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Defined Benefit Plans ' ' 

Today, most defined benefit plans specify a retirement benefit based on 
years of service with the organization and the worker's final average annual 
earnings during the list three 'or five years on the job. Some collectively 
bargained plans base benefits solely on years of service. workers must 
remain with the organization for a sufficient period of time, typically five 
years, to become,vested in the pension plan. Once vested, the worker has a 
legal claim on future retirement benefits and is entitled to a benefit at the 
retirement: age specfied in the plan.2 This means that the worker can leave 
the firm prior to the specified retirement age and still receive a benefit in 
the future. 

Most of the early public plans specified a retirement benefit based on the 
position or rank of the individual. Benefits were usually specified in terms 
of percentage of monthly pay. In order to receive a jcetirement benefit, the 
individual had to remain with the organization for many years, typically 
20 to 25 years but often longer. Leaving prior to. that time meant that the 
employee would not receive any benefits. The lack'of vesting in these early 
plans provided a strong incentive for workers to remain on the job until 
they reached the age of retirement. Since discharged workers' could not 
expect to receive any pension benefits, these plans also provided additional 

. motivation for workers to, perform at a high level so they would not be fired. 
Of course, there were some moral hazards built into the employer's side of 
these contracts, since employers had an incengve to dismiss workers as they 
approached retireinent age and thus became eligible for pension benefits. 

Employer-provided pension plans are a significant =omp.dnent of total 
employee compensation for covered woxkexs. As such, the value of these 
plans .helps emp1.oyer to attract high-quality new workers. In. addition, 

..workers who have low ,discount rates will place a higher value on the 
promise of retirement benefits, and employees who are otherwise 'more 
likely to rem& with. the firm for longer periods of time will place a higher 
value on the plan (Ippolito 1997). Thus, employers can use pen- 
sion plans to help sort workers based on their propensity to remain on the 
job. Companies that have relatively high costs of hiring and training work- 
ers will want to minimize turnover. These companies are more likely to 
establish retirement plans that provide incentives for workers to remain - . -  " 
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A simple numeric$ example can illustrate this point. Suppose a worker . 
Is considering two.job offers. The first pays only a monthly salary of $1,000 
while the second offers a salary of $950 per month' plus a pension plsui 

' 

of $250 per month conditional on the worker rem8ining with the h n  for 
20 years. These two compensation policies are depicted in Figure 2.1. The 

value of this future benefit depends on the interest and discount 
rates and the probability that the individual remains with the firm until 
retirement. Workers expecting to leave the firm after only a few years will , . 
prefer the first job while workers who expect to remain with the firm for at 
least 20 years wil l  be more likely to consider accepting the second job offer.' . 
By deferring' a part of labor compensation, the firm is less likely, to. attract 
workers with high probabilities of turnover and more likely to hire individ- 
uals who are willing to remain with the firm foi a long period of-time. ' 

Once employed, workers evaluate the gain from remaining on the job 
versus moving to another employer or retiring. A key aspect of total com- 
pensation is the change in the present value of expected retirement benefits 
from working an  additional yea. This is called the benefit accrual. In a 
legal sense, accruals are zero und the individual becomes vested in the 
pension; that is, a worker who quits or is fired for nonperformance will not , 

receive any benefit unless he has worlied the minimum amount of time 
required for vesting. Once having been employed for the minimum num- 
ber of years required to be qligible for a benefit, the worker can leave the 
firm and ultimately receive a pension. This pension will typically become. 
larger the longer the person stays with the company. These benefit accru,aIs 
represent a compon6nt of annual compensation arid are an incentive for the 
worker to remain yith the firm (Ippolito 1985; Kotlikoff and Wise 1989). 

Workers may lodk ahead to' the promise of futsire benefits and calculate 
the gain in those benefits conditional on remaining with the organization. 
One of the innovations of modern pension economics was to place these 
pension expectations within the context of implicit long-term employment . 
contracts (Lazear 1979; Ippolito 1985). These models assume workers can 
calculate the value of hture retirement benefits if they remain with the firm 
and the value 3 they quit. Again, this "quit" pension is zero if the worker is 
not vested. The difFerence between the pension conditional on remaining 
with the organization and the pension if the worker quits is the loss in pen- 

e more sion wealth associated with changing jobs. The bigger this difference, the 1 

less likely workers are to quit (Allen, Clark, h d  McDermed 1993; Ippolito 
1987; Mitchell 1982). For example, a study of federal workers in the last 
quarter .of the twentieth century concludes that the very low turnover.rate 
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strong incentive for workers to retire pxjor to the normal retirement age. 
. Recent studies examined individual plans with characteristics that resulted 
. in a substantial loss of pension wealth for those who continued to work after 

the age of early retirement. In some plans, elnployees lost up to half of the 
.present value of their lifetime pension wealth by working past early retire- 
ment up to age 65 (Burkhauser 19'79; Fields and Mitchell 1984). 

The impact of continued employment on the present value of pension 
. benefits could also be illustrated with a simple numerical example. Consi- 

der a pension pladwith a normal retirement age of 65 -and a benefit formula 
that specifies that a maximum of 30 years of service can be used to calculate 
benefits. Benefits are determined as one percent per year of service times 
the average of the last three years of earnings. A worker reaches age 65 hav- 
ing worked for the company for 30 years. She has been earning $25,000 per 
year for the past five years and expects to continue to earn $25,000 per year 

don Total . if she remains with the firm. This worker expects to die at age 80. . 
If she retires at age 65, the worker would receive $7,600 per ye&- for each ' 

2 Two Jobs 
of the next 15 years before she dies at age 80; however, if she wore one 

' 

' more year and then retires at age 66, she wouldreceive the same $7,50O'per 
year for the next 14 years. Thus, by continuing to work, the employee, gives 
up $7,500 per year. In a real sense, her total compensation for working . 

at age 6 i  is not $25,000 but $17,500' (i.e., $25,000 in earnings minus the 
$7,500 in pension &come forgone). While this example (depicted in Figure 

figure shows annual 2.3) ignores the potential for future beneets to rise with additional years of 
service and higher average earnings, it does illustrate the potential for a ' 

substantial loss in pension wealth with continued employment. The magni- 
tude of this pension loss depends on various pension characteristics. Firms 

th the same employer seeking to provide retirement incentives can adopt plan characteristics that 
~ the same employer increase the size of the loss in pension wealth with continued employment 
.ears x $40,000). The Bnd can determine the age at which the loss begins. 
;ions totaling $12,000 , 

a s  $8,000 from job 2 
the annual retireinent ahnual benefit accrual. Benefit accruals prior to reaching the age of early 

retirement can represent a large component of total compensation. After 



times (Lumsdai: 
Burkhauser, am 
incentives becor 

strong incentives for employees to retire. Numerous empirical studies' of early and nor 
have shown that age-specific retirement rates are much higher at these other pension c 

resource manag 
retirement of tk 

Prior to the n 
early retiremen 
these plans me] 
to meet certain 
plans, the *tin 
at the normal r 
mandatory reti 
mandatory reti 

States adopted 
effort to purge 
veterans with n 

dding a conti1 
Taken toget' 

demonstrated 

between empla 
which both pa 
tract (Craig 1' 
century were 
indicate that . 

viduals durin 
In addition, it 
when war bro: 
that men sim 



Pension Econornlcs 1 9 
. . .  

. times (Lumsdaine, Stock, and Wise 1994; Kotlikoff and Wise 1989; Quinn, 
Burkhauser, and Myers 1990). Firms can determine the age at which these 
incentives become effective, and the size of the incentive, by setting the age 
of early andmormal retirement, the magnitude of the reduction factor, and 
other pension characteristics. Thus, pensions can be an important human 
resource ,management tool for employers seeking to influence the age of 
retirement of their workforce. 

Prior to the n$ddle of the twentieth century, relatively few firms @eluded 
. . early retirement provisions in their pension plans (Schieber 2002). Instead, 

these plans merely specified a normal retirement age and req&-ed workers 
. , to meet certain age and service qualifications. In these early definedbenefit 

, plans, the retirement incentives described above would occur, or "kick in," 
at the normal retirement age. In addition, m'any public employers adopted 
mandatory retirement policies as part of their early pension plans. The . 

mandatory retirement age was typically age 65, the same age as the normal 
retirement in ,their pension plan. Both the army and navy of the United 
States adopted mandatory retirement during the Civil War period in an 
effort to.purge the dfficer corps OE elderly, senior officem3 o f  coui-se, these , 

veterans with many years of military service were provided a pensidn. Thus, 

employment. Empirical studies indicate that pension-covered workers have 
lower quit and layoff rates compared to'similar workers whose employers do 
not provide a pension plan. Furthermore, this reiriew of the contemporary 
literature on pensions suggests that they are optimal or efficient contracts 
between employersand workers. An optimal or efficient contract is one in 

aefit formula of 
rears. The plan 
ling retirement 
t have an early 
rrvice, has been pensions in military organizations is consistent with moderh theories of pen- 
25,000 per ye? sion economics. Consider, for example that the military is particularly sus- 
he a& of retire- 
In of $7,500 per ceptible to the costs of turnover. The jobcare often highly specialized with 

d for 1 year, the few private-sector parallels, and a regiment in the field or ship at sea. can- 
naining life. not easily replace many of its key personnel. The need to retain these indi- 
$25,000 in case; viduals during times of conflict was extremely important to the nation. 
Iitiond years of In addition, it was often necessary to recall discharged veterans to active duty 
:ompensation is when war broke out. Retirement pensions provided a form of compensation :bus passing the 
asation and pre- . that men simply could not find in civilian employment in the nineteenth 

century. In addition, the U.S. military was a leader in providing disability 
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Coverage by a defined contribution ,plan clearly is an,employee benefit 
with value for workers. These plans can help organizations attract and 
retain workers. However, 'defined contribution plans typically do not im- The U.S. bor 
pose a loss in pension benefits on vested workers who leave the firm prior . of the major 
to early' or normal retirement. As a result, organizations with this type of 
plan will have higher turnover rates cornpared to those with defined benefit 

. plans. In addition, there are no magic retirement dates iu defined contri- 
bution plans; so age-specific retirement rates are likely to increask more were also va. 
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of shares of 
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reason that most nineteenth-century pension plps  were defined benefit municatic 

plans. It would not have been easy for the typical American in the 1800s to Travel bet 

invest retirement funds in a timely manner in relatively secure accounts. ' Between ' 

Mutual funds did not exist, and the occupation of financial planner was 
unknown. There were fledgling seceties markets in major port cities, but 
for an individual living inland from the East Coast or in iizral areas, buying financial 
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markets developed quickly in the post-revoliitionary period, access to these , 

. . markets remained quite,limited for most. of the population. 
At 'the .time of the Treaty of,~aris in 1783, which ended the Revolutionary . 

War, there were essentially no organized stock or bond markets in America. 
Shortly thereafter, organized financial mkkets did begin to develop in . ' 
Philadelphia, New York, Boston, Baltimore, and Charleston. At the end of 
'the war, there were various colonial debt instruments outstanding, such the normal 

ributions to as Loan' Office Certificates a4,Indents. The buying and selling of these 

e size of the instruments was ubiquitous. Alexander Hamilton consolidated the war debt 
' during his term as the first secretary of treasury. This action.created about 

$60 million of marketable long-term bonds, which were held by the newly 
created state governments as well as approximately 14,000 individual in- 
vestbrs. In other words, only about 0.25 percent of the population owned 
U.S. government securities. In 1791, the First Bank of the Uliited States was 

do not im- ' 

ined benefit . In addition to U.S. bonds and stocks, states eventually began to charter 

:rease more 

?e to defined 
:tion of new In 1'790, the travel time between New York and Boston was about four 

days; it required one day to get from Philadelphia to New York and three , 

days from Philadelphia to Baltimore. By 1810, travel 'time from New York 
to Boston had been reduced to three days and from New York to Phila- n plans with . . 
delphia to less than 24 hours. Similarly, the time required for informa-' 
tion to pass between the major cities continued to decline throughout the' 
nineteenth century. By 1830, a traveler could go between New York and h the contri- 

rchased and . Boston in less than a day and travel time between Philadelphia and New 

:ts is another York or Baltimore was less than twel"e hours (Pred 1973). Of course, com- 

ined benefit munication with European financial centers still required many days. . 

the 1800s to Travel between Philadelphia and Europe in 1800 tookjust over two months. 

r e  accounts. Between 1818 and 1832, required 'travel time fell to about 38 days. The 
advent of steamships in the rniddle'of the century reduced sailing time to 
13 to 22 days (Pred 1973; Officer 1996). Thus the priniitive nature of )rt cities, but , 
financial markets and financial. market information tended to work against 
the use of defined contribution pension plans. ' . 
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. . 
C O ~ S U I ~ ~ ~ ~ ,  ~ctuaries . . . . 

. . ' . . , 
9171 Towne Centre drive sult'e 440 SanDiego, balibrnia 92122 858-535-1300 D F~e58-53,5-l415' ' 

. . . . 
. . . . .  . . 

. . . . .  
. . .. , . . . 

. . .. .. ,-..- .-.. ...... ...................... ". . . I . - -  ...-. (. .....: . . . .  ...-........... . . .  . . . . . . . . . . . . . . . . . .  . . . . . . . . . .  ...... . . . . .  

. , 

. . Members of the Pension Reform ~:o&unission . 
. . 
. . . - C/O ~DCERS . . 

40 1 B ,Skeet,-~ourth Floor 
. , .  

.: .. , S+ Diego, CA 921 0i. , , ' : 
. . 

. . 
. . .  RE: Completion of Item #1 ,. . 

? . . . . 

~ e k  Members of the ~ommissi'~n, . 
. . . . .  

~ e ' h a v e  estiblishidthe hemuIh fh&cid impact of @ threk benefit increast-is 
,relating to Manager's Proposal 1 @@ 1),M,ana.gerYs Proposal 2 (MP 2)  and the . . , 

''~6rbett" settlement as of ~ k e  3 4  2003. This does not,hcorporate the impact of 
I 

other contingent benefits (Item #lo of your RFP request). l., 

. . 
. , 

The cumulative value of the benefit increases, including considering the time . .. . 

vahe of money, for MPI, MP2 and the non-contingent Corbett benefit .increases ' . ' . ' . 

as of June 3.0; 2003 is $467.3 d o n  ' ' . . 
. ' . . _ .  . . . . . 

contingent portion if the Corbett retiree increases was not $aid out as of Jme 
30, 2003. We calculated an estimated value of $75.5 million as of the June30, 
2000 valuation date. The affected nlirees are a closed group. It is still not 
entirely clear to LE how benefits¶ if any are applicable,.would apply to the estates 
of retirees who have died in the btervening time, once the conditions for payment 
have been triggered. . .  ..- . . 

. . 

Sincerely, 

. . 
. . .  . . .  . . .  

C'C: ' Lany Grissom 
. . ' . Paul Barnett . 

. ' . Lmnont Ewe11 . : 
. . .  . . 

; I, ' ,  . . 
1 .  , .  : . . 

. . 
-, . -/' . . . . . . . . 

. . . . 
, , 

. . 
. . 
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. - . . . . 
' SAN DlEGO CITY " 

' 

EMPLOYEES' RETIREMENT SYSTEM . . ' . 

ANNUAL .ACTUARIAL VALLJATION . 
. . . . June 30,2004.. . . .  . . . .  

. . . . . ,. ( . .  . ~. . . 
. . . ' .  ... . . . . . . . . . . . . . . .  ' . 

. . .  . . . . . . . . .  , . > ..-. . . . . . . . . . . . .  . .: . .  ' . -L .,., . . . : . . . 

. . . . . . 
, . 
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I ..'. . 

: : : .. .: . . . .  . . . . . . . . . .  ......' . : . . . . .  :.. . . . . . .  . . .  :. . :  . . . . .  . .,. . ', .,; "".: - , . .;. , ' , 
. . .  . . : . . 
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. . . .  
,, submitted to . . . . . .  

' .. , . . )- . ' . .  . . -. 
I . . , .  . . . . .  . . .  

THE RETIREMENT.BOARD ' . 
. . I  * 

sah i k g o  City ~rn~loy6es'  ~etirerne~t'sistern :',, .:,, . . ..... 

. . . . 
San Diego, California . " 

. . . .  



New ~etirees* . . 
, A  &g . ~l lowance - .  -. . . . .  

. . . . . .. . . . ...' . .  *: . . 
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SEPTEMBER 15; 2004 
, . 

. . . . 
. . 

. . . . 



. . . . . . 
. . 

z-.' . I.*-. , , ' 

. . ~nvestment . ' 6% 
t. . Under-funding by.City 10% ' 

. . Use of Elan earnings for contingent benefits 12% 
N i t  Actuarial losses 31%' . . 

b Benefit .bprovements ' . . - 41% - 
100% . .. . . . 

. . - . , . - 
Note: This analysis of under-funding does not include future -impact of contingent corbek 
~ett~ement .and .l3' Check , 

. . . . 

It should.be noted that the Retirement Board. commissioned a shnilar study that resulted in a 

. . . .  iig.ifi:cantly different allocatio* resulting from the interdependence of the various facttars. The 
, 

variance is currently being aqal&d by the Retirement Board. The most insignificant variance, 
howevet, was in investment performance where the Retirement ~oard's study indicates an 

, dlocation factor. of 7% rather than 6%. . 

Description of Caaases 

Investment performanke . 

. . 
While mis is thk least sign8cant factor mathematically, it w-ts discussion because the 

,l market "bubbl~" of the late 1990s masked the other factors, providing an unwdantd sense of 
we1l-b&ng by the Retirement'Board and thecity. 

, . 
8 ' 

As disnuised in f& initial section, the City's annual k6ntribution is calculated using a variety of 
. actuarial assumptions. One of those assumptions is an 8% average rate of return on inirestment. 

. . .Looking back over ten years, the expecience has, in fact, been 8% on averape over the low-term. , 

During the late 1990s, the City felt co~mfortablle not only increasing benefits but also maldng 
lower cbntributions than it should have. When the market adjDsted back tothe inveshnent rate of 
return oliginally,anticipated in the actuarial aisumptions, the fiscal impact of decisions made 

. . b r i n g  the bubble became evident. As a result, th?f@,w'& an inclination to blame the declining. 
funded status of the Plan on the decreasing market ra'ther th& acknowledging &at the 
stabilization of the market was,simply baring the results of ill-advised decisions. . . 

under-h&g bv the City . . 

- 
As @reviously discussed, the term "full actuarial funding" is misleading given the city's method 

. . 
Page 28 of 74 

THIS DOCUMENT MAY CONTAIN PRCWCTI~NS, FORflCASTS, ASSUMPTIONS, EXPRESSIONS OF OPINION; E S W n S  AND 
OTHER BAcKW~D-LOOKING RECONSTRUCTIONS OR FORWARD LOOKING STATEMENTS, ARE NOT TO BE CONSngUED AS . 
REPRESn\rrKI'lONS OF FACT, AND A& QUALTFIED IN THEIR WIRETY BY THIS CAUTIONARY STATEMENT. ONLY 
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EXHIBIT 7 



'. . . , . . . . 
. , 

9171 Towne Centre Drive; Sulte 44b San Diego, California 92122 858-535-1300 . FAX 858.5'35-1415 

To: Pension Reform Commission . . 
, . . . .  

' . RE: Requested ~?sI-cf by the Pension Reform Commission, 
. , . . . . 

~ e &  Members, of the Commission, 

We &e' summarizing M e r  results of our actuarial analysis. ' Item numb& 
referenced are consistent with: our fee proPo& letter. There are a couple 

. . additional delivirables which wewill finish checking this week. . 

For ease of comparison, all changes, due to alternate scenarios are id percents of ' 
, 

pay arid use actuarial assuiiiptions specified h Manager's ~roposal 2. City - ,.,.- 

. ,  ; ) .  . contributions are a s s b e d  to be'paid at the beginning of the fiscal year. : i 
. . 

We typically use petcents of pay in expressing changes. This is due to the  City's , ' , 

history of payroll growth, assumed future payroll ,growth'and the manner in which 
unfimded liabilities are amortized (18 yeais remaining as of June 30, 2003, ' . . 
financed as a level percent of payrolI). ' . . - . .  . . . . 

. . .  . . 
I . . . . . .  

If it is desired to translate,such percents, where indicated, in@'current dollars, ' 

then one of two numbers is usem: 
. , . . 

: June 30,2003 Valuation Payroll , 

. . 

projected June 30,2004 Viluation Payroll . . . .  . . 
. . .... 

, '  . The projectition is based on the 200'3 valuation payroll knd SDCERS' 4.25% 
... 

+f  . .. inflation assumption. . . .  



2. Impad of Pick Ups . - 
. . 

.. You have asked us td evaluate: the c&lativ& amount of city pick ups of. 
ern$1oyei c6ntribution.s since 1996 and any related actuarial impact if pick up8 : 

did not ,exist and the like dmount of City contributions were instead kpplied to 
the unfunded actuarial accrued liability. ' 

< 

. . C >.:-,. ., . , 
We have calculated the amount$, of the pick ups. for. the fibcal year ends1 997- . 

. 

,2003 to be .$.160,074,161. The .ckmlative value, inclusive of the time v'alue , 

of money, bf such pick ups is $207,911,404 as of ~i@e 30,2003. Because of . 

the fixed rates in the Manager's Proposal (as. long as the City's funded ratio 
exceeded 82.3%); there would pot have been yeardo-year hpact'on the City's 
actual~contribution due,to the pick up. However, there would be significant 
impact on the June 30,2003 actuarial'rate, as follows $the amounts pickid up 
were instead paid -by the employees 'and the "freed up" pick ups .were put &to 

. 
, 

SDCERS. 
. . 

Czirrent , No Pick UQ Decrease . ' 

Normal Cost 

. . '. TOTAL . 

~........... - . 
' 949 

** *" ."": 
U h d e d  Liability $1,157, . . '  

7 \ .. .............. 
\ .  

(millions). ,. . 

, , ~unded Ratio ' 67.2% .. 73.1%; (5.91% . 
. . . . . . .  

The total amount of the negotiated pick up is not contributed by the City,' ' . 
~nstead, a smaller amount is contributed to reflect anticipated savin&'from . 

having to pay lesser refunds. Pick ups are not refundab16 to employees. '. , . 
\ . . 

. . .  The establishment of the pick up program preceded the implementation of . . 
. . Manager's Proposal. I, , . . . .  . . 



'Y, j. I . .  

May 4,2004 

, , 3. Alternate Actuarial ~nvestment Assumptions - , . 
. . 

. . 
C&duIa& .fie 2003 act-,hd r&, by' chm&g. the fo&~&g econoko ' ' 

. . . . assumptiob to:, , . . . . 

Inflation . " 
Real Return , 

4.0% . (currently 4.25%). 
3.5% '(currehtly 3.75%) - 

. . 

. .. . . 1 
' ? 

. . Total Assumed Retum , . 7.5% -. , . .'.(cmently 8%) 
. . . . . . 

: .New . , . , 

. . Cirtent ~ssumptions Increase . . . . 
i ' .  . . .  . 

. . . . . . . . , . 

Normal Cost, . . 

Amortization ' . .15.99!% . . 18.78% 2:79% - . . 
. . . . 

# 
. . . . . . 

. . . . .  . .  . 
TOTAL '27.94% 32.65%. 4.71% . ' , 

.. . . . 
. . 

. . .  , 
' . , d  , 

' '. . Unfunded Liability . $1,1.57 1,382 . - '23s 
' .: - :.. . .  . . .  , . .  ... ",. . . . .  

'(millions), _ .  . . . _.._L.../. - ...,,.,.. . . 
FundedRatio , , . . 67.2% . ' 63% (4.0j% . ... 

. .  . . . 
. . 



' May 4,2004 . 

' 

4. calculate the actuariaI iatee +ithh&t COLA . . . . .  . .. . .  
. . . . - a  . 

~ f .  all future 2% annual COLA increases weie ilimiixiteci, the impact bn'the : 
actuaridrite would beLas fo~loys:. , . . ' . . . .  . . 

. . 
. . . . Current ;' No COLA Decreas'e , . 

. . 

Normal Cost 

Amortization 

I 

. . 
TOTAL 27.94% , 15.39% 12.55% . 

. . .. . 
.,m . , 

Udunded Liability $1,157 . . . ' 547 . ..  tilo 
(milpons). ,,. .,, 

. . ' F ~ d e d  Ratio . . 67.2% . . 81.3% (14.i)%'. ,,. I . . .,,: . '  
: . . . . . 

. . 
Suppose the:elimi&tion'of the 2% COLA were restricted ti future retirees: . 

. . . , 

~i&ent  ' . ' No COLA Decrease 

~krmkl  Cost 
. .. . .. . 

. Amortization 

TOTAL , 

Unfuncled Liability 
(millions) . , 



. . 
We have assumed no ohange in the employee Lontribution rate. It is likeiy . . 

. . . that the issue of empl'oyee contributidn rates being decreased would arise.' 

This issue could become fuaher complicated due to the significant pick ups 
. , 

. .  . currentIy in place. 
. . ..' . . . . . .. J 

, . 

There are ,lkgal' isiues inv61ving. '"co&a.ct7' impairment if ' course is, , , . . . 
. . . . .  - .,,., . 

I .  pursued for current members. . . . . . . . . . .  
. . . . 

. . 

6. ~mortization period Alternatives 
. . . . 

. . . . 
. . ~ecalculat i  the 2003 rate &ha 30-year amortization period. 

. . 
. , 

. Current . 30-Year Decrease 

Normal Cost ' 

. . 
. . . . 

I .  . ,, TOTAL . 27.94% ' . 23..47% 4.47% 

~ e c a l ~ u l a t e  the 2003rate with a lo-vear amortization period. , . . 
. . 

Current, , 10-Year Increase 

Normal Cost 

Amortization 

TOTAL ' .  , 

. . .  
. : .. . 
GABRIEL. ROEDER, SMITH & COMPANY 



. . . . 

. . 
-6-.'. . May 4,2004 

. . 
. 

. . . , 

' R*eoalculate ~. the 2003 rate w i d  a 10-vear/30-y&r amortizatioh blend. ' . , 

\ . . 
, .. 

We have , calculated a blended am&ization rate wJich uses i , 

amortization of the '$467.3 million identified, as a benefit increase . 

' coincident with or f o l i ~ w i n ~  M8nagqr7s. ~ r o ~ o s a l  #1. It is sensible t i  
amq-tize this amourit over a shorter period of time sidce the average future , ' 
woiking lifet&e of the active employees, to whom:tbe &ded liability , 

relates, is between ten &d fifteen years. 
. -  . 

The balance of the d d e d  liability as of June .30,2003,.$689.9 million, . . . . , . . 
! .  . , 

is amortized over 30'~ears. . . ' , , I .  

Current : ' 10130 Bland Increase . . . . 

.. . . ..... 

Normal Cost , 

. . 

,i . . Amortization . 15.99% 17.08% 1.09% 
. . 

. . 

. . .. ' TOTAL . . . . .  . . . ,  27.94% 29.03% i.,og% 

7. .Evaluation of Asset Smoothing Methods .. . 
. . . .  . 

, . . . 

.Use'existing a~set"smoothin~,rnet6odol~~ but shorten smoothing pridd to. 1, 
2 k d  3, years as'of June 30, 2003:. , 

I .  

. .  . GABRIEL, ROEDER, SMITH.& COMPANY 
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