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Introduction: The study reported herein is part of the revigvthe Federation of Citizens Associations of the
Fairfax County 2011 Proposed Budget. In particulds study is a review of the pension funds notrfthe point of
view of whether the pension is too generous oisto@y to the employee, but from the point of viefwhether it is
adequately funded and adequately being managed.

We consider here the Fairfax County Uniformed Retient System (Fund 600 for firemen, etc.), thef&aiCounty
Employees’ Retirement System (Fund 601), the Batfaunty Police Officers Retirement System (Fung@)6the

Educational Employees' Supplementary Retiremernte8yg-und 691) and the Other Post-Employment Benefi
(OPEB, Funds 603 and 692). We do not consideYitggnia Retirement System (VRS), which is at that8 level.

Summary: Except for Fund 601, under the County’s repogeiiarial assumptions, the pension funds are under
funded. The assumptions could have a significant impadhe difference between assets and liabilitreefore,
the actuarial values of assets and liabilities &hba reported for other economic scenarios, irogidne equal to
the record over the last ten years. A re-compriathould also be made based on a high inflatitn wehich so
many financial experts are currently predicting.

Because the pension fund already is a major cdbet@ounty, the switch to a defined-contributidenpshould be
evaluated. The switch could be for new employeddg tiowever, a switch might be made also for quirre
employees for all future years, as was done irFdderal government. The change would decreaséoperssts
and relieve the County of the burden of the unagstan the economy.

The OPEB reports should be made to conform to thb#w®e other funds in which the unrealized cagitihs are
separated from the realized capital gains, inténesime, and dividend income.

Discussion: Budget data on the pensions was taken from thenty web siténttp://www.fairfaxcounty.gov/dmb/

its subsidiaries such agp://www.fairfaxcounty.gov/dmb/archives/budgettaves.htmfor budgets for prior years,
and fromhttp://www.fairfaxcounty.gov/finance/FY2008CAFR.pidi the Comprehensive Annual Financial Reports.
FY 2009, which is the most recent CAFR, has datiwnd including FY2008 as listed under the Reglir
Supplementary Information around Page 100. Thertieyg format changes somewhat from year to yemsit, \sill

not always be found in the same format. Additiqgrextinent information can be found in Section @t{fRment

Plans) and in Section H (Other Post Employment Bsn©PEB).

Pension data on income and expenses is found imvP of the budget documents, under the titletTFuads.
The funds are numbered 600, 601, 602, 603, 69592d Data for each fund can be retrieved indiviiguar he
tables used most were those at the end of eatte opdf files.

The OPEB funds (603 and 692) do not currently rejpeestment income in the same way that the perfsiods

do. The OPEB has the return on a single line abrtb distinction is made between the unrealizgitalegains and
the income from interest and dividends. In thel26thtement, the income is described as “interels€reas interest
is never negative. In fact it says “Interest ovestment income”, which is again is never negati@early, changes
in asset value are included. The OPEB report shioeimade the same is done as for the other funds.

! The County is aware of the funding shortfall. ®4@ of the Overview cites the funding as beingsile the corridor” of 90%
to 120% so that payments into the funds must hesteti. The budget calls for increased funding $hahthe funding will
reach the 90% point within 15 years.



The first question is: Are the projected pensigesssufficient to cover the projected liabilitiesfe CAFR shows
the actuarial assets and liabilities for each jeaeach fund (Exhibit 1). The OPEB funds aretreddy new;
therefore, not much data is available. The acilidollar values are the net present value of dseta (contributions
and the investment earnings from those contribgjiand liabilities (amounts to be paid to retireethe future).
The work “actuarial” implies that the health, watleration, life duration, etc., are factored inte tomputation.
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Exhibit 1: Actuarial Assetsand Liabilitiesfor Each of the Pension Funds

The difference between the actuarial assets andréat liabilities can best be seen if the two @mehe same graph
(Exhibit 2). The right-hand graph of Exhibit 2 sf®that only Fund 601 has assets equal to liaslitiThe
imbalance for the two OPEB funds is evident in Bihl, so they were not repeated in the right-hgnaghh. The
sum of the assets and liabilities shows that tine aithe liabilities has been rising at a fastée than the assets,
especially since 2006. The current differencepjgraximately 24%. This difference can be compaoettie rate of
return on investments of 4%, as discussed belot/tlerate at which contributions are made to #resjpn funds,
which is approximately 10%. The sum of these r&ltd%o, is considerably less than the 24%. Theiperignds
appear to be under-funded.

Because the pension funds constitute a major ocdbketCounty and the cost must be increased tobakassets and
liabilities, a lower-cost system should be evaldatEor example, the pensions could be switcheddefined-
contribution plan rather than the current defineddfit plan. The switch could be for new employeely;

however, a switch might be made also for currerleyees for all future years, as was done in trdeFs
government.

The second question is: Are the imbalances inuhdd sensitive to the economic assumptions needeahtpute
the actuarial assets and liabilities? The keyragtions made in computing the actuarial valuegsee, for
example, Pg 70 of FY2008CAFR):

a. A rate of return on the investment of present aridré assets of 7.5 percent per year compoundecityn

including an inflation component of 4.0 percent.

b. Projected annual salary increases of 4.0 to 6.&epérincluding an inflation component of 4.0 peitce

c. Post-retirement benefit increases of 3.0 percempoainded annually.
The CAFR'’s for each year use different percentrgatecreases, but the other two factors remairstree.

The assumptions made in computing the actuarialegatan be compared to what has happened to thatriments
over the last decade (Exhibit 3). The effect ofaiést attack of 9/11 in 2001 is evident in theplfrom 2001 to



2002. The effect of the collapse of the housingkeiais evident in the drop from 2008 to 2009. €Tand balances
are as of June 30 in the year indicated.)

Actuarial Assumption (a) above, concerning the m&xli7.5% return on investment, can be tested agiate for
the last ten years. The return on investment &gaioly not been constant; however, the averagease in the
investment value of the pension funds has excetdedf the Standard and Poor’s 500 (Exhibit )anks to the
investment advisors. The average return on inve@stnncluding the unrealized capital gains, isgéb year,
whereas the average for the S&P 500 is -1%. Diddere included in the 4% pension-fund returripso
comparison, approximately 3% in dividends shouldteéed to the S&P 500 rate, bring its total rate2®. The
S&P 500, which is usually not considered to be tilelais seen to be more volatile than the penfiimdls, surely
because much of the pension fund is invested iddcether than stocks. The average Consumer lRde& (CPI-
U) changed over this same period by 2.5%. (CPtdludes the effect of food and fuel prices; the @ds not.)
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Exhibit 2: Actuarial Assetsand Liabilitiesfor the Sum and Selected Pension Accounts
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Exhibit 3: History of the Values of the Assets



In determining the sensitivity of the balance betwactuarial assets and actuarial liabilities ateount
performances should be re-computed with a returinwestment of 4% and an inflation rate of 2.5%aascond set
of assumptions. The counter argument is that ttvesealues are overly influenced by two catastiogvents:

9/11 and the housing collapse; however, we canmaisbured that another catastrophe will not hafggn war in
the Middle East). In addition, the current recaissiould last years. Even in good times, the lmng: growth rate
of the S&P 500, including dividends, is only appnoately 2.7% above the CPI-U rate (Exhibit 5).
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Exhibit 4: Annual Return on Investment as Compar ed to S& P 500 and
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Exhibit 5: Compound Growth Rate of the Stock M ar ket

A thoroughly offsetting factor could be inflatiosp the balance between assets and liabilities dtadsb be re-
computed for a high inflation rate — a phenomemadast by many economists. The increase in theiqe
adjustment for retirees is limited to 4% per ydg 68 of FY2009CAFR). If inflation were to excetl and the
investment values were to stay ahead of inflatiloa,retirees would be paid is dollars of less valu¢hat the present
rate of contributing to the pension fund could hé&cmgreater than needed.



Appendix A: Proposed Resolutions

Resolution 1: Re-evaluate the actuarial assets and liabilities under historical rates of inflation and return (high
priority)

WHEREAS the actuarial values of the assets anditiab depend on the assumed values of inflatioth Beturn on
investment, and

WHEREAS the currently assumed values of the rat@¥lation and return on investment differ sigodintly from
what has been experienced over the past ten yedrfsan the longer-term S&P 500 rate

Therefore
BE IT RESOLVED that the Federation recommendsttiatctuarial values be re-computed under altemati

assumptions, including (1) the last decade’s awevadues for the rate of return of the pensionthednflation rate
and (2) the high inflation rates anticipated by snaoonomists.

Resolution 2: Evaluate changing the pensions from defined-benefit to defined-contribution plans (high
priority)

WHEREAS, under the current assumptions used bZthmty, the actuarial assets are less than thardtu
liabilities, indicating that the Fairfax County'sfithed-benefit pensions are currently under-funded;

WHEREAS the County’s pension costs are alreadyjamsamponent of the County’s expenses;
WHEREAS the County desires decreasing expenditagaising taxes, to meet budget limitations; and

WHEREAS most solvent private companies, as wethad-ederal government, have reduced their peresipenses
by changing from defined-benefit plans to definedtdbution plans

Therefore
BE IF RESOLVED that the Federation requests theGbunty evaluate switching from the current defibenefit
plan to a new defined-contribution plan. The skvitould be for new employees only; however, a $wstwould

also be evaluated if the new plan is applied te@ployees for all of their future years, as wasedio the Federal
government.

Resolution 3: Make thefinancial reports consistent (low priority)

WHEREAS clarity is needed in the County’s financigports

Therefore

BE IT RESOLVED that Federation requests that OP&brts be made to conform to those of the othed<tum

which the unrealized capital gains are separated the sum of realized capital gains, interestrimeoand dividend
income and that the titles to these items be magleame as in the other funds.



