

Another state which had a mixed experience with a defined contribution plan is Minnesota. Between
1969 and 1972, public school employees in Minnesota were given the option of aDC plan instead of
the DB plan. Approximately 15,000 employees sdlected the DC option. For many of these
individuds, the financid benefit was not as great as expected. In 1978, dissatisfied DC plan
participants complained to the Legidature, and as aresult, they were converted back to the DB planin
atwo step process. This experiment cost the state about $120 million.*

Florida

In 2000, the Forida Legidature passed legidation to restructure the Florida Retirement System asa
plan with two basic programs - a defined benefit plan and defined contribution plan. The FRS has
600,000 members and $101 hillion in assets, and is the fourth largest public pension plan in the country.
Unlike other States that have passed legidation creating a DC retirement plan, Forida gives exigting
employees the option of moving their assets from the DB plan to the DC plan. The Horida Legidature
edtablished an employer-funded optional DC plan, the * Public Employee Optiond Retirement
Program,” and restructured the existing DB plan to be optiond.

Prior to the adoption of the legidation, the Forida Legidature commissoned a study of employeesto
messure their overal satisfaction with current retirement benefits and to determine employee interest in
dternatives to the defined benefit plan. The survey found that when presented with two plan
descriptions (DB and DC), respondents were split on their preference. However, the importance rating
of desired featuresin a plan indicated atilt toward a DB plan preference. Most respondents were
interested in having a choice between two retirement plans. The most important festures of a retirement
plan asidentified by respondents was a monthly guaranteed lifetime benefit and portability of benefits,
Respondents also indicated that the DB plan benefits motivated most respondents to continue working
for the state.*®

Under the plan adopted by the Florida Legidature, existing employees will be given 90 daysto transfer
toaDC plan. New employeeswill have 180 days to decide between the DB and DC options. After
the regular enrollment period, each employee will have one chance to move from one plan to another.
Some questioned the feagibility of alowing employees the opportunity to move from one plan to
another. The director of the Florida Divison of Retirement noted that this provision could create a
grain on taxpayers if people who did not do well with their DC investments returned to the DB plan
just before their retirement.*’

An FRS member who elects to transfer to the defined contribution program could ether keep the
service credit earned under the DB program and remain digible for afuture lifetime benefit, or move the
vaue of hisor her service credit to the DC account.

Participantsin the DC plan will vest in employer contributions paid into his’her account after one year of
creditable service. Benefitswill accruein individud, participant directed accounts. The bill expresses
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an intent to establish disability coverage for employees who sdlect the DC plan.

Employees do not have to contribute in ether the DB or DC plan. In the DC plan, the contribution rate
isequd to the contribution rate for the DB plan minus the cogt of administration and disability coverage.

Participantsin the DC plan vest in one year. If a current employee dready has over one year of service
credit and selects the DC plan, he or she will beimmediately vested. In addition, the Horida
Legidature reduced the vesting period for participants in the DB plan from ten yearsto six.

Florida expects to provide employees who select the DC option with between five and eight mutual
funds from which to choose investments. The State Board of Adminigration, the entity which manages
the current DB plan, will select the investment options and decide whether to bundle services. The
legidation also dlows for an unbundled gpproach or more than one bundled or semi-bundled provider.
It also dlows for investment education for plan participants.

One unanswered question that remains regarding Florida s new legidation iswhat will happen if
employees opt out of the DB plan, leaving no new money flowing into the DB plan to pay for current
obligations. If theinflux of new membersinto the DB plan is substantidly reduced, and thereisno
reduction in the benefit payout of the DB plan, a Sgnificant imba ance between the contribution inflow
and the benefit outflow will result.®® In this scenario, will taxpayers get stuck with the massive transition
lighility?*

Montana

In 1999, Montana authorized an optiona defined contribution plan for Montana Public Employees
Retirement Systems (PERS) members to be effective by July 1, 2002. Membership in PERSis
comprised of gpproximately 28,000 state, university, county, municipa and school district employees
other than teachers. When the DC plan was authorized, the existing DB plan had future benefit
obligations which exceeded assets on hand by about $200 million.>°

All current and future Montana PERS members will be digible to seect the DC plan or the existing DB
plan. The DB plan will continue to operate and be open to new enrollees. Current members will have
one year after the effective date to select the DC plan. New employees will be enrolled in the DB plan
by default, and they will have one year from their date of employment to opt for the DC plan.

A choiceto remain in the DB plan or to transfer to the DC plan will be a one-time, irrevocable choice
for the duration of the employment cycle. An individua who withdrew from either plan and was rehired
into covered employment after abreak in service of less than 24 months would have to regjoin the plan
from which the member withdrew. A person with abreek in service of more than 24 months will have
the same plan choice as a newly hired employee.

The DC contribution rate will be 6.9 percent from employees and 4.53 percent from employers.
(Current DB contributions are 6.9 percent from employees and employers). To offset the unfunded
actuarid liability of the DB plan, employers who contribute to the DC plan will aso pay into the DB at a
rate of 2.37 percent of covered compensation. This amount may be adjusted up or down as required
by the DB plan’s parformance.®

A key component of Montana s plan is the “plan choice rate.” This ensures the DB plan’s actuarid
soundness and a so protects the DC plan’s funding from being tapped to pay the DB plan’s future
unfunded liabilities or increasesin the norma cogts of benefitsin the DB plan not caused by members
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opting out of the DB plan and into the DC plan. The plan choicerate is an actuaridly determined and
adjustable percentage of payroll that the employer continues to pay to the DB plan until past obligations
are paid and normal cost changes stabilize.>?

For existing members who transfer from the DB plan to the DC plan, the amount of funds transferred
will include past contributions; the employer contribution, less the amount required to offset the
unfunded actuarid ligbility; and the interest compounded at 8 percent.

DC plan participants will be vested immediately in their own contributions, and over afive-year period,
they gradudly vest in the employer contributions, aswell.

Current trustees of Montana PERS will also act astrustees for the DC plan. They are required to
contract out adminidtrative, educationd and investment services. |n addition, they are required to offer
at least eight investment choices to DC members.

The Montana Legidature has not resolved the issue of providing heglth and disability insurance for DC
plan members. Legidators are consdering severing disability from pension plans dtogether. In
addition, they are currently studying the hedlth insurance issue.>

Michigan

A DC plan for state workers and public school employees was proposed by Michigan Governor John
Engler and passed by the Michigan Legidaturein 1996. The plan mandated that al new state
employees and public school employees hired after a specified date would be enrolled in anewly
created DC plan. (The plan for public school employees was repedled prior to enactment because of
opposition from school employees). Existing employees were given the option of remaining in the DB
plan or transferring membership to the DC plan. For those members who transfer from the DB plan,

the actuaria present value of the member’s accumulated benefit obligation plus accumulated
contributions are transferred.

For participants in the DC plan, the state contributes 4 percent of the employee' s sdlary into his or her
DC account. Theindividua can contribute up to 3 percent of hisor her sdlary and receive a date
match. The state match isin addition to the 4 percent contribution. Individuals can contribute larger
amounts, but receive no additiona state match.

DC plan participants immediately vest in their persond contributions, and gradudly vest in employer
contributions. They are fully vested in employer contributions after four years of credited service. They
become vested in hedlth insurance after 10 years of credited service. Members of the DC plan direct
their investments into categories of investment funds offered by the Sate treasurer, and they are
responsible for dl adminigtrative costs.

Colorado

In 1995, the Colorado Public Employees Retirement Association (PERA) recommended changes to
the Generd Assembly to improve the portability and flexibility of its retirement system. Changes were
advocated, in part, because in Colorado, state employees are not covered by Socid Security. Asa
result, the guaranteed lifetime benefit provided by a DB plan isimportant, but non-vested employees
and employees who |leave state employment early in their career dso need retirement security.

The changes adopted by the Genera Assembly in 1995 maintained the DB structure, but added
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increased portability for shorter term state employees. For example, changesincluded: the addition of
an employer match to employee contributions withdrawn from PERA; a higher interest rate on member
accounts than before; and the option of alifetime benefit for nonvested members who leave PERA-
covered employment but who leave their funds with the syssem. These revisons gpplied to dl active
and inactive members of PERA. The benefit improvements were gpplied retroactively.

In Colorado, employees contribute 8 percent of their monthly sdary. The State of Colorado
contributes 11.4 percent, 10.0 percent and 15.0 percent for state and school, municipa and judicia
employees respectively. Of those amounts, 1.1 percent is used to fund the hedlth caretrust. Vestingin
PERA occurs with five years of service. Under the new Colorado law, individuas who withdraw their
contributions before vesting will receive interest calculated at 80 percent of the PERA actuaria
investment assumption rate (currently ayield of 6.8 percent) plus a 25 percent matching employer
contribution. Interest is calculated from the date of the contribution. |1f amember who is not vested
leaves his or her contribution with PERA until they are 65, the match rate increases to 50 percent and
the member may choose alifetime benefit instead of arefund. This lifetime benefit is a money-purchase
plan based on the member’ s contributions, interest and the 50 percent match. Cost of living
adjustments and a hedlth care subsidy are included with the lifetime benfit.>*

Vested members aso receive enhanced benefit options under the new Colorado plan. Member’s
benefits are cadculated in two different ways. as a money-purchase benefit and according to the defined
benefit formula. The member receives the greater of the two benefits. At retirement, vested members
who have left thelr contribution in PERA may choose to recelve alump-sum refund including the 50
percent employer match ingtead of the lifetime benefit. In addition, the plan offers deeth and disability
benefits.

Deferred Compensation Plan M atches

Severd dates have recently passed legidation to match employee contributions in voluntary deferred
compensation plans. 1n 1998, Oklahoma and Tennessee adopted |egidation to match employee
contributions in order to stimulate participation in the voluntary deferred compensation programs. In
Oklahoma, participation has jumped from 20 percent of digible employeesto 78 percent. In
Tennessee, participation has increased from 20 percent of digible employeesto 40 percent.® In 1999,
Arizona, Colorado, Indiana, Maryland, South Carolina, and Virginia authorized some level of employer
match to supplementa plans>®

Targeted Defined Contribution Plans

A few states have created defined contribution plans for a narrow segment of the workforce, such as
elected public officids, legidative staff, or agency heads. For example, in 1999, Arizona adopted an
optiona DC plan for exempt state employees and elected state officials who are subject to term limits.
Louisanacreated an optional DC plan for asmal group of unclassified sate employees which includes
datewide eected officids and political appointees. Only about 100 positions are digible for this DC
plan. Participants and the sate in the Louisiana DC plan will contribute the same amounts as they would
have in the state DB plan.

Analysis of the Problem

The debate over which retirement structure is superior for public employees has become a paliticaly
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charged issue. Nevertheless, the issue before the Committee is which plan better meets the needs of the
State and the employee?

A traditional DB plan definitely rewards employees with longer service. It provides the greatest vaue
to the employee who staysto retirement. As aresult, the average age and average service credit in the
typica public pension plan is consstently higher than in the typicd private sector plan. Conversdly, the
DC plan typically favors the shorter service employee. The employee who works for afew years and
leaves public employment will leave with a greater benefit under the DC structure.

The Committee’ s charge specificaly satesthat Texas current retirement programs should be
compared to those in other jurisdictions and judged on three criteria: their ability to provide security to
retirees, cost and fairnessto diverse employee groups.

In terms of security, the DB benefit program provides retirees with the most stable retirement benefits.
Thereisavadid argument that DB plans do little to help short-term workers save for retirement.
However, atistics show that younger, short-term workers tend to cash in their 401(k) plans instead of
saving for retirement. For the refunds of TRS member accountsissued in FY 1999 and FY 2000, only
18 percent to 19 percent of those withdrawing their retirement funds rolled them into another retirement
vehicle. Therefore, aDC plan may not actudly help younger workers save for retirement. Furthermore,
the mgjority of states that have adopted DC plans have done so recently, so it is difficult to judge the
impact on retirees, particularly because we are currently experiencing strong market performance.
Nebraska, the one state that has had a DC plan in place for over 30 years admits that its results have
been mixed and that retireesin its DB plan appear to be better off.

Theissue of cost is more difficult to determine. Severd states that have adopted DC plans did so
because their DB plans were not fully funded or because they were concerned about uncertain funding
obligations. Short-term costs for the State gppear to be about the same with elther plan design. Ina
DC plan, the adminigtrative cogts shift from investment costs to education costs. Recently, states such
as Horida have offered employees the option of sdecting between aDB and aDC plan. The long-
term implications of this are unknown. When you alow employees the option to choose between two
plans, they will sdlect the plan that best meets their needs. While this ability to choose is beneficid to
the employee, it increases the total cost for the entire system.  For example, ayoung employee who
does not plan to make a career with the state will sdlect aDC plan. A mid-career employee who plans
to work for fifteen to twenty additiona yearswill sdect aDB plan. This adverse seection can drive up
norma costs for the DB plan. In 1990, the State of Texas commissoned a study regarding the issue of
DB vs. DC plans. At that time, norma codts for the ERS were around 11.861 percent. The consultant
who completed the study noted that actual norma cost isless than six percent of payroll for younger
members and over twenty percent of payroll for older members. If primarily younger workers select a
DC plan, the average costs for the remaining members will increase®> The report concluded that
financialy it would not be possible to offer employees a choice between the two options.

The Committee was aso charged with evauating the fairness to diverse employee groups of each
retirement structure. Clearly, the DB plan favors career employees and the DC plan favors the short-
term employees. However, as demongtrated by Colorado’ s recent restructuring of its retirement
systemn, some changes can be made within a DB structure to increase portability, and thereby enhance
benefits for shorter term workers. In fact, Texas has dready implemented some features which
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enhance portability such as reciproca agreements with other state and locd retirement plans. Another
issue thet isimportant to note concerning fairessisthet a DB plan dlows the State flexibility in
adjugting benefits. For example, if inflation is high and the buying power of retireesis eroding, the State
can implement acost of living adjusment. In addition, certain careersin the public sector typicaly have
a shorter tenure such as law enforcement and firefighters. Having a DB dructure, dlows the State to
subsidize early retirement for these types of employees. Thisis not possble under aDC plan.
Furthermore, with a DB structure, the State can better influence retirement patterns. For example,
when certain Texas public employees faced layoffs due to privatization, they were offered early
retirement incentives. Again, these options would not be possible with aDC plan.

Recommendations

1.

Maintain the current DB structure of the ERS and TRSretirement programs.

According to the Genera Accounting Office (GAQO), there are three key sources of retirement
income: Socid Security, private pensions, and savings. In 1997, Americans saved only 3.9
percent of their disposable income® This low-savings rate increases reliance on employer-
sponsored pension plans. For the mgority of Texas school personnel, thisis particularly
important because many of them do not participate in the Socid Security program. Of the
1043 school digtrictsin Texas, 21 provide Sociad Security coverageto al of their employees
and 26 provide Social Security coverage to select employees®® Asaresult, the TRS pension
plan provides them with a guaranteed income that would otherwise not exigt.

Furthermore, the DB plan provides more retirement benefits for the dollar. InaDB plan, about
80 percent of the accrued dollars are spent on normd retirement benefits for career employees.
By comparison, approximately one-hdf of the dollars collected for DC plans fund retirement
benefits. The remainder funds loans, termination payments and early retirements.®

In addition, the DB gructure alows the state to accomplish various objectives with the
retirement program. For example, the DB plan structure provides experienced, highly trained
employees strong incentive to remain with their employer. Asthe State currently strugglesto
retain employees, aretirement system that rewards tenure and longevity better meets the needs
of the State.

When fund perfor mance exceeds liabilities, look for ways to enhance benefits for
employees.

One of the criticisms of DB plansis that employees often do not regp the rewards of strong
market parformance. There are severd benefit enhancements that have been implemented in
Texas to share the rewards of the strong market performance. This past session, for example,
the Legidature increased the TRS multiplier. The State should continue to look at waysto
enhance benefits without jeopardizing the long-term ability of the fund to meet obligations. This
next session, for example, the State should consider the feasibility of increasing the TRS
multiplier. The State should aso look a ways to increase portability and benefits for short-term
employees. For example, the feasibility of increasing the interest rate payment on withdrawn
contributions at ERS should be considered. These benefit enhancements should only be
enacted if they do not jeopardize the ability of the State to meet obligations.
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Encourage participation in ERS optional deferred compensation plan.

Over the past year, ERS has made improvementsin the optiona 401(k) and 457 plans.
Membership in these plansis high, particularly in light of the fact that there isno State
contribution. Severd states have implemented programs to augment their existing DB plans by
providing amatch to participantsin the optiona deferred compensation plans. Doing so
preserves the security of the DB fund, but increases portability for short-term employees. This
should only be consdered in Texasif the match was provided in addition to the current DB plan
funding.

Explorethe need and cost of establishing a similar, optional deferred compensation
plan at TRS.

The Committee received testimony that the 401(k) and 403(b) plans offered by the local school
digricts vary greeatly in cost and performance. The need for a centrdized, optiond plan & TRS
should be further explored. If it is determined that such a plan should be established, funding
should not supplant existing funding of the TRS retirement sysem. In fact, the feagibility of
making this plan saf-supporting should be analyzed. If such a plan were established, providing
an employer match, whether from school digtricts or the State, would greetly enhance
participation. In addition, this structure would provide teachers the stability of a DB plan and
the portability of aDC plan.
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RE-EMPLOYMENT

Background

In 1999, following the 76th Legidature, Regular Sesson, the Pensons and Investments Committee was
charged with considering a generd policy for the state regarding the re-employment of people who have
retired under a date retirement plan. For the purposes of this report, we will be examining the re-
employment policies of the Employees Retirement System and the Teacher Retirement System. Currently
these retirement systems have different policies relating to their employees returning to work. These
differences are based on the differences in work schedules for employeesin the two systems, as well as
on the availability of qudified employees.

The issue of re-employment following retirement is atimely one. Many private sector employers are
currently revigting their retirement arrangements. Demographics are forcing employers to adopt changes
to ther retirement policies. Theredlity of the Stuation isthat as baby boomersretire, employersare having
adifficult time filling those vecancies. The datigtics underscore the need to plan for an aging workforce.
Throughout the 1970s, the U.S. |abor supply grew at apace of more than 2 percent per year, peaking at
morethan 3 percentin 1978. In contrast, today’ slabor supply isexpanding at an averagerate of 1 percent
per year, and that number is projected to drop below 1 percent by 2004. According to consulting firm,
Watson Wyaitt, what this means for employersisthat from 1996 to 2006, the number of workers aged 25
to 34 will drop by nearly 9 percent, while the number of workers aged 55 to 64 will increase by more than
50 percent.!

The “buzz word” among human resources professonals on how to ded with the shifting demographicsis
“phased retirement,” defined as alowing employees gpproaching normal retirement age to reduce their
work hours and/or job respongibilities to gradualy ease into full retirement. These phased retirement
arrangements can dlow employers to retain valued workers longer than if the only option given to the
employee was full-retirement. In addition to “phased retirement,” companies are undertaking various
initidivesto continueto utilize their most experienced workers. For example, companies such as Chevron,
Prudential Insurance and Monsanto are tailoring consulting contracts and part-time assgnments to
accommodate older workers. Inaddition, they are bringing employeesout of retirement tofill critical gaps
in knowledge and experience.??

Teacher Retirement System

Texas classrooms are feding the squeeze from the combination of an aging population and a competition
for qudified workers. Presently, Texas is facing a severe shortage in the number of available certified
teachers. It is estimated that there are currently over 40,000 public school teaching vacancies and that for
FY 2000, only approximately 13,000 new teachers will receive state certification.®® There is dso the
problem of a high turnover rate among teachers as many public school teachers are being lured into the
private sector by higher paying jobs with increased benefits. In the 1997-98 school year alone, over
57,000 teachers, approximately 20 percent, |eft the teaching profession.®* Since the pool of certified
teachers does not keep pace with demand, the L egidature has acted to help school administratorstap into
avauable talent pool: retired teachers.

Return to Work Provisionsfor TRS
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State law requiresaone-month separation from employment in Texas public schoolsfor employeesretiring
under the TRS System. After completing the required one-month separation of service, an individua may
returnto work in Texas public education under the following conditions without affecting hisor her annuity
payments.

. Asasubgtitute a no more than the employer’ sdaily rate of subgtitute pay for an unlimited
number of days during a school year; or

. On aone-hdf time basis or less during any month; or

. Excluding al other Texas public school employment, retirees may work up to sx months
on afull-time basis provided that:

(1) thefull-timeemployment is performed beginning in the schodl year after the retirement date
(for example, October after an August retirement);

(2) working any part of amonth counts as a month; and

(3) theywork no morethan six months during the school year. Employment asasubstitute or
on aone-haf time or less basis will beincluded as part of the Sx months.

In addition, aTRSretiree may returnto work in Texas public education, with areduction in benefits, under
certain conditions. A retiree will forfait annuity payment for any monthsin which they:

work full-time during the school year in which they retire as amember; or

. work full-time for more than six months during the school year. They will lose the annuity
payment for any month in which they work in excess of the sx months; or

. work part of the month as a substitute and part of the same month on aone hadf-timebass;
or
. work as a subgdtitute or on a one-hdf time bads in addition to the sx-month, full-time

employment exception during the same schoal year.

With the passage of SB 1128 by the 76th Legidature, beginning September 1, 1999, certain retirees are
alowed to return to teaching full-time in acute shortage areas, as defined by the Commissioner of
Education, without areduction in their annuity aslong asthey:

. are a classroom teacher;

. have retired with no reduction in benefit due to early age;

. and have a bresk of 12 consecutive monthsin public school service since their retirement date.
. In addition, retirees must meet certification requirements as established by the State Board of

Educator Certification. As of March 7, 2000, areas of acute shortage were defined as
Mathematics (secondary), Science (secondary), Specia Education (all levels), Languages other
than English (secondary), Bilingual/English as a Second Language (all leves), and Technology
Applications (secondary).®® This definition provides an apped's process by which a district may
have additiond subject areas included in the definition of “ acute shortage area.”
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Utilization of Return to Work Exceptions

For the 1999-2000 school year, atotal of 11,045 TRS retirees returned to employment with the public
schools in some capacity:

Return to Work exception 1999-2000 school year
SUBSHITULES........eeiiecieeteeeee et 5711
Part-time, Y21ime, OF |€SS.......coviiiirirerie e 3,592
Full-time, 6 MOS. EXCEPLION......cccoerieeererie s 1,185

Full-time, 6 mos. exception,

w/ Annuity suspended after 6 MOS.........cccccevveeereveseneseseeseenes 788
Full-time, Acute Shortage Area..........coeereeerereceneneese e 129
Total 11,405

It is important to note that the number of retired teachers igible to return to the classroom under the
provisons of SB 1128isnot significant enough to be considered asolution to the teacher shortage problem.
TRS edtimatesthat, of its population of retirees, gpproximately 10,000 would be digible to return to work
under SB1128, provided they are certified in an acute teacher shortage area. It is adso estimated that
roughly 70 percent of the estimated 10,000 are over the age of 65.% Though retired teachers may be an
extremdy va uable resource for filling classroom teaching vacancies, we should not look to this population
to play too ggnificant arole in solving the teacher shortage problem.

Employees Retirement System

Employee retention problems are not limited to the classroom. The state of Texas aso faceshigh turnover
rates among state employees. According to a report by the Office of the State Auditor, the statewide
turnover rate for fisca year 2000 was 17.58 percent for full-time classfied state employees. This figure
issgnificantly higher than the average rate of 15 percent reported by state governments bordering Texas
and the average rate of 12 percent reported by loca governments®” One of the factors contributing to
this high turnover rateistheloss of state employeesto the private sector. Asthe economy remains strong,
particularly in the Greater Augtin area, where many state employee jobs are located, the state continues
to face the loss of experienced employees who defect to the private sector for higher paying jobs. The
state has experienced turnover rates as high as 30 percent at 19 of its 131 agencies.

Aging of the Workforce

Another issuethat the late must be mindful of isthe number of employeeswho arereaching retirement age.
Asagrester percentage of employees become retirement-dligible, the problem of employee retention will
only be compounded by the loss of experienced staff to retirement. Analysis of the State's workforce
completed by the State Auditor’ s Office reved sthat the State’ sworkforceis currently older than both the
U.S. and Texas projected median agefor 2030. The average state employee, excluding higher education
employees, is40.6 years old and has 8.22 years experience. Currently, the mgjority of state employees
are between 40-50 years of age. This age group comprises 31 percent of the State’ s workforce.

The Committee requested that ERS cal culate how many inthe current state workforcewill reach retirement
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eligibility over the next five years. Between now and FY 2005, 16 percent of the State' s workforce will
be digible to retire. Some of the largest agencies have even higher percentages. A sampling of these

figuresfollows
Agency Workforce Employees Per centage
as of Eligibleto of
8/29/00 Retire by Workforce
8/31/2005

State Total 153,326 24,653 16
Department of Crimind 40,748 5,870 14
Judtice

Department of Mental Hedlth 21,054 3,152 15
and Mental Retardation

Department of Transportation 15,696 2,911 19
Workforce Commission 3,720 839 23
Department of Public Safety 6,939 2,001 29

Many agenciesaretaking stepsto preparefor thelarge number of employeesreaching retirement digibility.
For example, a a hearing of the General Government Subcommittee of the House Appropriations
Committee, Texas Workforce Commission’s Executive Director, Cassie Carlson Reed, testified that the
TWC' sturnover rate for FY 1999 was 32.14 percent. Though much of the turnover rate was due to the
transfer of certain operations out of the agency, the agency'sturnover adjusted for service trandfer was il
17.34 percent - ahigh figure, nonetheless. Reed aso noted that between 2001 - 2005, approximately 25
percent of TWC's workforce will be digible for retirement. Of particular concern is that many of the
retirement-eligible employees are managers. In San Antonio, al TWC supervisors will be retirement-
eigible during this time period.

In an attempt to address the problem, TWC plans to implement a pilot project in its San Antonio offices,
to train new managers and ease the trangition of losing current supervisorsto retirement. The project will
indude management development courses, open to dl employees in the area. The agency has dso
implemented on-line exit surveys to determine reasons why employees are leaving the agency. Thegods
of the agency are to increase training for staff and supervisors and improve communication within the
agency. TWC plans to present the results of its pilot project at the State Auditor’'s professiona
development seminar in October 2000.

The State Auditor’ s Office notes that TWC is not done in this predicament. They warn that the date is
facing amassve “brain drain” asthe aging workforce retires in growing numbers. In fact, retirement was
the second most common reason for state employee turnover in FY 1999.%8
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Return to Work

One possible resource for state agenciesto utilize infilling vacanciesisretired state employees. Currently,
date law alows retirees to return to work provided at least onefull caendar month has passed sincetheir
date of retirement. Retirees may aso continue to receive their annuity for the first nine months of therr re-
employment within afisca year.%° However, retirees have not returned to state employment in significant
numbers. For fisca year 1999, only 555 of the State' s more than 150,000 state employees had returned
to work under the State’ s return-to-work provisions for ERS retirees.”® (see Attachment A)

There are many advantages to the State in re-hiring retired state workers:

. The State does not incur the costs of training a new employee;

. The State does not make a contribution to the employee’ s retirement;

. The State does not have to pay for health insurance for anew employee; and

. Retirees bring vauable experience to their postions, that in many cases can be very

difficult, if not impossible, to replace.

Despite the advantagesof re-hiring retirees, it isimportant to note that the focus of the State should be on
initidives to retain its younger employees. According to a study by the State Auditor, the costs of
employeeturnover for thestate are conservatively estimated at between $127 and $254 million for FY 997
These codts include recruiting, training and lost productivity. Though re-employment of retirees has its
advantages, it is not along-term solution to the State’ s empl oyee shortage problem.

Analysis of the Problem

The issue before the committee is whether the differences in return to work provisions between ERS and
TRS are judtified, and on alarger scale, whether the current state policy is adequate to meet the needs of
achanging workforce.

Recommendations

1. Maintain the current return towork provisonsat ERSand TRS.

Both school digtricts and state agencies have adequate flexibility to rehire former employees.
Though laws concerning return to work are dightly different & ERS and TRS, the differences
betweenthoserequirementsarejustified. Theteacher shortage hasreached acritica point, thereby
justifying changes adopted in SB 1128 which gpply to alimited number of teachers.

Onceagain, for both the State and local schooal didtricts, re-employment policiesa one cannot have
a sgnificant impact on worker shortages. Sdary and benefits are critical issues for worker
retention. Nevertheless, the current laws dlow agencies and school digtricts sufficient flexibility to
tap into this valuable pool. It is dso sgnificant to note that nothing prevents state agencies and
school digtricts from utilizing some of the * phased retirement” techniques that are being employed
by private employers.

2. Continue to monitor the effectiveness of return-to-work provisonsin SB 1128.

There has been much discussion about the 12 month lay-out requirement contained in SB 1128.
The Committee received testimony requesting that the Legidature reduce or eiminate that
requirement atogether. The Legidature seeks to provide school adminigtrators the greatest
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flexibility in hiring or re-hiring school teachers, however, the 12-month layout servesto:

. Provide TRS a defensible position againgt the Internd Revenue Service (IRS) prohibition
of digtributions from pension plans to participants who have not separated from service
with the employer, also referred to as in-service didtributions; and

. Mitigate the associated actuaria codts.

The Committee received legd opinions from the Texas Legidative Council and the law firm of
Clark, Thomas & Winters, consultantsto TRS, that concluded it isimpossible to predict whether or not
a shorter lay-out requirement would be viewed by the IRS asaviolation of thein-service digtribution rule.
A violation of the in-service digtribution prohibition could jeopardize the tax qudified status of the fund.
Because teachers typicaly work on aten-month contract with aroutine period of separation of 90 days,
a 30 day lay-out provison could likely violate IRS regulations. The adequacy of a Sx month lay-out
regtrictionisunknown. To haveadefinitiveanswer, TRS could request aprivate letter ruling on the subject
fromthe IRS. A waiting period for an answer on a private letter ruling often exceeds sx months. In
addition, the typica fee for preparation of the gpplication is between $5,000 and $10,000. Thefiling fee
for this gpplication is more than$2,000.”* Becausethis processis dow, the Legidature could shorten the
lay-out period and make implementation of the legidation contingent upon receiving a favorable private
letter ruling from the IRS. The Committee cautionsthat any reduction in the lay-out requirement should be
carefully congtructed so that the tax-qudified status of the fund is not jeopardized. The lay-out provison
should be adequate to demonstrate a clear bresk in service.

Another issue that prevents the Committee from making a definitive decison on a reductioninthelay-out
provison is theimpact on the retirement fund. The Committee received testimony that TRS actuaries had
determined that a shorter lay-out requirement would create an incentive for teachers to retire and then
returntowork. Thischangein behavior of TRS memberswould financidly impact thefund. Theactuaries
believe that the one year break in service requirement mitigates changes in behavior. As a result, the
adoption of a shorter lay-out provision could prevent legidators from being able to adopt other changes,
such as an increasein the TRS multiplier, that would benefit al current and retired school employees. The
Committee recommendsthat as changesto the retirement system are considered, the priority should beon
providing enhancements that benefit al members.

3. Amend return towork provisions contained in SB 1128 to allowthelocal school districts
to determine critical shortage areas.

The Legidature stipulated that only those educators certified to teach in acute shortege aress, as
defined by TEA, could return to work under the provisions of SB 1128. As previoudy stated,
areas of acute shortage were defined as. Mathematics (secondary), Science (secondary), Special
Educetion (al levels), Languages other than English (secondary), Bilingua/English as a Second
Language (al levels), and Technology Applications (secondary).” These shortage areas were
determined through a survey process in which TEA collaborated with the Texas Association of
School Personnd Adminigrators. In addition, the Commissioner of Education wanted to provide
local didricts with flexibility in determining their acute shortage areas, and therefore, a waiver
processwas established. To date, five schoal districts have applied for and received waivers. The
Committee recommends that because of the variations between school districts in Texas, loca
school digtricts should have the latitude to determine where their shortages exist without having to
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request awaver from TEA. TEA notifiesadl school digtricts of the critica shortage areas, aswell
as thewaiver process. Nevertheless, the low number of school didtricts that have petitioned for
a walver indicates that, perhaps, its availability is not widely known. This problem could be

dleviated by dlowing digtricts to use their own knowledge of local needs to determine acute
shortage areas.
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ATTACHMENT A
Employees Retirement System
Return to Work Totals FY-2000

State Agency Retired State Agency Size
EmployeesRTW
per Agency

4 618
House of Representatives 7 707
Legidative Council 1 416
Court of Crimina Appeds 2 57
Office of Court Adminigtration 1 126
Governor’s Office, Trustee Program 2 47
Governor’s Office 4 135
Attorney Generd 10 3,650
State Purchasing and Generd Services 4 737
Comptroller of Public Accounts 20 2,658
Generd Land Office 5 554
Secretary of State 1 238
State Auditor’s Office 1 228
State Securities Board 1 79
Commisson for the Blind 6 618
Texas Workforce Commission 24 3,704
Department of Human Services 68 14,161
Texas Rehabilitation Commission 25 2,426
State Penson Review Board 1 4
TX Commission on Human Rights 2 43
Office of Adminidrative Hearing 1 113
Texas Lottery 1 310
TX Veerans Commisson 1 89
Department of Public Safety 55 7,024
TX Workers Compensation Commission 1 1,052
Board of Insurance 8 1,012
Railroad Commission 1 801
State Board of Public Accountancy 1 36
Board of Private Investigators 1 45
Texas Department of Hedlth 22 5,398
Board of Medica Examiners 1 96
Commission on Alcoholism 2 14
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Hedlth and Human Services
Department of Protective & Regulatory Service

172
6,682

Department of Agriculture 1 477
State Board of Veterinary Medica Examiners 1 9
TX Naturad Resource Conservation Commission 10 2,879
Soil and Water Conservation Board 1 61
Department of Transportation 48 14,621
Department of MH/MR 107 21,774
Texas Juvenile Probation 1 50
Texas Youth Commisson 14 4,844
TX Department of Crimina Justice 43 41,097
Schooal for the Blind and Visudly Impaired 2 454
School for the Desf 1 517
TX Higher Education Coordinating Board 1 231
Parks and Wildlife Department 20 2,776
Texas Higtorica Commission 2 94
Texas-Cooperative Inspection Program 1 64
Totd 555 151,821
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ANNUITY OPTIONS

Background

In 1999, following the 76th Legidature, Regular Sesson, the Pensons and Investments Committee was
charged with reviewing the need for multiple cash and reduced annuity options such as “lump sum” and
“DROP’ plans.

What isa DROP?

A Deferred Retirement Option Program (DROP) isan optiond program under adefined benefit retirement
plan which alows retiring members to get a portion of ther retirement benefit in alump sum in exchange
for alifetime reduction in monthly benefits.

History of DROPs

The first DROPs were established in the early 1980sin Louisana. Many retirement sysemsin Louisana
offered retirement benefits & areaively early age. The vast mgority of participants in these plans were
retiring as soon asthey were digible. Employeesretiring at an early age receive their benefits over along
period of time. This increases actuarial costs for aplan. In an effort to reduce these codts, the initia
DROPs were offered to encourage participants to continue working past their earliest possible retirement
date.

Since their introduction, DROP plans have evolved to accomplish avariety of objectives. DROPs can be
designed to accomplish gods, such as. increasing portability; inducing changes in retirement petterns -
either to get people to work longer or retire earlier; and to dlow an individud to create an estate within a
defined benefit system.

DROPs have been increasing in popularity, particularly among police and firefighter retirement sysems.
Since thelr inception, three basic types of plans have evolved; each of which offers a reduced monthly
annuity in exchange for alump sum payment.

1. Regular DROP (also called a Forward DROP): Under a Regular DROP, an individua who
isdigiblefor retirement can Sgn a binding agreement with an employer to complete an additiona
period of service, usualy between two and five years. At the conclusion of the additiond period
of sarvice, theindividud is paid amonthly benefit based on the retirement formula (which factors
in sdary, years of service and a multiplier) in effect on the date of entry into the DROP. The
individud aso receives a lump-sum payment equa to the accumulation of the DROP monthly
benefit, with someinterest, from the date they entered the DROP until their retirement. Themember
is dill performing the duties of an active employee, but they have “locked in” their benefit and pay
leves for caculation of their retirement annuity. No pay increases or benefit increases are
consdered after amember dects into the DROP, resulting in alower lifetime monthly benefit.”*

2. Immediate DROP (also called a Partial Lump Sum Option): An Immediate DROP reduces
the monthly retirement benefit by a fixed percentage and provides an individud with alump sum
payment. Thisoption is selected at retirement, and no additiond serviceis required.

3. Retroactive DROP (also called a Back DROP or Reverse DROP): A Retroactive DROP
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dlows participants to sdect a DROP after ataining digibility for retirement. At that time, a
beginning period of the DROP is selected by the individua. The individud is paid a monthly

benefit based on the retirement formula (which factorsin sdary, years of service and amulltiplier)

in effect at the time selected for entry into the Retroactive DROP. The individua aso receivesa
lump-sum payment equa to the accumul ation of the DROP monthly benefit plusinterest, calcul ated

from the date sdlected for entry into the DROP.

I ssuesto Consider in Designing a DROP

Leon F. “Rocky” Joyner, Jr., Vice Presdent of The Segal Company, notes that in desgning a DROP, it
iS necessary to:

Define specific gods and expectations for the DROP.
Review plan retirement patterns and assess the impact that the DROP may have on them.

Congder the age and service characterigtics of the group and forecast how the DROP may change
them.

Congder theimpact changesin retirement patternsmay have on sdlary and training needsfor active
employees.”

Impact of Participation in a DROP for Members

A DROP program has advantages and disadvantages for participants. It isimportant to note that these
advantages and disadvantages depend on the design of the DROP program and will not necessarily apply
to the programs offered by ERS or TRS.

Advantages.

DROPs dlow retiress flexibility in planning for their retirement. A lump-sum payment can help
cover education costs, medica codts, or other large expenditures.  In addition, these funds can be
rolled over into an eigible plan or an IRA.

DROPs dlow retireesto have the stability of alifetime monthly benefit combined with alump-sum
payment which alows retirees to creste an etate within the defined benefit Sructure.

Individuds who have reached the limit on their benefit accruas, or who do not expect earningsto
increase Sgnificantly during their find years of employment, may increase their overdl retirement
benefit by participating in a DROP.

Disadvantages:

If anindividua does not use lump sums received through a DROP program prudently, he or she
may facefinancid shortfallsbecause hisor her monthly benefit has been reduced through sdlection
of aDROP.

Insome DROP programs, theindividua must agreeto terminate employment within afixed number
of years. Thisagreement isusudly irrevocable.

Anindividua may forgo asgnificant penson benefitincreaseif hisor her sdary incressesafter they
have selected participation in a Forward DROP.

47



. In some DROP programs, payments to the DROP account may be less than 100 percent of the
contribution in order to make the DROP cost neutral.

. May lessen podt-retirement increases based on initid retirement caculations.

. A DROP didribution could potentidly result in ahigher tax liability for an individud.
Impact of DROP to the Retirement System and Employer

Advantages.

. DROPs can encourage experienced employeesto stay onthejob longer. Thiscan saveemployers
cogts associated with hiring and training new employees.

. Regular DROPs are designed to change work patterns by providing an incentive for people to
work longer. Under the current economic climate with low unemployment and difficulty atracting
employees, these DROPs provide an incentive for individuas digible for retirement to continue
working.

. The additiond flexibility afforded to individuds with a DROP option may improve employee
satisfaction with his or her retirement benefits.

Disadvantages:

. Changesin the economic climate can necessitate changesin employment incentive Sructures.  For
example, during periods of low unemployment, a DROP could be designed to retain existing
employees. When the cdlimate shifts, an employer may need a plan that encourages retirement.

The danger of a DROP plan for date retirement systems is that changes to the plan require
legiddive action. The economy is prone to sudden changes, and legidative changes would be

unable to keep pace.

. Adminigering DROPs requires additiond record keeping, daff training and member
communication.  Thismay result in higher adminidrative costs.

. The DROPisnot inherently cost neutral.  The program may increase cost to the retirement system.

. Higher contributionsto aretirement fund may be necessary if retirement patterns do not change as
predicted in the actuaria assumptions.

Impact of Multiple DROPsin a Single Retirement System:
Advantages.

. Allows retirement system members additiond flexibility in designing a retirement plan that meets
their individua needs.

Disadvantages:
. Communication of the multiple programs is an additiond chalenge for plan adminigtraor.
DROPsin Texas

In Texas, both the Employees Retirement System and the Teachers Retirement System offer participants
DROP options.  In both systems, the programs are designed to be cost neutrd.
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Employees Retirement System (ERS)

During the 76th Legidature, SB 1130 authorized the crestion of a Partid Lump Sum Option (PLSO) for
ERS members. The PLSO isan Immediate DROP. The program went into effect on January 1, 2000,
and it alows new retirees to request from one to 36 months of their standard annuity as a lump sum
payment a retirement. The standard monthly annuity isthen reduced using actuaria reduction factors (see
Attachment A).

ERS Experience
Partial Lump Sum Option (PL SO)
January - August 2000

Number of Retirees 2532
Number of PLSOs 847
Percent of PLSOs 33%
$ Amount of PLSOs $35,705,250
Number Taking Rollover Option 316
Percent Taking Rollover Option 37%
Number Taking Lump Sum Digtribution 621
Percent Taking Lump Sum Digtribution 73%
Average Sdary $2,858
Average Standard Annuity $1,604
Average Number of PLSO Months Taken 26
Average PLSO Amount $42,155
Average Reduced Annuity $1,286

Teacher Retirement System (TRYS)

TRSis the only Sate retirement system in Texas to offer its members multiple DROP options.  Two cash
and reduced annuity options are available to TRS members, but members cannot participatein both, they
mus select one.  The “Deferred Retirement Option Plan,” a Regular DROP program, was authorized
during the 75th Legidative Sesson.  Under this program, a member continues working after entering the
program and accumul ates cash for withdrawa at retirement in addition to monthly annuity. 1norder to be
eigiblefor the TRS “Deferred Retirement Option Plan,” a TRS participant must have at least twenty-five
years of sarvice; they must be digible for unreduced service annuity (no early retirement); and they must
be an active contributing member. Members may elect to participatein DROPfor aperiod of oneto five
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years, in yearly increments. (For afull explanation of the TRS DROP program, see Attachment B).

The“Partid Lump Sum Option,” an Immediate DROP, was adopted by the 76th Legidaturein SB 1128.
Withthe PLSO, at retirement, aretiree selectsapartid amount of lump-sum cash, and hisor her sandard
monthly annuity is then reduced using established percentages (see Attachment C).

In addition, with the passage of SB 1128, the 76th Legidature amended the regular DROP by reducing
the amount deposited in an individual’s DROP account from 79 percent to 60 percent of his or her
retirement contribution. This change was necessary because legidators prioritized raising the multiplier to
the highest level possble without jeopardizing the soundness of the fund. During the session, this
committee requested that TRS demonstrate what would happen if the multiplier was increased to 2.2
percent and the DROP program remained unchanged. Watson Wyait, consulting actuary for TRS,
determined that under this scenario the State would have to increase its contribution rate from the current
level of 6.0 percent to 6.71 percent in order to amortize the unfunded liability within 30 years™®. Increassing
the multiplier was given higher priority because unlike the DROP, an increase in the multiplier enhances
benefitsfor dl retired and active TRS members.

TRS Experience
Deferred Retirement Option (DROP) and
Partial Lump Sum Option (PL SO)

as of 8/31/2000
DROP
Number of digible members 34,231
Number of members participating 5,131 a 79 % contribution
__ 392 at 60% contribution
5,523
Percent of digible members 15% at 79% contribution
1% at 60% contribution
16%

Note: 25% of members participating in DROP as of 8/31/2000 revoked during FY 2000.

PLSO (during FY 2000)

Number of digible retirees 10,222

Number of PLSO participants 3,292
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Percent of digible retirees 32%

$ amount digtributed in FY 2000 $184 million
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Recommendations

1.

Continue the existing programswhich provide cash and reduced annuitiesfor retireesat
TRSand ERS.

Utilization of the Partid Lump Sum Option a ERS and the Partid Lump Sum and Deferred
Retirement Option Program at TRS has been high, and employeeshave expressed their satisfaction
with the exigting options.  The existence of these annuity optionsalows retireesmoreflexibility in
planning for their retirement.

I f enhancementsaremadetoexistingretirement programs, thepriority should betomake
changes which will benefit all retired and active members.

Although participationin TRS DROP has declined substantialy since changeswere enacted inthe
76th Sesson which lowered the percentage paid out, the Committee received testimony that
participants in the TRS system favored having multiple options.  Some testimony was received
advocating anincreasein TRS DROP percentage. The Committee cautionsthat it may beamore
prudent for state policy to reward al employees rather than a select few who participate in a
reduced annuity program. Therefore, the Committee recommends that benefit enhancements
enacted by the Legidature should be digtributed equitably, such as with an increased multiplier.

In addition, the Legidature should continue monitoring the efficiency of multiple reduced annuity
optionsa TRS. The Committee receved testimony thet consumersprefer having multiple DROP
options, however, since the Legidature adopted changes to the program in the 76th Session,
utilization of TRS DROP has been extremey low. At some point, low participation in this
program may not justify the additional administrative expense of offering both DROP options,
particularly when program objectives are so smilar.
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ATTACHMENT A

Employees Retirement System
Lump Sum Reduction Factors

Example: You are age 60 and want alump sum payment of 24 months of your Standard Annuity. Look
under the column "Age" for your age, 60. Look to the right under "24 Months' for the reduction factor,
0.80401. Multiply 0.80401 times your Standard Annuity to determine your gross monthly annuity.

Age 12 Months 24 Months | 36 Months
45 0.91604 0.83208 0.74813
46 0.91551 0.83102 0.74653
47 0.91494 0.82988 0.74482
48 0.91432 0.82865 0.74297
49 0.91366 0.82732 0.74098
50 0.91295 0.82589 0.73884
51 0.91218 0.82435 0.73653
52 0.91135 0.82270 0.73404
53 0.91046 0.82091 0.73137
54 0.90950 0.81900 0.72850
55 0.90846 0.81693 0.72539
56 0.90735 0.81470 0.72205
57 0.90615 0.80229 0.71844
58 0.90486 0.80972 0.71458
59 0.90348 0.80696 0.71044
60 0.90200 0.80401 0.70601
61 0.90042 0.80085 0.70127
62 0.89874 0.79748 0.69621
63 0.89694 0.79388 0.69083
64 0.89503 0.79007 0.68510
65 0.89301 0.78601 0.67902
66 0.89086 0.78171 0.67257
67 0.88857 0.77714 0.66571
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68 0.88613 0.77226 0.65839
Age 12 Months 24 Months | 36 Months
69 0.88350 0.77672 0.65051
70 0.88066 0.76133 0.64199
71 0.87757 0.75515 0.63272
72 0.87422 0.74844 0.62266
73 0.87059 0.74117 0.61176
74 0.86665 0.73330 0.59995
75 0.86237 0.72474 0.58711

Note: Although the table shows reduction factorsfor 12, 24 and 36 months, lump sumsare
available to eligible retirees in amounts from 1 to 36 months.




ATTACHMENT B

Teacher Retirement System
Explanation of DROP

The Deferred Retirement Option Plan (DROP) is an optional benefit program of the Teacher Retirement
System of Texas (TRS) which offers quaified active members a way, during their working years, to
accumulate funds in a specid DROP account for distribution &t retirement.  Participating members may
elect to recave thar distribution as one lump sum payment or in periodic instalments.

Eligibility Criteria

Active TRS members are digible to participatein the plan if they meet dl three of the following conditions.
They must:

. be active contributing members;
. be digible for a service retirement annuity that is not reduced for early age; and
. have a least 25 years of service credit in TRS.

Deter mining a Standard Annuity for DROP

The monthly deposit to a member’s DROP account is 60 percent of the calculated monthly standard
annuity for those entering DROP on or after September 1, 1999. The standard annuity is determined by
multiplying amember’ stotd years of service credit by 2.2 percent and then multiplying that amount by the
average of themember’ sthree highest sdlaries(creditable compensation). Thisresultsinan annud standard
annuity whichisdivided by 12 to determinethe monthly standard annuity. Thestandard annuity determined
for DROP is dso the standard annuity upon which the member’ s future retirement benefits will be based.

Both earned sdary and service credit areimportant factorsin determining amember’ s DROP depositsand
future retirement benefits. To calculate the amount of DROP deposits, TRS caculates a member’'s
standard annuity using only the three highest years sdaries earned through the last day of the month
immediatdy preceding the DROP participation date. Y ears of service credit are determined as of the last
day of the month immediately preceding the DROP participation date. TRS rélies on information from
employers to make these determinations.

Earned Salary

Earned sdary for the school year in which the member begins DROP participation is determined as of the
last day of the month immediately preceding the DROP participation date. Congder the following
examples

. If the effective date of participation is February 1, only sdary earned through January 31 would

be considered for that school year. Itisnot likely that sx months of salary would produce one of
the three highest annud salaries to be included in the calculation.

. If the effective date of participation is June 1, only sdary earned through May 31 would be
conddered in determining the three years of highest sdary. If members complete their required
number of contract daysby May 31 and have el ected to have their salaries spread over 12 months,
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their "earned” sdary for that school year would include al remaining amounts due to be paid after
May 31.

If members plan to complete their current school year before entering DROP and they wish to have their
entireschool year’ ssdlary considered, they should designate a DROP effective date no earlier than thefirst
day of the month following the month in which they complete the days of service required by their contract
or work agreement. Their election must be mailed in time to be received a TRS before the date of
participation.

Service Credit

A member earns ayear of TRS service credit for each schoal year in which the member worksin an
eligible pogtion or ison paid leave for a least four and one-haf months, afull semester of more than
four caendar months, or at least 90 work days. For example:

A member with a July 1 contract start date earns a credited year of service based on four and one-half
months by November 15, provided there are no deductionsin sdary for absences.

A member who completes afull semester of more than four calendar months by December 31 earnsa
creditable year by December 31, provided the member is an employee paid for every day of the
semester.

A member who is employed in a year-round school must work or be paid for at least 90 work daysin
aschool year to earn ayear of service credit.

If members wish to have the current school year count as ayear of service credit for calculation of their
DROP depogits and future retirement benefits, they should designate a DROP effective date no earlier
than the first day of the month following the month in which they complete the days of service required
by their contract or work agreement. Thelr dection must be mailed in time to be received by TRS
before the date of participation.

Special Service Credit

Members may increase their years of service by purchasing any digible specid service credit. The
most common types of specid service are active duty military, out-of-state public education, withdrawn
TRS sarvice, and subdtitute service. An dection to participate in the DROP congtitutes a deadline for
the purchase of specid service credit. Members who are eigible to purchase specia service and wish
to receive credit must make payment in full for that service before their DROP participation date.

Note: Service credit in the Employees Retirement System (ERS) is not digible for transfer to TRS for
the purpose of determining DROP digibility or deposits.

The Effective Date of the DROP Election

The effective date of a member’s DROP eection, also referred to as the DROP participation date, is
the first day of the month designated on the DROP dection form, or the first day of the month following
the month in which TRS receives the eection form, whichever islater.
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IMPORTANT CONS DERATIONSBEFORE ELECTING TO PARTICIPATE IN DROP
A DROP Election islrrevocable

TRS law specifies that when members enroll in DROP, they do so as an irrevocable, one-time eection.
(The 76th Legidature gpproved one exception to thislaw. This exception provides DROP participants
enrolled on or before August 31, 1999, with a one-year window from September 1, 1999, through
Augugt 31, 2000, in which DROP participation may be revoked). Asaresult, it is extremely important
that members determine the suitability of DROP for their retirement needs before they submit form TRS
567, "Election to Participate in the Deferred Retirement Option Plan (DROP)." They should dso
remember that their eection to participate in DROP becomes their deadline for purchasing specid
service credit.

Participation Period

Members may dect to participate in DROP for a period of oneto five years, in yearly increments.
Only three events can terminate DROP participation: (1) retirement, (2) expiration of the participation
period, or (3) the member’s death.

Member Contributions During DROP

Members participating in DROP continue to make monthly contributions as required by law to TRS
during their employment, and this includes the period during DROP participation. However, they no
longer earn further service or salary credits for their retirement annuities while participating in DROP.

|nterest Earned and Applied

TRS credits interest a the rate of five percent per annum to members DROP accounts until fina
digributions are made. The first DROP digtribution is due and payable at the same time as the
member’ sfirg retirement annuity payment. From that point on, monthly digtributions are paid on the
firgt of each succeeding month until the DROP account has been fully distributed. Y early didtributions
occur on the anniversary due date of the first payment.

Member contributions made during DROP participation are not refundable (except with the one-year
window noted above). Contributions made by a member while participating in DROP are not
deposited into either the member’ s contribution account or DROP account. Rather, these contributions
are deposited into the retirement reserve account. This account is used to pay al retirement annuities
and dl deeth or survivor benefits, including post-retirement benefit increases and other annuity
adjustments.

Working After DROP

A member may continue to work after the end of the DROP participation period, if desred. Any
additiona service credit rendered after the end of DROP participation will be used to caculate a
second component to the retirement annuity. This additionad component will be based only on the years
of sarvice credit and digible sdaries earned after DROP participation ends.
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This second component of the annuity is calculated using the same formulaas dl other TRS retirement
annuities. If amember has fewer than three creditable years of service after the end of the DROP
participation period, the average sdary will be the average for the number of years credited. Post-
DROP employment continuation does not require new vesting for benefit purposes.

Digtribution M ethods

Upon retirement, TRS distributes the accumulated amount in the member’s DROP account. The
member may sdect one of the following methods of distribution:

. one lump sum paymert;
. yearly or monthly increments over afive-year period; or
. yearly or monthly increments over a 10-year period.

A retiree who firg dectsamonthly or yearly distribution may later make a one-time eection to
accelerate ingtalment payments to alump sum amount representing the remaining DROP account
balance.

Designating a DROP Ben€ficiary

TRS members participating in DROP should separately designate one or more beneficiaries to receive
any DRORP benefits due in the event of death. Form TRS 11D, "Designation of Beneficiary for
Deferred Retirement Option Plan (DROP) Benefits" isincluded in the DROP eection packet.
Members should complete and return this form at the same time they submit their DROP dection form
(TRS 567).

DROP beneficiaries do not need to be the same person(s) named to receive other TRS payments upon
the death of the member or annuitant. However, in the absence of a designated DROP beneficiary,
DROP digtributions will be made according to Texas Law (Section 824.103 of the Texas Government
Code).

Death Befor e Retirement

In the event of the death of amember participating in DROP who has not yet retired, the DROP
beneficiary is entitled to receive the accumulated lump sum amount in the DROP account including
credited interest. The payment may be digible for roll over to an IRA.

Death After Retirement

Upon the desth of an annuitant who is receiving a DROP digtribution in ingtalments, an amount equa to
the member’ s didtribution will continue to be made to the DROP beneficiary until the DROP account is
fully digtributed. Asan dternative, the DROP beneficiary may make a one-time election to accelerate
payments to alump sum amount representing the remaining DROP account baance.

Federal Income Tax

Participating in the DROP may have federal income tax consequences. All DROP digtributions, except
for benefits paid monthly over a 10-year period, have been determined to be "roll over digible.”
Members who do not elect to roll over an digible distribution will have 20 percent federa income tax
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withheld from the distribution, as required by federd tax law. More than 20 percent may be withheld at
the request of the member. Also, if the member retires before age 592, a 10 percent early distribution
tax may apply to any amounts not rolled over during the period when these distributions are being
made. Internad Revenue Service Publication 575, "Pengons and Annuity Income,” provides additiona
information.

If amember dects the 120-month payout, TRS will withhold according to the member’ s tax
withholding preference filed with the sysem. There till may be a 10 percent tax pendlty if the member
retires prior to age 59%. Members over age 70%2 may have additiond tax consderations. The
determination of the tax consequences of digtributions is a complex metter. Therefore, questions
concerning amember’s specific tax Stuation should be referred to atax professond or financia
adviser.

[llugtration- How a DROP Account Works

A member is age 55 and has 25 years of service credit as of January 15, 2000. She wants to delay
entering DROP until she has earned her full 1999-2000 contract sdary. She will earn her full salary by
May 31, so shewill send her DROP dection form to TRS, designating June as her effective date of
participation, in timeto be received at TRS by May 31. Her best three years sdaries were $28,000,
$30,000 and $32,000. The member plans to participate in DROP for three years and to retire on May
31, 2003.

Before caculating the estimated DROP benefit, determine the member’ s digihbility to participate in
DROP. Since this member isage 55 with 25 years of service, sheis digible for an unreduced annuity
(because the sum of her age and years of servicetota at least 80). She has 25 years of covered
paticipation in TRS, and sheis an actively employed contributing member.

Because the member meets al three requirements, sheis eigible to participate in DROP. Therefore,
we can now follow the steps prescribed to estimate the member’ s DROP benefit.

Step One

List the member’ s three highest slaries.
$28,000 + $30,000 + $32,000 =
Combined total of $90,000

Step Two

Cdculate the member’ s highest average annud sdary by dividing the figure by three.
$90,000 + 3 = $30,000
Step Three

Multiply the member’stota years of service credit by 2.2 percent (current multiplier established by
law).
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25 years x .022 = .55 (total percent)
Step Four
Multiply the total percent by the member’ s highest three-year average sdary.
.55 x $30,000 = $16,500
(Thisisthe member’s esimated annua standard annuity.)
Step Five
Divide by 12 to convert the member’ s esimated annua standard annuity to a monthly amount.
$16,500 + 12 = $1,375

Thisis nat only the amount of the member’s annuity for purposes of caculaing monthly deposits to the
DRORP, but it is aso the basic gandard annuity that determines the amount the member will receive
upon retirement. At retirement, an optiona reduced annuity payment may be selected to continue
benefits to a designated beneficiary.

Step Six

Multiply by .60 (the DROP mulltiplier) to determine the amount of the member’ s annuity which will be
accrued monthly in her DROP account.

$1,375 x .60 = $825.00
Step Seven
Multiply this amount by the gppropriate factor listed below for three years of participation in DROP
(38.689326).
$825.00 x 38.689326 = $31,918.69

Thisis the estimated balance to be accumulated in your DROP account.

Factorsfor Calculating DROP Balances

Based on the number of monthsyou would select to participatein DROP, choosethe corresponding factor,
shown below:

# of Months Factor
12 12.272580
24 25.158795
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36
48
60

38.689326
52.896390
67.813813
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ATTACHMENT C

Lump Sum Reduction Factors

The 76th Texas Legidature has gpproved establishment of anew partial lump-sum option program for
those TRS members who are digible for unreduced retirement benefits (not early age retirement) after
September 1, 1999, and who are not participating in the Deferred Retirement Option Plan (DROP).
Through this new program, quaified members may select a partia lump-sum distribution in addition to a
gtandard or optiond retirement annuity when they retire.

Members may sdect apartid lump-sum distribution not to exceed an amount equa to 36 months of a
standard service retirement annuity. When this option is sdlected, the member’s annuity will be
actuarialy reduced to reflect that distribution and will be computed so that no actuarid loss results to
TRS.

A lump-sum amount equd to 12 months of a sandard annuity may be taken at the same time asthe
member’ s first monthly annuity payment. A lump-sum amount equa to 24 months may be taken in
ether one or two annua payments. A lump-sum amount equal to 36 months may be taken in one, two
or three annua payments.

Percentages shown in the table below will be applied to reduce a member’ s standard annuity when a
partial lump-sum distribution is chosen. For example, a member who retires at age 60 with a
$2,000/month annuity and sdects a partia lump-sum digtribution of 12 months would receive a
$24,000 lump-sum distribution ($2,000 x 12) plus an $1,809.20/month reduced annuity ($2,000 x
90.46%). If amember then sdects an optiond retirement annuity, the option factor will be applied to
the reduced standard annuity.

Percentage of Standard Annuity
| _Age 12 Months 24 Months 36 Months
45 91.66 83.32 74.98
46 91.62 83.23 74.85
47 91.57 83.13 74.70
48 91.51 83.03 74.54
49 91.46 82.92 74.37
50 91.40 82.79 74.19
51 91.33 82.66 73.99
52 91.26 82.52 73.78
53 91.18 82.37 73.55
54 91.10 82.20 73.31
55 91.01 82.03 73.04

62



56

90.92

81.84

72.75
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Age 12 Months 24 Months 36 Months
57 90.81 81.63 72.44
58 90.70 81.41 72.11
59 90.58 81.17 71.75
60 90.46 80.91 71.37
61 90.32 80.64 70.95
62 90.24 80.48 70.71
63 90.01 80.03 70.04
64 89.85 79.69 69.54
65 89.67 79.34 69.01
66 89.48 78.96 68.44
67 89.28 78.56 67.84
68 89.06 78.13 67.19
69 88.84 77.67 66.51
70 88.59 77.18 65.77
71 88.32 76.65 64.97
72 88.03 76.07 64.10
73 87.72 75.43 63.15
74 87.37 74.74 62.12
75 87.00 74.00 61.00
76 86.59 73.19 59.78
77 86.15 72.31 58.46
78 85.68 71.35 57.03
79 85.16 70.31 55.47
80 84.59 69.18 53.78
81 83.98 67.96 51.94
82 83.32 66.64 49.96
83 82.61 65.21 47.82
84 81.83 63.67 45.50
85 81.00 62.00 42.99
86 80.09 60.18 40.27
87 79.09 58.19 37.28
88 78.00 56.00 34.00
89 76.81 53.62 30.43
90 75.52 51.04 26.56
91 74.13 48.26 22.39
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OVERSIGHT

Background

In 1999, following the 76" Legidature, Regular Session, the Pensions and Investments Committee was
charged with continuing oversight of the Sate agencies under its jurisdiction. Pursuant to House Rule 3,
Section 25, these agencies are: the Office of Fire Fighters Pension Commissioner, the State Board of
Trustees of the Teacher Retirement System, the State Board of Trustees of the Employees Retirement
System, the Board of Trustees of the Texas County and Digtrict Retirement System, the Board of
Trustees of the Texas Municipd Retirement Systemn, the State Pension Review Board and the State
Securities Board. During the 76™ Session the Committee had extensive involvement with, and
interaction with, al of these agencies except for the State Securities Board. Accordingly, it was
determined that the Subcommittee on Oversight would review the State Securities Board.

The State Securities Board (SSB) is a state agency entrusted with the task of administering and
enforcing the Texas Securities Act (the Act).””  The mission of the SSB isto protect Texasinvestors.
Conggtent with that primary mission, the agency seeks to ensure a free and competitive securities
market for Texas, increase investor confidence, and thereby encourage the formation of capital and the
cregtion of new jobs. To accomplish this misson, the Act gives the SSB the power to investigate
suspected violations of the Act; to initiate administrative enforcement proceedings, to refer matters for
civil or crimina action; to require registration of nonexempt securities sold in Texas, and to require
registration of firms and individuals who sdll securities or render advicein the State. For these
purposes, the SSB maintains programs for law enforcement, andysis of securities offerings, evauation
of dedler and agent applications, and ingpections.

The SSB is overseen by a board composed of three members gppointed by the Governor, with the
advice and consent of the Senate, for six-year overlapping terms. The Board appoints a Securities
Commissioner who serves at its pleasure. The Securities Commissioner serves as the agency’ s chief
adminidrative officer and supervises the day-to-day activities of the staff. The current Commissoner is
Denise Voigt Crawford.

The functions of the SSB are important to ensure the long-term hedlth and viahility of capita marketsin
Texas which rely on investor confidence. The SSB serves to protect investors and facilitate the
trangparency, efficiency and integrity of capita marketsin Texas, thereby maintaining investor
confidence. Federd law regulates certain aspects of transactions occurring in interstate commerce and
individuals doing businessin a number of dates. The Sate and federd regulatory sysemsform a
complementary partnership to maintain effective oversght of the nation’s capital markets.

Activities of the Subcommittee

Prior to the first meeting of the Subcommittee, a copy of the State Securities Board' s Self-Evaluation
Report to the Sunset Commission was obtained. This report listed groups and agencies affected by
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agency actions or which represented others served by or affected by agency actions. A letter was sent
to each of these groups and entities informing them of the hearing and requesting input concerning any
issues or concerns regarding the agency. The Subcommittee received responses from entities including
Merrill Lynch, the North American Securities Administrators Association Inc., Nationa Association of
Securities Deders, and Consumers Union. All of the entities responding to the Subcommittee’ s letter,
praised the role of the State Securities Board in protecting Texas investors.

Agency gaff provided to the Subcommittee information including: the Annua Report to the Governor
for Fiscal Year 1998-1999; Supplement to the Annual Report; an Analysis of Generd Revenue
Impact; and information concerning regulatory and enforcement activities of the agency. The
Subcommittee met to hear testimony on March 27, 2000.

| ssues Pr esented

Based on input received from the Subcommittee two issues were identified. The first concerns privacy
of information obtained by the agency from securities deders and investment advisors. The second
issue concerns the capacity of the agency to investigate and take action againgt fraudulent dealers and
advisors.

Privacy |ssues

There may be a conflict with the wording and the intent of the Securities Act. Section 28 of the Act
dedls with investigations and investigatory materials. This section authorizes the Commissoner to
subpoena witnesses and the production of books and documents relating to a matter under the authority
of the Board. Section 28 providesthat dl information obtained in such an investigation shall be tregted
as confidentia by the Commissioner and shal not be disclosed to the public except under order of the
court.

On the other hand, to obtain registration as a securities deder or investment advisor a person must
provide to the Securities Commissioner an “ Agreement for Maintenance and Inspection of Records.”
(copy attached) Section 11 of the Securities Act atesthat al information, papers, documents,
ingtruments and affidavits required by the Act are public records and shal be open to the ingpection and
examination of any purchaser or prospective purchaser of securities.

The concern arises when the Commissioner obtains private financia records of adeder’s clients under
Section 11 and the Agreement, rather than by subpoena under Section 28. That investigation might
result in the finding that the deder’ s activities are completely lawful. Alternatively, the investigation
might determine some impropriety on the part of the dedler. In ether circumstance, Section 11 could
dlow the release of the customer’ s private financid information.

Investigations and Enfor cement
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The Subcommittee received input which indicated thet the resources of the Board are limited, but the
demand for investigations and enforcement of the Securities Act is growing rapidly. The Subcommittee
questioned whether the agency had the capacity to meet its responsbilities to investigate complaints, to
enforce the Securities Act and to bring actions againgt dealers and advisors who violated the laws and
regulationsin atimely manner. Commissioner Crawford provided information concerning the injunctive,
receivership, and restitution actions againgt mgjor frauds during 1998 and 1999. This information
included an overview of investigations of various investment fraud schemes resulting in enforcement
actions and actions in cooperation with the Consumer Protection Division and various law enforcement
agencies.

Recommendations

1 Add anew provision to the Securities Act to clarify that all ingpection and investigation
recordsare private.

Such darification would diminate any concern regarding the privacy of customer records
obtained during an investigation or ingpection.

2. The Committee should examine whether the agency has adequate staff to efficiently
handle the number of investigations necessary (a number which islikely to increase as
the population of Texas grows and public involvement in securities expands). |If
wor kload exceeds the capacity of staff, the Committee should work with the agency
and with the Appropriations Committee to deter mine the appropriate level of staffing.
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