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November 12, 2010

Ms. Elisse B. Walter, Commissioner

U.S. Securities and Exchange Commiission
100 F Street, NE

Washington, DC 20549

Dear Ms. Walter:

The purpose of this letter is to address comments that were made at the September 21,
2010 SEC Field Hearing on the State of the Municipal Securities Market in San Francisco,
California.

As a preliminary matter, CalPERS supports SEC's interest in accurate and full disclosure in
the municipal securities market, and CalPERS works cooperatively with SEC to further this
interest by requiring municipalities to meet certain investment standards. CalPERS has
also proposed several areas of reform for the credit rating agencies and has recommended
that Congress bolster the SEC’s position as a strong, independent overseer of credit rating
agencies.

We believe that shifting the focus of these SEC proceedings from the important topic of
improving municipal securities ratings to the largely unrelated topic of pension accounting is
misguided. Some of the testimony in this proceeding suggests that SEC should require
municipalities, and presumably CalPERS, to use a certain discount rate when calculating
pension liabilities for accounting purposes. We do not believe this focus will serve SEC's
interest in improving municipal securities ratings.

These accounting issues are being addressed by the Governmental Accounting Standards
Board (GASB). GASB has applied, and continues to apply, significant scrutiny to the
accounting standards used by public pension plans, and is in the process of addressing the
specific issue of discount rates.

CalPERS takes exception to the testimony given by David Crane at the field hearing on
September 21, 2010. Mr. Crane stated that the current system of allowing public pension
systems to discount pension liabilities is not logical and unjustifiable (written statement,
paragraphs 8-9). He also claimed that public pension systems, such as CalPERS, operate
in an “Alice-in-Wonderland” world, stating that “[tjwo identical, fully recourse and
unconditional obligations owed by the same government are valued at different amounts.
The answer lies in the Alice-in-Wonderland world of government pension accounting that
allows governments to hide liabilities.” (paragraph 12) This statement is more rhetoric than
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it is substantive. The assertion that CalPERS hides the rates is simply untrue. CalPERS
follows and will continue to follow all Governmental Accounting Standards Board standards.
Mr. Crane also seems to believe that the GASB is being controlled by the public pension
systems rather than acting in the best interest of the public (paragraph 18). GASB's
mission is to provide greater accountability to the public regarding government accounting
standards, there is no evidence to indicate that GASB has been swayed by a public
pension fund to change the rules. GASB is following its mission to provide greater
accountability and CalPERS plans to continue to follow all GASB standards.

We are providing two documents which further address this issue and which SEC may find
useful. First, in 2009, GASB issued an Invitation to Comment, entitled Pension Accounting
and Financial Reporting. The invitation to comment covered various aspects of public
pension reporting including which discount rate should be used to value liabilities.
CalPERS submitted comments on July 29, 2009, a copy of which is attached, which more
thoroughly address the issue of which discount rate should be used when calculating
pension liabilities. Further, on June 16, 2010, GASB issued a Preliminary Views document
to which CalPERS provided comments on September 17, 2010, a copy of which is
attached. _

Sincerely,

PATRICIA K. MACHT
Director, External Affairs Branch

Enclosure
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September 17, 2010

Director of Research and Technical Activities

Project No. 34

Governmental Accounting Standards Board (GASB)

401 Merritt 7

P.O. Box 5116 e,
Norwalk, CT 06856-5116

Dear Sir:

Thank you for the opportunity to respond to your Preliminary Views on major issues
related to Pension Accounting and Financial Reporting by Employers, dated .
June 16, 2010.

The California Public Employees’ Retirement System (CalPERS) is the nation’s largest
public pension fund with approximately $204 billion in market assets. The pension fund
provides retirement benefits to more than 1.6 million State, school and local public
agency employees, retirees and their families, and health benefits to nearly 1.3 million
members.

Before responding to the questions posed by the Board, we would like to express our
concern about how the accounting regime proposed will meet the basic objectives of
accounting for pensions. As we see it, readers of financial statements should be
provided with information to meet three objectives:

1. Understanding of the total obligation of the taxpayers for the benefits promised.
The total future resources that will need to be sacrificed to provide benefits for
service already served.

2. Understanding the resources which need to be sacrificed in the current year in
order to provide benefits for service accrued in the current year and in prior
years.

3. Understanding whether the funding is occurring (resources are being sacrificed)
or whether the needed sacrifice of resources is being deferred into the future.

The current accounting standards do a goaod job of meeting objectives 2 (via the ARC)
and 3 (via the NPO) but may not provide the visibility and consistency that is desired to
meet objective 1. Our biggest concern with the preliminary views document is that
improvements in meeting objective 1 above will be made at the expense of no longer
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meeting objectives 2 and 3. We feel that the gains in meeting objective 1 can still be
had while still meeting objectives 2 and 3 by focusing on issues 4a and 4b.

CalPERS’ Responses to the Questions Posed

Issue 1 -~ An Employer’s Obligation to Its Employees for Qefihec_i Pension Benefits

1. It is the Board’s preliminary view that, for accounting and financial reporting
purposes, an employer is primarily responsible for the portion of the obligation for
defined pension benefits in excess of the plan net assets available for benefits.
Do you agree with this view? b

Y

Response to Issue 1

We support the Board's view in part. For most plans, the employer is primarily
responsible as stated. However, there is a great variety of public plans and many
variations on the essential underlying funding agreement between the employers and
employees. For some public plans, the legislation and other documents that govern the
plans provide for specified cost sharing between the employer and employees such that
the employer is not primarily responsible for the entire obligation for benefits in excess
of the plan net assets available for benefits.

Reasoning

Where there are no cost sharing provisions or where employers only contribute towards
the normal cost, employers generally understand that they have the obligation for
pension benefits due to “employment exchange.” Employers also understand that they
remain primarily responsible for pension obligations in excess of plan assets and they
look to the plan as being primarily responsible for pension obligations that are fully
funded.

-Where there is an explicit or implicit cost sharing arrangement whereby employees pay
a portion of the unfunded actuarial liability, appropriate accounting would be to reflect
the underlying agreement between employers and employees as to the responsibility for
funding the plan. If an accounting standard does not do so but rather assigns all of the
liability to the employer, it will result in-a distorted picture of the responsibility for funding

~ the plan, mislead readers of the financial statements and discourage the adoption of

cost sharing arrangements.
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Issue 2 - Liabilifv Reccgnition by a Sole or Agent Employer

2a. It is the Board'’s préliminary view that the unfunded portion of a sole or agent
employer’s pension obligation to its employees meets the definition of a liability, referred
to as an employer's Net Pension Liability (NPL). Do you agree.with this view?

Response to Issue 2a

We agree with the Board’s view, to the extent that the employer is responsible for the
unfunded portion of the pension obligation (see Issue 1). L
2b. It is the Board’s preliminary view that the net pension liability is measurable with
sufficient reliability to be recognized in the employer’s basic financial statements. Do
you agree with this view?

- Response to Issue 2b

We agree with the Board’s view, however we feel that it is important to keep the pension
expense a meaningful and decision useful number. With this in mind, disclosure of a
meaningful pension expense should be maintained.

Reasoning

CalPERS believes that a pension obligation meets GASB's definition of a liability and
that it is measurable with sufficient reliability to be recognized in the employer's basic
financial statements. However, since the NPL will be linked to a plan's market value of
assets, the NPL will be volatile. If this volatility directly impacts the pension expense,
the decision-usefulness of financial statements will be impaired as they will no longer
give the reader an understanding of the resources that need to be sacrificed in the
current period in respect to current and past service benefits. Inclusion of a meaningful
pension expense would alleviate this situation.

Issue 3 - Measuréinent of the Total Pension Liability Component (TPL) of the Net
Pension Liability by a Sole or Agent Employer

3a. It is the Board'’s preliminary view that the projection of pension benefit payments for
purposes of calculating the total pension liability and the service-cost component of
pension expense should include the projected effects of the following when relevant to
the amounts of benefit payments: (1) automatic cost-of-living adjustments (COLAs),

(2) future ad hoc COLAs in circumstances in which such COLAs are not substantively
different from automatic COLAs (see also question 3b), (3) future salary increases, and
(4) future service credits. Do you agree with this view?
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Response to Issue 3a

We agree with the Board’s view.
Reasbning

Automatic cost-of-living adjustments (COLAs) should be included in the projection of
future benefits. These adjusiments are part of the plan and hence the employment
contract and are not at the discretion or under the control of the employer. Projected
future ad hoc COLAs should be included in the projection of future benefits in
circumstances in which ad hoc COLAs are substantially a part of the employment ,
agreement. Projected future salary increases should be included in the projection o#' )
benefits. Over the time periods involved in the accrual of pension benefits, employers
do not have the ability to not provide their employees with salary increases that offset
wage inflation. Projected future service credits should be included in the projection of
benefits with respect to the vesting of benefits. Future service should be included in the
calculation of the actuarial accrued liability and normal cost to the extent provided for in
the actuarial cost method used for funding the benefits.

3b. What criteria, if any, do you suggest as a potential basis for determining whether ad
hoc COLAs are not substantively different from an automatic COLA and, accordingly,
should be included in the projection of pension benefit payments for accounting
purposes?

Response to Issue 3b

Projected future ad hoc COLAs should be included in the projection of future benefits in
circumstances in which ad hoc COLAs are substantially a part of the employment
agreement, as demonstrated by an employer’'s pattern of practice. While these
adjustments are not an explicit part of the plan, they may be deemed to be part of the
employment contract. It is likely that they are not discretionary in that the employer will
likely incur some additional costs if it were to cease providing such adjustments

- unilaterally and without cause. To the extent that the ad hoc COLAs are not
substantively part of the employment contract, they should not be included in the
projection of benefits. GASB may want to approach the professional actuarial
organizations for additional guidance in this area.

3c. It is the Board’s preliminary view that the discount rate for accounting and financial
reporting purposes should be a single rate that produces a present value of total
projected benefit payments equivalent to that obtained by discounting projected benefit
payments using (1) the long-term expected rate of return on plan investments to the
extent that current and expected future plan net assets available for pension benefits
are projected to be sufficient to make benefit payments and (2) a high-quality municipal
bond index rate for those payments that are projected to be made beyond the point at
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which plan net assets avallable for pension beneﬁts are projecied to be fully depleted.
Do you agree with this view?

Response to Issue 3c

We believe that the most appropriate basis for discounting projected pension benefits to
their present value for accounting purposes is the estimated long-term investment yield
for the plan. However, we can support the Board'’s view for the use of a high-quality
municipal bond index rate for those payments that are projected to be made beyond the
point at which plan net assets available for pension benefits are projected to be fully
depleted. Lo
Reasoning

We believe that the estimated long-term investment yield for the plan is the appropriate
rate for discounting projected benefits. One reason for using the estimated long-term
investment yield relates to the definition of liability in Concepts Statement No. 4. As
defined in that Statement, a liability is a present obligation to sacrifice future resources.
One way of looking at the difference between discounting at the expected rate of return
and the risk-free rate of return is that the resulting difference is a measure of the cost of
defeasing the risk of future contribution rate changes. However, the employer is not
obligated to defease this risk; it is not a current obligation. If the employer elects to
invest in a diversified portfolio, future contributions could increase or decrease. If
investment returns are less than anticipated, there will be a future obligation to sacrifice
future resources. We can support that if there is a date of depletion (the date where
plan assets are run out before benefits), discounting the projected benefits expected to
be paid following such date at a municipal bond index rate is appropriate. In those
cases with a depletion date, it's important to disclose both the long-term expected rate
of return on plan investments and the high-quality municipal bond index rate used in the
calculation of the single equivalent rate.

3d. It is the Board'’s preliminary view that for purposes of determining the total pension
. liability of a sole or agent employer, as well as the service-cost component of pension
expense, the present value of projected benefit payments should be attributed to
financial reporting periods over each employee’s projected service life using a single
method—the entry age actuarial cost method applied on a level-percentage-of-payroll
basis. Do you agree with this view?

Response to Issue 3d

We feel the best actuarial cost method to use for accounting is the same method that is
-used for funding. However, we can support the Board’s view to use the Entry Age
Normal cost method if there is only one actuarial cost method that is allowed.
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Reasoning

For consistency between the accounting and the funding, the best actuarial cost method
for accounting and financial reporting is the method used in the actuarial funding
valuation. However, reasonable restrictions or: the range of methods to enhance the
comparability of financial results between plans would be acceptable. The Entry Age
Normal cost method produces the best results as to inter-period equity and should be
included in the allowable methods if it is felt necessary to restrict the range of methods
available. This cost method also assigns values consistently to past and future years,
has a consistent relationship to the base salary Ievel and is consistent with an ongoing,
career-long view of employment. L

IR Y

Issue 4 — Attribution of Changes in the Net Pension Liability to Financial
Reporting Periods by a Sole or Agent Employer

4a. It is the Board'’s preliminary view that the effects on the net pension liability of
changes in the total pension liability resulting from (1) differences between expected
and actual experience with regard to economic and demographic factors affecting
measurement, (2) changes of assumptions regarding the future behavior of those
factors, and (3) changes of plan terms affecting measurement should be recognized as
components.of pension expense over weighted-average periods representative of the
expected remaining service lives of individual employees, considering separately (a) the
aggregate effect on the liabilities of active employees to which the change applies and
(b) the aggregate effect on the liabilities of inactive employees. Do you agree with this
view?

Response to Issue 4a

We cannot support the Board's view.
Reasoning

. We support the current maximum amortization period (30 years) and, in our
circumstances, no ¢hange is needed or warranted. We also believe that prudent
management of public pension systems may result in relatively long amortizations of
surplus. Restricting amortization periods to shorter periods that are currently provided
may act against the prudent funding of public plans.

Different amortization periods are appropriate for different types of changes to the
unfunded accrued benefit obligation and indeed for amortizations of surplus versus
unfunded accrued benefit obligations. Good funding policy frequently demands different
amortization periods for different bases and that, where possible, accounting for public
pensions should reflect the funding. However, these differences need to take into
account the circumstances of the particular plan including the details of the particular
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funding regime adopted. Accordingly, it would be most appropriate for accounting
standards to apply broad limits on amortizations where it is felt necessary to encourage
a narrowing of the range of current practice. Of course, any attempt to encourage the
narrowing of the range of practice could backfire and result in a de-linking of accounting
and funding. :

There is no need to change the current maximum amortization period. However, if it is
deemed appropriate to do so, we feei that employers should be able to amortize gains
and losses over longer periods than changes in liabilities due to benefit improvements
and/or changes in assumptions and methods. The reason that we feel this way is that,
with unbiased assumptions, gains and losses will tend to offset each other over time.
There can be no expectation that the change in liabilities due to benefit improvemerits»
or assumption changes will be offset by future changes in assumptions so a shorter
period may be more appropriate. ' In addition, we take issue with the separating of the
active and inactive liabilities and applying different amortization periods to these
obligations. Not only would this be cumbersome, it would add volatlhty and distortions
to the pension expense and financial statements.

Finally, amortizations both as a level percentage of pay and as a level dollar amount are
appropriate in some (different) circumstances and both should be permitted.

4b. It is the Board’s preliminary view that the effects on the net pension liability of
projected earnings on plan investments, calculated using the long-term expected rate of
return, should be included in the determination of pension expense in the period in
which the earnings are projected to occur. Earnings on plan investments below or
above the projected earnings should be reported as deferred outflows (inflows) unless
cumulative net deferred outflows (inflows) resulting from such differences are more than
15 percent of the fair value of plan investments, in which case the amount of cumulative
deferred outflows (inflows) that is greater than 15 percent of plan investments should be
recognized as an increase or decrease in expense immediately. Do you agree with this
view?

. Response to Issue 4b

We cannot support the Board's view. We recommend an asset smoothing methodology
in line with current actuarial standards of practice.

Reasoning

Under the proposed view, investment eamings different from the long-term expected
rate are deferred indefinitely until the cumulative deferral exceeds 15 percent of fair
value. Amounts beyond the 15 percent threshold would be recognized immediately in
pension expense. This is unlimited asset smoothing within a narrow market value
corridor. This type of smoothing would mask the volatility of the pension expense when
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assets are within the corridor, but increase the volatility when assets fall outside the
corridor. We recommend replacing the permanent deferrals within the corridor with
recognizing investment gains and losses over a defined period. With a sufficiently short
retumn to market condition, the need for a market value corridor is greatly reduced. The
resulting method is more consistent with level cost methods, improves period-to-period

. equity and maintains a reasonable relationship between pension expense and fair value
of assets. '

Issue 5 — Recognition by a Cost-Sharing Employer

5a. It is the Board'’s preliminary view that each employee in a cost-sharing plan is \
implicitly primarily responsible for (and should recognize as its net pension liability) hs
proportionate share of the collective unfunded pension obligation, as well as its
proportionate share of the effects of changes in the collective unfunded pension
obligation. Do you agree with this view?

5b. The Board is considering basing the determination of proportionate shares of the
collective net pension obligation on employers’ respective shares of the total annual
contractually required contributions to the plan and believes that would provide a
reliable basis for measurement. However, the Board is seeking constituent input
regarding other potential bases that might exist for this determination. What basis, if
“any, do you suggest for determining a cosi-sharing employer’s proportionate share of
the collective net pension obligation?

Response to Issue 5a and 5b

We believe that the current disclosure requirements appropriately account for the
pension cost and obligation of an employer in a typical cost-sharing plan. However, we
can support the Board's view, with slight modification. We would prefer that sufficient
latitude be given with the attribution process in cases where liability information on an
employer by employer basis is available. In these situations, we recommend an
attribution process based on the employers’ share of liabilities instead of its share of

- annual contribution:

Reasoning

The relationship between a cost-sharing employer and the cost-sharing multiple
employer plan in which it participates can (and usually does) differ in economic.
substance sufficiently from the relationship of a sole or agent employer to the plan in
which it participates to warrant different accounting treatment. The current disclosure
requirements appropriately account for the pension cost and obligation of an employer
in a typical cost-sharing plan. However, not all cost-sharing arrangements are the same
and some may have differences that justify additional disclosures. At CalPERS, we
have put in place some risk sharing pools that have stronger commitments on the part
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of the employers to fund an)-/"funding shortfalls than are typical of most cost-sharing
multiple employer plans. If additional disclosures are needed, then these CalPERS risk-
sharing pools are likely to be one of the areas where they are needed.

_ If the Board moves ahead with the proposed attribution of a plan’s net pension liability,
pension expense, and deferred pension outflows based on the employers’ share of the
total annual required contribution, we can accept this position in cases where attribution
by liabilities is not practical. However, when the employers’ share of pension liability
and expense can be attributed by liabilities, that route should be utilized. While the
attribution process for each employer could add to the administrative costs for the plan,
we do not anticipate that it will be an undue burden. Y
T

SR N

Issue 6 — Frequency and Timing of Measurements

6. The Board'’s preliminary view is that a comprehensive measurement (an actuarial
valuation for accounting and financial reporting purposes) should be made at least
biennially, as of a date not more than 24 months prior to an employer’s fiscal year-end.
If the comprehensive measurement is not made as of the employer’s fiscal year-end,
the most recent comprehensive measurement should be updated to that date.
Professional judgment should be applied to determine the procedures necessary to
reflect the effects of significant changes form the most recent comprehensive
measurement date to the employer’s fiscal year-end. Determination of the procedures
needed in the particular facts and circumstances should include consideration of
whether a new comprehensive measurement should be made. Do you agree with this
view? '

Response to Issue 6

While our preference is that the Board continue with the timing requirements of
GASB 27, we can agree with the Board's view.

. Reasoning

The updating requirements of the Board's preliminary view would cause some increases
in administrative expenses, especially for multiple-employer plans and for smaller plans
and employers. The maximum lag time allowed in paragraph 2 (“no more than 24
months prior to the employer’s fiscal year-end”) is 12 months shorter than currently
allowed in GASB 27, where it is a valuation date 24 months prior to the beginning of the
employer's fiscal year. In certain situations, this would not provide enough lag time
between the most recent measurement date and the employer’s fiscal year end. The
requirement to update the net pension liability to the employer’s fiscal year-end would
also add volatility to the net pension liability and pension expense. While we prefer
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maintaining the current timing requirements of GASB 27, we can accept the new timing
requirements expressed by the Board.

in closing, CalPERS appreciates this opportunity to communicate with GASB regarding
our thoughts on issues important to governments and retirees.

Sincerely,
‘ STEPHEN W. KESSLER
Deputy Executive Officer, Operations by«

cc. CalPERS Board of Administration
Anne Stausboll, CEO, CalPERS
Peter Mixon, General Counsel
Alan Milligan, ACTO
Larry Jensen, ASB
Russell Fong, FCSD
Dave Cornejo, FCSD
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July 29, 2009

Director of Research and Technical Activities
Project No. 34

Governmental Accounting Standards Board (GASB)
401 Merritt 7

P.O. Box 5116

Norwalk, CT 06856-5116

Dear Members of the Board:

Thank you for the opportunity to respond to your Invitation to Comment, entitled
Pension Accounting and Financial Reporting. In preparing this response we noted a
couple of areas which are relevant to the topics being examined in the invitation to
comment that were not explicitly addressed by the questions but, that should be
discussed.

The California Public Employees’ Retirement System (CalPERS is the nation’s largest
public pension fund with net assets of over $180 billion. CalPERS provides retirement
and Health benefit services to more than 1.6 million people and 2,619 school and public
employers. Led by a 13-member Board of Administration, CalPERS membership
consists of over 1.1 million active and inactive members and approximately 477,000
retirees, beneficiaries, and survivors from State, school and public agencies.

Disclosure of Risk

The California Public Employees Retirement System (CalPERS) is currently
strengthening our measurement and disclosure of risk. We feel it is an important area
which should be addressed in almost all of our communications. In the context of
financial reporting, it is appropriate to enhance risk disclosures. One area of risk that
could use better disclosure is the risk of changes to future employer contribution rates.
This could be done through sensitivity analysis or other means.

While we feel that more needs to be done in this area, we still need to determine the
most appropriate way in which to enhance such disclosures. We encourage the GASB
to solicit the thoughts of the public sector retirement community and their constituencies
about the need for additional risk disclosure and the most appropriate and useful means
of doing so.

Including information in the Comprehensive Annual Financial Report (CAFR)
versus inclusion in the Annual Actuarial Valuation Report

California Public Employees’ Retirement System
www.calpers.ca.gov
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There appears to be no recognition, in the Invitation to Comment, that the CAFR is not
the only document available to the public with financial information about public pension
plans. At CalPERS, an annual actuarial valuation report is prepared for every plan
every year and is provided to the employer. This report is available to the public. We
believe this practice is almost universal among public retirement systems.

The actuarial valuation is a particularly important because it is a forward-looking
document that can be available prior to the time that discussions of possible benefits
enhancements take place. This information may then be used to make more informed
decisions. Financial accounting also provides useful information about past events
which are useful for discussion of possible benefits enhancements, and the information
is primarily historical. We believe that the actuarial valuation reports play a key role in
the process by which employers incur obligations to employees through benefit
enhancements. We further discuss the role of actuarial valuation reports in our
response to Question 9.

In considering the necessity to make changes to the financial reporting of public pension
plans and their sponsoring employers, it is important to consider this alternate source of
financial information and which document is the most appropriate place for including
any additional disclosures. '

Responses of the California Public Employers Retirement System (CalPERS) to
the Questions Posed

Question 1

To best achieve the financial reporting objectives of accountability and decision
usefulness, including the assessment of Interperiod equity, which of the following
processes related to pensions do you believe governmental accounting and financial
reporting should provide information about, and why? '

a. The process by which an employer incurs an obligation to employees for
defined pension benefits earned by them.

b. The process by which an employer finances its projected future cash outflows
for defined pension benefits.

c. Both processes.

Response to Question 1

In responding to this question, we have interpreted the phrase “the process by which an
employer incurs an obligation to employees for defined pension benefits earned by
them” as implying the measurement of actuarial liabilities and normal costs by an
actuarial cost method related to the accrued benefit obligation (ABO), projected benefit
obligation (PBO), vested benefit obligation (VBO) or a variant thereof (as those terms
were used under FASB accounting standards). For convenience, we have referred to
this option as using an “accrual basis” in our answer below. We have interpreted the .
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phrase “the process by which an employer finances its projected future cash outflows
for defined pension benefits” as implying the measurement of actuarial liabilities and
normal costs by the actuarial cost method currently used in the funding of the benefits.
We refer to this option as using a “funding basis” in the discussion below.

Given these interpretations, CalPERS response is Option “B” with some additional
elements. Financial reporting on a funding basis (i.e. one that provides information
about the process by which projected future benefit cash outflows for defined pension
benefits are financed) best achieves the objectives of accountability and decision
usefulness. Included in this would be the disclosure of the employer's share of the
- unfunded actuarial accrued liability on the funding basis. If a spread gain method is
being used for funding purposes, then additional disclosures along the lines currently
required by GASB statement 50 would also be appropriate.

Focusing financial reporting on the process by which the plans are financed (funding
basis) has a number of very positive benefits: '

1. Attention is focused where it is most needed. The greatest current issue in public
~ sector pensions is those employers who are not making the annual required

contributions as recommended by the actuary. The plans of these employers are
the least funded plans. The current accounting requirements focus attention on
exactly this area and do an excellent job of focusing attention on the area where
the worst problems exist and hence the current requirements are very decision
useful. If accounting standards change to focus on the benefit accrual process,
the linkage between funding and accounting will inevitably be broken and less
attention will be paid to the most decision useful pieces of information — what
contributions are currently required and whether or not the employer is making
those contributions.

In addition to being decision useful, focusing attention on where it is most needed
obviously enhances accountability.

2. Interperiod equity is essentially the question of whether or not each generation of
taxpayers is paying the “right” portion of the total cost of the plan. Generally, a
funding based approach will allocate a much more level (as a percent of pay)
portion of the cost to each year of an employee’s career than would an accrual
based approach. An accrual based approach would generally allocate a higher
portion of the cost to years later in the employee’s career. In the public sector,
the employer has no ability to reduce other forms of compensation late in the
employee’s career to offset the higher costs that an accrual based approach
would attribute to those late career years. Thus an accrual based approach will
generally result in undercharging total compensation costs early in the
employee’s career and overcharging total compensation costs late in an
employee’s career.

3. For a number of reasons, focusing the accounting on the process by which
benefits are accrued will result in more complex standards than would be the
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case if the accounting were focused on the process of by which the plans are
financed (see discussion below under the heading “Complexity”). One powerful
factor resulting in this simplicity is that, to fulfill their fiduciary duty, the trustees of
public pension systems must take into account the complexity in the underlying
plan (including any linkages between benefit accruals and the financing of the
plan) in order to ensure adequate funding of the plan. Focusing the accounting
on the process of financing the plan permits the accounting standards to “piggy-
back” on the solutions already developed for the financing of the plan.

There are also-a number of drawbacks to focusing financial reporting on the process by
which the benefits are accrued (accrual basis):

1.

One of the arguments in favor of focusing the accounting on the process by
which benefits are accrued is that it provides better information about the cost of
the benefits being accrued in each year and that information can be used in
salary negotiations. However, since an accrual basis generally results in higher
costs late in an employee’s career it would imply that the government should be
paying a class of employees that is composed of older workers less than
another class of employee’s that perform similar jobs but is composed of
younger workers. An accounting standard that may unfairly bias classes of
employees is not a decision useful standard.

The objectives of accountability and decision usefulness are best met with a
simple rather than a complex set of accounting rules. Further, we are
concerned that a complex set of rules will impact employer behavior in ways that
are unrelated to the underlying reality of the situation.

For the following reasons, an accounting standard based on the accrual of
benefits rather will be more complex than one focused on the financing of the
plan:

a. Obligations Linked to Financing: Most pensions in the public sector have
some cost-sharing by the members with the employer. As such, the
employer’s obligation to sacrifice future resources is related to both the
benefits that are accrued and the method that those costs are shared

between the employer and the members. While the cost-sharing between
the employer and the members is usually only with respect to current service
accruals, that is not always the case. An explicit cost-sharing arrangement
that covers past service costs means that the process by which the plan is
financed has affected (reduced) the employer’s obligation to sacrifice future
resources and this sacrifice cannot properly be quantified without
recognizing the process by which an employer finances the plan.
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It should be possible to come up with a benefit accrual based methodology
that appropriately reflects the cost-sharing provisions that already exist;
however, it would result in substantial additional complexity.

b. Variety and Complexity of Public Plans: In addition to cost-sharing
arrangements, many systems also have some self-adjusting mechanisms
that cause a feedback loop between benefits and financing. Again it should’
be possible to extend a benefit focused approach to cover both cost-sharing
and self-adjustment mechanisms but this would result in significant additional
complexity.

c. Accrual Patterns not Defined/Benefits not Accrued over time: Any method
that focuses on the process by which an employer incurs an obligation for
benefits must deal with benefits where the accrual pattern is not defined and
with benefits which do not accrue over time. An example of the former would
be a pension that is defined as x% after 20 years and attainment of age 70.
Focusing on when the benefit is incurred would lead one to allocate the
whole cost of the benefit to the later of the year in which the member attains
20 year of service or the year in which the member reaches age 70. This
result would be a gross violation of Interperiod equity.

An example of a benefit that does not accrue over time would be an
industrial disability retirement benefit that pays 50% of current compensation
to a safety member if disabled in the line of duty. A method that focuses on
the process by which the benefit was incurred would either assign all of the
costs of this benefit to the first year of employment or the year in which the
member became disabled — either of which would be a violation of
Interperiod equity.

For all of the above reasons, focusing the accounting on the process by which an
employer finances its projected future cash outflows for defined pension benefits rather
than the process by which an employer incurs an obligation to employees for defined
pension benefits would result in greater accountability, decision usefulness and
intergenerational equity.

Why not focus on both processes? While there may be some marginal utility in
disclosing additional information about the plans on some sort of accrual basis, this
additional utility is more than offset by the confusion that such information would
generate.

Question 2

What obligations of a sole or agent employer associated with pensions meet the
definition of a liability in Concepts Statement No. 4, Elements of Financial Statements,

and why?
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a. A measure of the cumulative difference between (1) amounts expensed, based
on annual required contributions of the employer to the pension plan pursuant
to a program of funding pension benefits developed within established
parameters, and (2) the amounts the employer actually has contributed to the
plan.

b. A measure of the employer's unfunded accrued benefit obligation to employees
at the financial report date related to the employment-agreement governlng the
exchange of employee services for salaries and benefits.

c. Other. (Please identify the obllgatlon that you believe best meets the liability
definition.)

Response to Question 2

In theory, for most public plans, a measure of the employer’s share of the unfunded
actuarial accrued liability best meets the definition of a liability in Concepts Statement
No. 4 (Option “B”). However, there are a number of practical considerations which
mean that a measure of the cumulative difference between amounts expensed and
amounts contributed is the more appropriate value to disclose as a liability on the
employer’s balance sheet (Option “A”).

We addressed a number of these considerations in our response to Question 1.
However, we would like to emphasize a couple of points:

One of the problems with using a measure of the unfunded accrued pension obligation
as the employer’s liability is the issue of what the employer’s portion is. In the private
sector, contributory plans are very rare; in the public sector, they are very common.
Many public sector plans have some cost-sharing between employer and employees
built into the plan or into their collective bargaining agreements. While these cost-
sharing arrangements usually relate to future service accruals, that is not always the
case; occasionally they apply to past service accruals. Thus, one cannot assume that
the entire unfunded accrued pension obligation is an employer liability. Rather the
unfunded accrued pension obligation is divided between employers and members.

‘As a practical matter, cost-sharing provisions have to be taken into account in the
actuary's funding recommendation. If the financial reporting is based on the actuary’s
funding recommendation (as is currently the case) cost-sharing provisions are handled
appropriately and painlessly.

Another problem is the variety of accrual patterns or lack of an acknowledged accrual
pattern. To change the liability recorded on the balance sheet from the current Net
Pension Obligation to a measure based on the employer’s share of the unfunded
accrued benefit obligation would require that the accounting standards specify the
treatment of benefits that do not accrue or for which the accrual pattern is not specified.
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There is a problem if the standards are too specific regarding how the accrual of
benefits are done, in that, they may result in an allocation that is contrary to the terms of
the plan or the intent of the parties to the plan. In effect, a high degree of specificity in
the standards could override the terms of the plan and result in an inappropriate
recognition. However, if the standards are too generic and you do not have the
fiduciary constraints imposed by linking accounting to funding, there will be a lot of
latitude in the accounting with consequent lack of accountability. It is probably not
possible to achieve meaningful level of specificity without sacrificing both fidelity and
simplicity.

Question 3

Which of the following expense recognition patterns is more consistent with the concept,
in paragraph 27 of Concepts Statement 4, that applicability to a reporting period or
periods for purposes of expense recognition in government-wide, proprietary fund, and
fiduciary fund financial statements should be determined based on the notion of
Interperiod equity, and why?

a. Recognition of the effects of transactions and other events that affect the
unfunded accrued benefit obligation as they occur each year.

b. Deferred recognition (deferral and amortization) of some or all components of
pension cost other than normal cost over a number of future years determined
by an employer or by plan trustees within accounting parameters.

Response to Question 3

Deferred recognition (deferral and amortization) of some or all components of pension
cost other than normal cost over a number of future years determined by an employer
or by plan trustees within accounting parameters is the appropriate expense recognition
pattern for fiduciary fund financial statements (Option “B”).

Generally, when a Government entity improves a plan, it anticipates benefiting from the
improvement for a number of years. To recognize the effects of the transactions
immediately without creating an offsetting asset would charge the taxpayers in the year
of improvement with the full cost of the improvement while future generations of
taxpayers would reap some of the benefits that were anticipated. This would be a
violation of the principle of intergenerational equity.

While actuarial gains and losses are generally related to events that occur in a particular
year, it would seem inappropriate and unnecessary to apply these changes to a single
year. Furthermore, the year in which these changes are recognized is almost certainly
not the same year (due to the time it takes to prepare the actuarial valuations) in which
the events occurred. Applying these costs (or reductions in costs) to the year after the
year in which the valuation was prepared would be inequitable to that year's taxpayers.

Actuarial assumption changes do not relate to events that occurred in a particular year —
other than the decision to change the assumption. Applying the whole increase or
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decrease in the liability to a single year could have significant adverse side effects. For
example, it could encourage actuaries to make assumption changes that reduce
liabilities all at once but phase in assumptions that increase the liability.

Additionally, recognition of the effects of transactions and other events that affect the
unfunded accrued benefit obligation as they occur each year could result in
inconsistencies between participating employers and the pension fund in which they
participate by virtue of different measurement focuses and bases of accounting.

Question 4

Should the projection of pension benefits include or exclude the following projected
future changes? Why?

a. Automatic cost-of-living adjustments (COLAS).

b. Projected future ad hoc COLAs, in circumstances in which ad hoc COLAs are
substantively a part of the employment agreement, as demonstrated by an
employer’s pattern of practice.

c. Projected future salary increases.

d. Projected future service credits.

Response to Question 4

a. Automatic cost-of-living adjustments (COLAs) should be included in the
projection of future benefits. These adjustments are part of the plan and hence
the employment contract and are not at the discretion or under the control of
the employer.

b. Projected future ad hoc COLAs should be included in the projection of future
benefits in circumstances in which ad hoc COLAs are substantially a part of the
employment agreement, as demonstrated by an employer’s pattern of practice.
While these adjustments are not an explicit part of the plan, they may be
deemed to be part of the employment contract. It is likely that they are not
discretionary in that the employer will likely incur some additional costs if it were
to cease providing such adjustments unilaterally and without cause. To the
extent that the ad hoc COLAs are not substantively part of the employment
contract, they should not be included in the projection of benefits.

c. Projected future salary increases should be included in the projection of
benefits. Over the time periods involved in the accrual of pension benefits,

- employers do not have the ability to not provide their employees with salary
increases that offset wage inflation. If employers did have that ability, they
would have taken advantage of it to reduce the drain on resources due to the
higher salaries that result from the increases. While employers may have the
ability to deviate from the wage market for a few years, to deviate for periods of
decades would be a recipe for disaster. Any employer that did not provide
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salary increases to offset wage inflation would incur substantial additional costs
due to the loss of all staff employable elsewhere.

Since employers effectively do not have the ability to control salary increases, this
should be treated like other assumptions that are beyond the employer’s control and
included in the projection of benefits.

Some actuaries have made the point that the employer always has the ability to cease
future salary increases by terminating the employment of their employees and hence
feel that salary increases are under the employer’s control, even for the long term.
While this argument may have some merit in the private sector, it does not work in the
public arena. Employers are unable to control pension costs in this manner because
they would be subject to legal action.

d. Projected future service credits should be included in the projection of benefits
with respect to the vesting of benefits. Future service should be included in the
calculation of the actuarial accrued liability and normal cost to the extent
provided for in the actuarial cost method used for funding the benefits.

Question 5

What should be the basis for determining the discount rate used for discounting
projected pension b_enefits to their present value for accounting purposes? Why?

a. The estimated long-term investment yield for the plan.

b. A risk-free rate (or a yield curve of risk-free rates applied to cash flows of
different maturities).

c. The employer's borrowing rate.

d. An average return on high-quality municipal bonds.

e. Other. :

Response to Question 5

The most appropriate basis for determining the discount rate for discounting projected
pension benefits to their present value for accounting purposes is the discount rate used
in the funding valuation. This would normally be the estimated long-term investment
yield for the plan (Option “A” — with a qualification).

The primary reason for this position is our belief that the accounting for public pensions
should reflect the funding as was discussed previously.

In recent years, at CalPERS, the discount rate used has not changed even though
(because of changes to the asset mix) the expected long-term investment yield has
increased slightly. Thus, we have developed a small implicit margin for conservatism in
the discount rate. In order to maintain the linkage between funding and accounting, the
funding valuation discount rate should be used even if it includes a margin for
conservatism (although we would support requiring the use of the estimated long-term
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investment yield for the plan in situations where the funding valuation has a negative
margin for conservatism).

An additional reason for using the estimated long-term investment yield relates to the
definition of liability in Concepts Statement No. 4. As defined in that Statement, a
liability is a present obligation to sacrifice future resources. One way of looking at the
difference between discounting at the expected rate of return and the risk-free rate of
return is that the resulting difference is a measure of the cost of defeasing the risk of
future contribution rate changes. However, the employer is not obligated to defease this
risk; it is not a current obligation. If the employer elects to invest in a diversified
portfolio, future contributions could increase or decrease. If investment returns are less
than anticipated, there will be a future obligation to sacrifice future resources.

Question 6

If, after due process, the accounting measurement approach adopted by the Board for
pensions were to be one of those discussed in Chapter 4 that includes the amortization
of some components of pension cost for purposes of recognition of an employer’s
pension expense: ’

a. Which actuarial cost method or methods should be permitted for accounting
and financial reporting purposes to determine an employer’s pension obligation
and expense? Why?

b. What should be the maximum amortization period or periods permitted for
accounting and financial reporting purposes to determine an employer’'s
pension obligation and expense? Why?

c. Should different maximum amortization periods be set for different types of
changes to the unfunded accrued benefit obligation? Why or why not?

d. If you answered yes to question 6¢, what should be the maximum amortization
period for benefit changes applied retroactively to past periods of service that
were not substantively a part of the employment agreements that established
the compensation for services in those periods or were not previously included
in the projection of pension benefits? What should be the maximum
amortization period for actuarial gains and losses? Why?

e. Which amortization method or methods should be permitted for accounting and
financial reporting purposes to determine an employer’'s pension obligation and
expense? Why? .

f. What method or methods of determining the actuarial value of plan assets
should be permitted for accounting and financial reporting purposes to
determine an employer’s pension obligation and expense? Why?

Response to Question 6

a. For consistency between the accounting and the funding, the best actuarial
cost method for accounting and financial reporting is the method used in the
actuarial funding valuation. However, reasonable restrictions on the range of
methods to enhance the comparability of financial results between plans would
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be acceptable. As stated previously, the Entry Age Normal cost method
produces the best results as to Interperiod equity and should be included in the
allowable methods if it is felt necessary to restrict the range of methods
available.

b. We are comfortable with the current maximum amortization period (30 years)
and, in our circumstances, no change is needed or warranted. We also believe
that prudent management of public pension systems may resuit in relatively
long amortizations of surplus. Restricting amortization periods to shorter
periods that are currently provided may act against the prudent funding of
public plans. For example, at CalPERS we currently amortize surplus over 30
years but benefit improvements or assumption changes are amortized over 20
years (for completeness, we will mention that actuarial gains and losses are
amortized over 30 years). Amortizing surplus over 30 years is good practice
and should be encouraged by the accounting standards.

c. As discussed in our response to question 6(b), different amortization periods
are appropriate for different types of changes to the unfunded accrued benefit
obligation and indeed for amortizations of surplus versus unfunded accrued
benefit obligations. Good funding policy frequently demands different
amortization periods for different bases and that, where possible, accounting for
public pensions should reflect the funding.

However, these differences need to take into account the circumstances of the
particular plan including the details of the particular funding regime adopted.
Accordingly, it would be most appropriate for accounting standards to apply broad limits
on amortizations where it is felt necessary to encourage a narrowing of the range of
current practice. Of course, any attempt to encourage the narrowing of the range of
practice could backfire and result in a de-linking of accounting and funding. A result that
would be undesirable and contrary to the public interest. We therefore urge caution in
this area but not necessarily inaction.

d. There is no need to change the current maximum amortization period.
However, if it is deemed appropriate to do so, we feel that employers should be
able to amortize gains and losses over longer periods than changes in liabilities
due to benefit improvements and/or changes in assumptions and methods.
The reason that we feel this way is that, with unbiased assumptions, gains and
losses will tend to offset each other over time. There can be no expectation
that the change in liabilities due to benefit improvements or assumption
changes will be offset by future changes in assumptions so a shorter period
may be more appropriate

e. Amortizations both as a level percentage of pay and as a level dollar amount
are appropriate in some (different) circumstances and both should be
permitted. We currently use both open (or rolling) and closed (or fixed)
-amortizations and believe that both are appropriate.
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f. As previously stated, consistency in funding and accounting is an important
goal. As such, for the purpose of determining the pension expense, the asset
valuation method used in the funding valuation should be used.

For information reported in the supplemental schedules, either the same asset valuation
method used in the funding valuation or the market value should be used.

Question 7

Does the relationship between a cost-sharing employer and the cost-sharing multiple-
employer plan in which it participates differ enough in economic substance from the
relationship that a sole or agent employer has with the plan in which it participates to
support different requirements with regard to liability and expense recognition? Which of
the following views best represents your view, and why?

a. The relationship does differ in economic substance, and current measurement,
- recogrition, and disclosure requirements appropriately account for the pension
cost and obligation of an employer in a cost-sharing plan.

b. The relationship does differ in economic substance, and current measurement
and recognition requirements are appropriate; however, additional disclosures
by cost-sharing employers are needed.

c. The relationship does not differ in economic substance a cost-sharing
employer has a long-term pension obligation based on the employment
exchange and should measure and recognize its obligation and expense in a
manner similar to that for sole and agent employers.

Response to Question 7

The relationship between a cost-sharing employer and the cost-sharing multiple
employer plan in which it participates can (and usually does) differ in economic
substance sufficiently from the relationship of a sole or agent employer to the plan in
which it participates to warrant different accounting treatment. The current disclosure
requirements appropriately account for the pension cost and obligation of an employer
in a typical cost-sharing plan (Option “C"). However, not all cost-sharing arrangements
are the same and some may have differences that justify additional disclosures. At
CalPERS, we have put in place some risk sharing pools that have stronger
commitments on the part of the employers to fund any funding shortfalls than are typical
of most cost-sharing multiple employer plans. If additional disclosures are needed, then
these CalPERS risk-sharing pools are likely to be one of the areas where they are
needed.

We would be pleased to work with GASB staff to examine this area further and see if
there is an efficient and effective way to provide better and more complete financial
disclosures for the employers who participate in these risk-sharing pools.
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Question 8

Which of the following should a pension plan report as its liability in regard to pension
benefits, and why? '

a. A liability for benefits currently due and payable
b. The accrued benefit obligation, however measured.

Response to Question 8

A liability for benefits currently due and payable is the appropriate approach for
reporting a liability in the Statement of Net Assets in regards to pension benefits.
(Option “A”)

There are three possible scenarios as to the reporting of liabilities — both those that are
currently due and payable and the accrued benefit obligation.

First, the pension system could report a liability for benefits currently due and payable
on the balance sheet and report the accrued benefit obligation in the footnotes. With
this presentation, the difference between the assets and liabilities of the system is the
assets available to pay benefits and this amount can be compared to the actuarial
accrued liability disclosed in the footnotes. o

Second, the pension system could report a liability for the accrued benefit obligation,
however measured, and not report an additional asset representing the employers’ and
members’ obligation to make contributions in respect of the difference between the
actuarial accrued liability and the assets available to pay benefits. -

Third, the pension system could report a liability for the accrued benefit obligation,
however measured, but also report an additional asset representing the employers’ and
members’ obligation to make contributions in respect of the difference between the
actuarial accrued liability and the assets available to pay benefits.

While the third scenario may be the purest presentation in theory, we are concerned
that it would leave the impression that systems such as CalPERS are 100% funded at
all times (since the assets would always equal the liability)'. The additional purity does
not add any value to the readers of the financial statements.

The second scenario is similar to the presentation shown in actuarial valuation reports
where the net assets available to pay benefits are compared with the actuarial accrued
liability and determine the future funding requirement. Our concern with this approach
is that there could be confusion between the other liabilities shown on the balance sheet
and the actuarial accrued liabilities. In addition, under this presentation, the reader of
the financial statements would not be shown the net assets available to pay benefits but
would instead be shown the gross assets. A possible variation of this scenario would

! This would not be true of systems where the future contributions were set in statute but would be true in
systems where the employer is obligated to contribute the amount recommended by the actuary.
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be to show the gross assets, the liabilities for benefits currently due and payable (and
other assets), the net assets available to pay future benefits and the actuarial accrued
liabilities. This would be an acceptable method of presentation but not an improvement
over the reporting described under first scenario above.

Question 9

Should a presentation of changes in the unfunded accrued benefit obligation be a
required part of general purpose financial reporting? Why or why not?

a. If yes, which financial report(s) should contain that presentation: the employers,
the plans, or both? Why?

b. If yes, should the presentation be a basic financial statement, a note to the
basic financial statements, or required supplementary information? Why?

Response to Question 9

Information about the changes in the unfunded actuarial liability is important information
for the sponsor of the plan as well as others. However, the annual financial statements
“are not the best place to present that information.

One of the main reasons for including information about the changes in the unfunded
accrued benefit obligation is related to making the costs of benefit improvements public.
While this is obviously necessary for good public policy, the timing of the information is
wrong. The most decision useful time to make this information public is prior to the
decision to adopt the benefit improvement. In California, public entities must make the
cost of benefit improvements public prior to adopting the improvements — the decision
useful time to have the information.

There is still some usefulness to having the information available after the fact.

To that end, CalPERS includes information about the changes in the unfunded accrued
liability in every annual actuarial valuation report? prepared and sent to the sponsoring
employer. These reports are public records and are covered by the Public Records Act
(GC Section 6251) and are available to every member of the public under the terms of
that act. In an effort to enhance the availability of this information, CalPERS is currently
working to make this information available on our web-site. We expect this to happen
concurrently with the implementation of a new computer system in early 2010.

Given this information is already available to employers and the public, it is not
necessary to include this information in the general purpose financial reporting. As the
annual actuarial valuation report contains much additional information about the plan,
including: the actuarial assumptions and methods, the plan membership as well as any
changes or significant events that happened after the valuation date but prior to the
report date, we feel readers who wish additional information about changes in the

2 CalPERS prepares an annual actuarial valuation report every year for every plan of every employer that
participates in the system.
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unfunded actuarial liability would be better served by reviewing the actuarial valuation
report rather than the general purpose financial statements.

This type of information is actuarial in nature and is best understood in a holistic
presentation of actuarial matters rather than summarized in general purpose financial
statements. The information is also more useful when presented at the plan level.
Important trends can be observed at a plan specific level but could/would be lost if
consolidated at the employer or retirement system level.

Finally, the current requirement to include notes to the required schedules of funding
progress and employer contributions when a significant change has occurred addresses

the matter adequately. Perhaps the best solution would be a requirement to include a

reconciliation or a reference to publicly available documents containing the information.

In closing, CalPERS appreciates this opportunity to communicate with GASB regafding
our thoughts on issues important to governments and retirees.

Sincerely,

STEPHEN W. KESSLER
Deputy Executive Officer, Operations

CC: CalPERS Board of Administration
Anne Stausboll, CEO, CalPERS
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