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Mr. James P. Ulwick
Attorney at Law

Kramon & Graham, P.A.

One South Street, Suite 2600
Baltimore, MD 21202

Subject: BALTIMORE FIRE AND POLICE EMPLOYEES’ RETIREMENT SYSTEM ACTUARIAL Basis

Dear Jim:

We have reviewed the actuarial basis currently used by the Baltimore Fire and Police Employees’ Retirement
System. We have several observations about current investment return assumptions and proposed actuarial
assumed rate of investment returns.

= Currently, despite the recommendation of the actuary, the actuarial investment assumption used is
8.25% for pre-retirement, and 6.80% for post-retirement. This is an assumption which is optimistic
and unlikely to be realized. This is in part due to the segregation of assets for the variable benefit.

* A proposed change to an 8.00% investment return is much more appropriate and much more likely
to be realized.

* The current assumption of 8.25% is an outlier and among the more optimistic assumptions used
today.

* Even without the variable benefit, an assumption of 8.00% investment return is more likely to be
realized than an assumption of 8.25%.

* Proposed changes in Government Accounting Standards are at odds with the optimistic 8.25%
return assumption.

* Intandem with a proposal to lengthen the amortization period to 30 years and change the method to
payroll based, maintaining an 8.25% return on investments is not recommended.

Current assumption not likely to be realized

The System Actuary has analyzed the anticipated rates of investment return and has thereby recommended
that an assumption of 5.0% for post-retirement be paired with the 8.25% assumption for pre-retirement
investment returns. These analyses considered that a significant portion of earnings in excess of a 7.5%
threshold would be siphoned from the fund and generate additional benefits through the variable benefit
mechanism. For example, if the fund actually earns 8.25%, the 0.75% excess above 7.50% would generate

additional retiree benefits, resulting in only a 7.50% return allocated toward previously measured benefits.
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This can be illustrated by the following table:

Actual Investment Return Rate | Effective Investment Return Rate |
25% 15.0% |

20% 12.5%

15% 10.0%

10% 7.5%
5% 5.0% l
0% 0.0% ]

-5% -5.0%
-10% -10.0% #

-15% -15.0%
L Weighted Average = 8.25% Weighted Average = 5.00% |

The Mercer analysis considered the above as-well-as all potential returns and analyzed the actual return and
the effective return after reducing for the variable benefits. They determined that the appropriate effective
post-retirement rate assumption would be 5%. Although the current statute permits the system to use an
assumption of 6.8%, we concur with Mercer that this is optimistic and that an assumption of 5% is much
more appropriate and likely to be realized.

8% assumption more likely to be realized than current

In contrast to the current assumptions, once the variable benefit is eliminated, an assumption of 8.0% is

ch more likely to be realized. 8% is the assumption used by most public retirement systems throughout
the country. Based in part by advice of independent investment experts, many systems are considering
lowering their assumption below 8.00% Mercer has also recommended reducing the actuarial assumption
from 8.25% to 8.00%. We concur that this is a much more appropriate assumption than the current
assumption of 8.25% /6.80% and is more likely to be realized than an 8.25% assumption.

8.25% assumption an outlier

According to the Public Fund Survey, the median investment return assumption is 8.00%. Of 126 primarily
statewide funds analyzed, only 35 use an assumption as high as 8.25%. 37 use an assumption below
8.00%, and the remaining 54 use the 8.00% assumption. All regional systems included in the survey use
less than 8.00%. Maryland Public Employees Retirement System as well as Maryland Teachers use 1.75%:;
both District of Columbia Funds use 7.25%; Virginia Retirement System uses 7.50%; and Fairfax County
Schools uses 7.50%.

8% assumption more likely to be realized than 8.25%

There has been tremendous press recently advocating for funds to decrease their assumed rate of return.
This is for a variety of reasons, including reduction in anticipated rates of future inflation. Investment
consultants have continued to reduce their expectations for future returns. For example, in March, Wilshire
Consulting released their 2010 Wilshire Report on State Retirement Systems. In that widely publicized
report, Wilshire stated that they forecast a long-term median plan return equal to 6.9% per annum. Although
| believe that is somewhat pessimistic, clearly the trend is toward return assumptions below 8.0%, not to
mention below 8.25%.

Proposed GASB changes

The Government Accounting Standards Board is expected to release its ‘Preliminary Views” on changes to
accounting standards for public pension funds. One item widely discussed and expected is their requirement
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that underfunded retirement systems (such as Baltimore F&P’s) use a lower assumed rate of return on plan
assets to the extent that the plans are underfunded. This is completely consistent with the proposal to
reduce the assumption to 8.00% and one more reason in support of the proposal.

Impact of changes in amortization policy

The City currently determines its contributions as a combination of (1) Normal Cost and (2) Amortization of
Unfunded Liability. The City proposal of changing the assumed rate of return to 8.00% is @ modest step in
more responsible funding of the retirement system. It was proposed by the Union to not only maintain the
8.25% assumed rate of return, but to also liberalize the amortization policy. The liberalization would take two
forms. First, the period of amortization would lengthen from 20 years to 30 years. Second, the amortization
payments would be back-loaded by 3% per year, to be consistent with anticipated growth in payroll.
Although this practice is currently permissible under GASB, it is expected that they will no longer be
consistent with such accounting standards. These liberalizations would also be a step away from more
responsible funding practice, rather than a step in the right direction.

Conclusion

In conclusion, it is my professional opinion that a change in actuarial investment return assumption to 8.00%
is much more actuarially supportable and more appropriate than the current assumption of 8.25%.

I am happy to discuss this with you or the City further.
Sincerely,

oy

William B. Fornia, F.S.A.
Senior Vice President
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