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Introduction

In the 2011 session, a bill was proposed that 
would have merged the Law Enforcement 
Officers’ and Fire Fighters’ (LEOFF) Plan 1 and 
Plan 2 into a single retirement plan.  

While this bill did not pass, the 2011-13 
Operating Budget1 contained a study mandate 
requiring the Office of the State Actuary (OSA) 
to “study the issue of merging [LEOFF 1 and 
LEOFF  2] into a single retirement plan.”  This 
report is the result of that study.

Studying the Issue

Mergers are complex and can involve more than 
just a merging of assets and liabilities.  At a 
minimum, a merger of LEOFF 1 and LEOFF 2 can 
include the following policy considerations:

HH Governance.

��Who will oversee the plan, set 
contribution rates, etc.?

��Should the cultures and 
interests of the two groups be 
merged?

��Will members be equally 
represented?

HH Funding policy.  

��How are costs calculated?

��Who pays those costs?

��When do they pay?

��How much do they pay?

HH Benefits.

��Will benefits change or 
will current provisions be 
preserved?

HH Other practical considerations.

��Will one plan absorb the other, 
or will they both be moved into 
a new plan?

12ESHB 1087, 2011 c 50.  Section 105 contains the 
study requirement and is reproduced in Appendix  1.

This report cannot answer those questions 
because the answers depend on the goals that 
policy makers identify for a merger.  

Yet those answers are precisely what drive 
the impacts and results from the merger and 
may also determine the outcomes of any tax 
qualification or legal challenges.  

Actuarial Analysis

Although the study mandate does not include 
a defined proposal, it does require actuarial 
analysis.  Specifically, it requires OSA to analyze 
the impact of a merger on contribution rates, 
changes to available assets under a range of 
possible economic and demographic scenarios, 
and a variety of funding policies.  This type of 
analysis cannot be completed without a defined 
merger proposal.  

Therefore, in order to complete the analysis, 
we defined a hypothetical merger.  In particular, 
we needed to adopt a method for how the plans 
would be merged and select a funding policy for 
the merged plan.  

To make sure we selected a hypothetical merger 
proposal that was reasonable, we solicited legal 
analysis from counsel at the federal and state 
levels.  The Tax and Legal Analysis section of this 
report will review some of the high-level tax 
and legal considerations identified by counsel 
that we considered in defining the hypothetical 
merger.  

Based on the chosen method and funding policy, 
the Actuarial Analysis section of this report uses 
both traditional actuarial analysis and OSA’s 
risk model to measure plan health and certain 

Mergers are complex and 
can involve more than just 

a merging of assets  
and liabilities.
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financial risks before and after the hypothetical 
merger.  For comparison, we then analyzed two 
variations on the assumed funding policy to see 
how the health and risk measures changed.  

Stakeholder Input

Lastly, the study mandate requires OSA to 
solicit input from LEOFF stakeholders, and 
provide representative samples of their input.  
The Stakeholder Input section of this report 
describes the process we followed to solicit 
input from stakeholders and summarizes the 
input we received.  Representative samples 
of stakeholder input received are provided in 
Appendix 9.  
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The 2011-13 Operating Budget1 contained a 
study mandate requiring the Office of the State 
Actuary (OSA) to “study the issue of merging 
[LEOFF 1 and LEOFF 2] into a single retirement 
plan.”  This report is the result of that study.

Mergers are complex and can involve more than 
just a merging of assets and liabilities.  Mergers 
can affect governance, funding policy, and 
benefits.  These effects can also have tax and 
legal implications.  

It is impossible to determine the precise impacts 
without a defined proposal.  However, the study 
mandate requires OSA to analyze the impact 
of a merger on contribution rates, changes 
to available assets under a range of possible 
economic and demographic scenarios, and a 
variety of funding policies.  In order to provide 
this actuarial analysis, we had to define a 
hypothetical merger.  

Tax and Legal Analysis

To make sure the assumptions we chose for 
the hypothetical merger were reasonable, we 
solicited tax and legal advice.  From this advice 
we gleaned the following high-level conclusions.

HH Federal law defines a “merger” 
as a full merger of assets and 
liabilities, where assets are 
“usable” across the merged plan.

HH Generally, mergers are not 
prohibited under state or federal 
law but certain restrictions and 
limitations may apply depending 
on the approach taken.

HHMost pension benefits are 
protected under state law, 
however there is disagreement 
on what rights are protected 
and whether or not there are 
exceptions to that protection. 

Defining the Hypothetical 
Merger

Based on the legal advice and our own 
professional judgment, we defined a 
hypothetical merger for the purpose of actuarial 
analysis using the following assumptions.  

HH The hypothetical merger includes 
a merging of assets and liabilities 
of both plans.  

HHMember benefits will be 
unchanged (unreduced) by the 
merger.

HH Plan costs and on-going 
contribution rates will be 
calculated using the funding 
policies in place for most of the 
state’s open pension plans.

HH Plan costs will be shared as 
follows:

��Fifty percent member.

��Thirty percent employer.

��Twenty percent state.

HH All active members of the 
merged plan will contribute to 
the plan costs.

Generally, mergers are not 
prohibited under state or  

federal law.

Results of a Hypothetical 
Merger

When we compared the results of the 
hypothetical merger to the individual plans 
before a merger, we found that there could be 
either a cost or a savings, based on the future 
economic outlook.  

On an expected basis, LEOFF 1 will have a 
surplus of assets before a merger.  If assumptions 
are correct, this surplus will be incorporated 
into the merged plan, which is expected to 
drive down future contributions and result in a 

12ESHB 1087, 2011 c 50.  Section 105 contains the 
study requirement and is reproduced in Appendix 1.
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savings to LEOFF 2 members, local government 
employers, and the state, of $91.8 million in 
the 2013-15 Biennium, and $1.85 billion over 25 
years.   

However, if assumptions are not correct due to 
unfavorable conditions, the LEOFF 1 surplus will 

be smaller or may not exist at all.  Under these 
unfavorable conditions, total contributions from 
members, local government employers, and the 
state, could increase $1.2 billion over 25 years 
as a result of the merger.  

If all assumptions 
are correct, the 

hypothetical merger 
would result in a 

savings of $1.85 billion 
over 25 years.

(Dollars in Millions) Optimistic Expected Pessimistic
2013-2015

General Fund $131.5 $131.5 $131.5 
Non-General Fund 0.0 0.0 0.0 

Total State $131.5 $131.5 $131.5 
Local Government 197.2 197.2 197.2 

Total Employer $328.7 $328.7 $328.7 
Total Employee $328.7 $328.7 $328.7 

2013-2038
General Fund $3,158.2 $3,158.2 $5,326.4 
Non-General Fund 0.0 0.0 0.0 

Total State $3,158.2 $3,158.2 $5,326.4 
Local Government 4,737.3 4,737.3 7,512.9 

Total Employer $7,895.5 $7,895.5 $12,839.3 
Total Employee $7,895.5 $7,895.5 $12,521.3 

Total Pension Contributions
Before Merger

Assumes plan(s) will be funded at the actuarially required level and 
that no benefit improvements will occur in the future.

(Dollars in Millions) Optimistic Expected Pessimistic
2013-2015

General Fund ($18.6) ($18.6) ($18.6)
Non-General Fund 0.0 0.0 0.0 

Total State ($18.6) ($18.6) ($18.6)
Local Government (27.3) (27.3) (27.3)

Total Employer ($45.9) ($45.9) ($45.9)
Total Employee ($45.9) ($45.9) ($45.9)

2013-2038
General Fund ($369.8) ($369.8) ($8.9)
Non-General Fund 0.0 0.0 0.0 

Total State ($369.8) ($369.8) ($8.9)
Local Government (556.6) (556.6) 461.2 

Total Employer ($926.5) ($926.5) $452.2 
Total Employee ($926.5) ($926.5) $770.2 

* Compared to Before Merger scenario.

Merged Plans
Change in Total Pension Contributions* - 

Assumes plan(s) will be funded at the actuarially required level and 
that no benefit improvements will occur in the future.

Under pessimistic 
conditions, however, 

the 25-year total 
savings would become 
a cost of $1.2 billion.
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Before a merger, LEOFF 1 is not expected to 
fall out of full funding and no contributions 
are required.  However, if LEOFF  1 does fall 
out of full funding, the plan risks a spike in 
contributions prior to the year 2024 and pay-as-
you-go status (a premature depletion of trust 
fund assets) after 2024.  LEOFF 2 does not carry 
these same risks due to the existence of an 
ongoing funding policy, assumed continuation of 
historical funding practices, and its current plan 
health.

We found that merging the plans under this set 
of hypothetical assumptions results in relatively 
stable contribution rates and virtually no pay-go 
risk for the combined plan.  However, a merger 
is not the only way to manage these risks, and 
other changes in funding policy may yield similar 
results without a merger.  

How the Results Change When 
We Vary the Funding Policy

First, we changed the funding policy for the 
hypothetical merger to include a 0 percent 
contribution rate for LEOFF 1 members.  We 
found there was no material change to the fiscal 
impact of the merger, due to the relatively small 
number of remaining LEOFF 1 active members.  

Then, we changed the funding policy to include 
a maximum contribution rate for LEOFF 2 
members.  Again we saw no material change to 
the fiscal impact of the merger, because under 
most outlooks contribution rates do not hit the 
assumed maximum.

Stakeholder Input

The study mandate requires OSA to solicit 
input from LEOFF stakeholders and provide 
representative samples of their input.  In brief, 
stakeholders raised concerns about how a 
merger may affect plan governance, member 
benefits, and the funding policy and fiscal health 
of the merged plan.  In addition, stakeholders 
have raised concerns about potential tax and 
legal challenges to a merger.  

Representative samples are included in 
Appendix  9.

Please see the main body of the report for 
additional details and information.  

In brief, stakeholders 
raised concerns about 

how a merger may affect 
plan governance, member 
benefits, and the funding 
policy and fiscal health of 

the merged plan.
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In the absence of a completely defined merger 
proposal, OSA cannot obtain definite legal 
opinions or findings.  Additionally, OSA is not 
qualified to offer legal opinions or findings.  
However, in order to complete the actuarial 
analysis required by the study mandate, OSA 
defined a hypothetical merger and selected a 
funding policy for the merged plan. 

In order to make sure that the methods and 
policies we selected were reasonable, it was 
important to review the tax and legal ground 
rules for public pension plan mergers.  OSA 
contracted with Ice Miller, 
special counsel to the Attorney 
General’s Office (AGO), for 
analysis of federal tax and legal 
issues.  Additionally, the AGO 
provided OSA an analysis of 
state legal issues.  This tax and 
legal analysis is reprinted, in 
full, in Appendix 4.  

Tax Qualification

In order to continue receiving favorable tax 
treatment of contributions, benefits, and 
investment returns, a plan must be “qualified,” 
meaning it meets certain criteria defined in 
Internal Revenue Code (Tax Code).  This issue is 
very important because a loss of preferential tax 
status would not only be costly, but it may also 
defeat the purpose of having a pension plan.  

Three high-level conclusions about tax 
qualification were instructive for the purposes of 
our actuarial analysis.

First, under federal law, a “merger” means a 
full merger of assets and liabilities, where assets 
are “usable” across the merged plan.  For our 
actuarial analysis of a hypothetical merger, we 
have assumed a merger of LEOFF 1 and LEOFF 2 
under this federal definition.

Second, mergers are not forbidden under 
federal Tax Code.  There are no set regulations 
for merging public plans, and the merger rules 
for private sector plans do not expressly apply.  
However, elements of those private sector rules 
provide a good road map to follow and can help 
the drafter identify areas of caution.  

Third, a defined proposal is needed to fully 
analyze the tax qualification issues, and outside 
counsel may be effective in reviewing such a 
proposal.

Legal

As with tax qualification, any 
potential legal issues will 
depend on how the proposal is 
structured.  Depending on the 
structure, a plan merger could 
trigger one of several benefit 
protections in federal and state 
law.  

Three high-level conclusions about benefit 
protections were instructive for the purposes of 
our actuarial analysis.

First, retirement plan mergers have occurred 
in Washington before.  In fact, LEOFF 1 is 
the product of a merger of local government 
retirement plans.  For more information on the 
history of LEOFF, please see Appendix 3.

Second, under the federal Tax Code, a plan 
merger could result in one or both plans being 
terminated.  Plan terminations are complex 
and may have unintended consequences.  
For example, one potential result of a plan 
termination is the accrued benefits of all 
members become vested (to the extent the 
benefits are funded).  This is likely not an issue 
for LEOFF 1, since all members have already met 
vesting requirements.  However, for LEOFF 2, 
this means more members would be vested than 
are currently vested resulting in increased costs 

In the absence of a 
completely defined 
merger proposal, 

OSA cannot obtain 
definite legal 

opinions or findings.      
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for the plan.  

It cannot be determined ahead of time if a plan 
termination would result from a merger because 
the IRS considers all facts and circumstances 
when determining if a plan termination has 
occurred.  Thus, a merging of one plan with 
a similar plan may or may not trigger a plan 
termination.  

Third, under state law, plan members have a 
contractual right (commonly called “Bakenhus 
rights” or the “vested rights doctrine”) to 
certain benefits.   While it is generally agreed 
that these benefits must be protected, it is 
unclear which benefits receive that protection, 
what constitutes a benefit under Bakenhus, and 
under what circumstances does Bakenhus not 
apply to an otherwise covered benefit.  

Two questions below were raised while selecting 
our assumptions for actuarial pricing.  We cannot 
fully resolve these questions without a defined 
merger proposal.  However, we can highlight the 
importance of some of these issues in setting 
assumptions for our actuarial analysis of a 
hypothetical merger.  

1.	 Do current members have a contractual 
right to the existing funding policy?  

Funding policy is an important assumption in 
actuarial analysis because it determines who 
will pay, when they pay, and how much they 
pay.  For example, can the state legally charge 
a contribution rate for LEOFF 1 members to pay 
for LEOFF 2 benefits and vice versa?  

While we cannot provide an answer to this 
question, our actuarial analysis does show the 
actuarial impacts of attempting to mitigate 
these issues in the hypothetical merger through 
the use of varying funding policies.

2.	 Which member benefits (if any) can be 
changed?  

Understanding how benefits may or may not 
change is an important assumption for actuarial 

pricing because it affects the liabilities of the 
merged plan.  

The Bakenhus case contains a clause stating 
that “pension rights can be modified prior to 
retirement, but only for the purpose of keeping 
the pension system flexible and maintaining 
its integrity.” (See Crews Letter, Appendix  4.)   
However, to illustrate the complexity of 
interpretation and application, there has been 
over 50 years of litigation on this issue, including 
litigation pending as of this writing.  

Again, we cannot provide an answer to the 
question, but for our actuarial analysis we 
have assumed that all benefits for LEOFF 1 and 
LEOFF  2 will be unchanged (not reduced) by the 
merger and maintained in separate tiers within 
the merged plan.  

There has been over 50 
years of litigation on 

pension contract rights, 
including litigation 
pending as of this 

writing.
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The study mandate requires actuarial analysis 
of the impact on contribution rates, and the 
impact on available assets under a range of 
possible economic and demographic experience 
and a variety of funding policies.

Actuarial analysis depends on assumptions and 
methods, and changing any one assumption or 
method can lead to materially different results.  
In order to provide the actuarial analysis 
required in the study mandate, we must make 
several assumptions and apply those assumptions 
through certain methods, in essence defining 
what a hypothetical merger could look like.  

We defined a hypothetical merger because 
the analysis required by the study mandate 
is impossible to complete without a defined 
proposal.  However, the hypothetical merger we 
used in our analysis is neither a recommendation 
nor a prediction of how a merger could be 
accomplished.

We will begin by analyzing current health 
and risks for LEOFF 1 and LEOFF 2 before a 
merger.  We will then use the results of these 
measures as a baseline for comparison.  We will 
use traditional actuarial analysis, as well as 
measures from OSA’s risk assessment model, to 
develop these estimates.

Then, we will define the assumptions for the 
hypothetical merger and measure the resulting 
changes.  For comparison, we will look at the 
impacts of the Hypothetical Merger under 
different funding policies.  To do that, we will 
change the funding policy one piece at a time; 
each time analyzing the results using the same 
measures.  

For each scenario, we have measured the 
following.

HH Current and projected funded 
status.

HH Projected contribution rates.

HH Risk of pay-as-you-go, or “pay-
go.”

��Pay-go occurs when the assets 
of the plan trust fund are 

prematurely depleted.  We 
have defined pay-go as the 
chance a plan will exhaust 
its trust fund with at least 
$25 million in annual benefit 
payments remaining.

HH Contribution rates for the 2013-
15 Biennium.

HH Total pension contributions for 
the 2013-15 Biennium and over 
25 years.

While we used the same measures for each of 
the scenarios, the display of the full complement 
of measures will only be included in this analysis 
section where appropriate.  For the sake of 
completeness, where we have not displayed the 
full complement of measures in this section, the 
remaining measures are provided in Appendix 5.

For the projected measures, we consider all 
outcomes from our risk model including very 
unlikely, but probable events.  However, in order 
to provide a manageable set of measures we will 
summarize the outcomes using the following five 
benchmarks. (The descriptions below apply to 
contribution rate measures.)

HH Very optimistic.  

��Fifth percentile, meaning 
95  percent of outcomes 
simulated from our model were 
worse than this.

HH Optimistic.

��Twenty-fifth percentile, 
meaning 75  percent of 
simulated outcomes were 
worse than this.

The hypothetical merger used 
in our analysis is neither a 

recommendation nor a prediction 
of how a merger could be 

accomplished.
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HH Expected.

��Fiftieth percentile, meaning 
50  percent of simulated 
outcomes results were better, 
and 50 percent were worse 
than this.

HH Pessimistic.

��Seventy-fifth percentile, 
meaning 25 percent of 
simulated outcomes were 
worse than this.

HH Very pessimistic.

��Ninety-fifth percentile, 
meaning 5 percent of simulated 
outcomes were worse than this.

Additionally, unless noted otherwise, the 
measures from our risk model assume the 
continuation of past practices in the areas 
of funding and benefit improvements.  For 
example, we assume the merged plan will 
receive, on average, 98 percent of actuarially 
required contributions and the liability of the 
merged plan, on average, will increase by 
1.09  percent each year in the future due to 
assumed benefit improvements in the combined 
plan.  In the calculation of fiscal impacts, 
however, we assume full funding and no future 
benefit improvements through our 50-year 
projection. 

For more information on the measures and 
the design of OSA’s risk model, please see 
Appendix  5.

Before a Merger

Current Funding Policy for LEOFF 1

There are currently no contributions being 
collected for LEOFF 1, because the Plan 1 
funding policy does not require contributions 
when the plan is fully funded (RCW 41.26.080).   

LEOFF 1 Funded Status

As of June 30, 2010, the funded status of 
LEOFF  1 was 127 percent, meaning the plan 
is generally healthy and has $1.27 in actuarial 
assets for every present dollar of earned pension 
liability.  

As of June 30, 2010, LEOFF 1 has a surplus of 
$1.2 billion.  In other words, if all assumptions 
are realized in the future, the plan, in today’s 
dollars, has $1.2 billion more in assets than we 
expect it will need to cover all earned pension 
benefits.  However, future outcomes may differ 
from our assumptions, and the current LEOFF 1 
surplus could increase, decrease, or become an 
unfunded liability.  

(Dollars in Millions) LEOFF 1
Accrued Liability $4,381
Valuation Assets $5,561
Unfunded Liability ($1,180)
Funded Ratio

2010 127%

Funded Status on an Actuarial
 Value Basis*

*Liabilities valued using the PUC cost
 method at an interest rate of 8%.  All
 assets have been valued under the
 actuarial asset method.
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Moving beyond June 30, 2010, Figure 1a shows 
the long-term projected funded status for 
LEOFF  1.  LEOFF 1 is expected to remain fully 
funded (i.e. have a funded status of 100 percent 
or more).  However, Figure 1a also shows that 
under pessimistic and very pessimistic scenarios, 
the plan falls out of full funding, and there may 
be no surplus.  

If LEOFF 1 falls out of full funding in the future, 
current statute calls for two things.

1.	 Reinstated contributions.

If LEOFF 1 is not fully funded, contribution rates 
from Plan 1 members and their employers must 
be reinstated (RCW 41.26.080).  As currently 
designed, this will have little practical effect on 
any unfunded plan costs.

The rates called for are 6 percent member and 
6 percent employer, as calculated and collected 
over active Plan 1 salaries (RCW 41.26.080).  
There are few active members left, and all are 
eligible to retire.  Thus, contributions would be 

collected over a very small and rapidly shrinking 
salary base.  Any contributions received by 
reinstating these rates would very likely be 
insufficient to cover unfunded plan costs.

Current law is silent on how the costs not 
covered by the reinstated rates should be 
apportioned among the member, employer, and 
state.  For purposes of this analysis, we have 
assumed that the state would pay these costs 
as a percentage of all LEOFF salaries.  This 
assumption is consistent with how unfunded 
liability was previously handled when it existed 
in LEOFF 1 (see Appendix 3).  However, the 
Legislature could choose another funding policy, 
and doing so could produce materially different 
results.

2.	 Amortization of unfunded costs by 
June  30, 2024.

Current law states that the intent of the 
Legislature is to amortize all LEOFF 1 costs 
by June 30, 2024 (RCW 41.45.010).  This is 
also consistent with recent past practice of 
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Figure 1a - Funded Status, LEOFF 1 Before Merger
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the Legislature.  The PFC is directed to set 
contribution rates accordingly (RCW 41.45.010).  
The closer we are to 2024, the faster the costs 
would need to be amortized, and the higher the 
contribution rates would have to rise to meet 
this requirement.  
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Figure 1b - Contribution Rates, LEOFF 1 Before Merger

Figure 1b shows the projected Unfunded 
Actuarial Accrued Liability (UAAL) rates for 
LEOFF 1.  Under most outcomes, no UAAL rates 
are required.  However, under the pessimistic 
and very pessimistic scenarios, we see a spike 
in rates due to the re-emergence of LEOFF 1 
UAAL prior to 2024.  In other words, in the very 
pessimistic scenario LEOFF 1 UAAL rates go from 
zero to over 25 percent in just over a decade 
prior to 2024.  

Following this spike is an immediate drop due 
to the end of assumed contributions under the 
funding policy.  With no ongoing funding policy, 
no contributions are collected after 2024 under 
any future outlook.

The closer we are to 2024, 
the faster the unfunded 

LEOFF 1 costs would need to 
be amortized, and the higher 
the contribution rates would 

have to rise to meet this 
requirement.
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LEOFF 1 Pay-Go Risk

Figure 1c - Pay-Go, LEOFF 1 Before Merger

Year Chance Amount*
2011 0.0% $0

2014 0.1% $0

2017 0.0% $0

2020 0.2% $0

2023 0.1% $0

2026 0.4% $0

2029 4.3% $0

2032 13.1% $442

2035 21.3% $430

2038 25.3% $368

2041 28.3% $288

2044 29.2% $202

2047 15.9% $127

2050 1.7% $73

2053 0.1% $38

2056 0.0% $18

*Millions.

Before Merger

LEOFF 1 Chance/Amount of 
Pay-Go - Select Years - Past Practices

Figure 1c shows both the likelihood of LEOFF  1 
entering pay-go status (left axis) and the 
corresponding cost should it occur (right axis).  
Figure 1d shows the same information in a 
different form.  The cost, if it occurs, represents 
the total amount that would be owed on a pay-
go basis.

Although existing unfunded costs would be 
amortized by 2024, unfunded plan costs 
could rise again after that date.  Since no 
contributions are required after 2024 under the 
current funding policy, any new unfunded costs 
of the plan would be paid on a pay-as-you-go, 
or “pay-go” basis.  Current law is silent on cost 
sharing for these new contributions, so for the 
purposes of our analysis we have assumed that 
the state would pay 100 percent of required pay-
go payments.  

The likelihood of Plan 1 entering pay-go peaks 
at over 29 percent around 2044.  This means 
LEOFF  1 has nearly a one in three chance of 

Figure 1d 
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1The adopted rates for 2011-17 also included an 
additional 0.01 percent member and employer rate 
to cover the cost of 2009 legislation.

going into pay-go status at some point in the 
plan’s life cycle.  

If LEOFF 1 does enter pay-go status, the 
corresponding amounts are due immediately 
and must be paid through some combination of 
state and employer funds.  Under unfavorable 
conditions, this could mean a combined state/
employer contribution of over $440 million in 
one year.

After 2050, the chance and cost of pay-go both 
drop, due to the maturity of the plan and the 
decreasing number of annuitants receiving 
benefits.

LEOFF 1 Summary - Before Merger

LEOFF 1 is generally healthy and on an 
expected basis has a surplus at June 30, 2010, 
of $1.2  billion.  The surplus could increase, 
decrease, or become an unfunded liability if 
future outcomes vary from our expectations.  

If unfunded costs arise, current funding policy 
could result in a spike in contribution rates prior 
to the assumed 2024 amortization date.  There 
is no funding policy after 2024, but unfunded 
costs could arise after 2024.  If this happens, 
those unfunded costs would be paid on a “pay-
go” basis and the immediate costs could be over 
$440 million in one year.  

LEOFF 2

Current Funding Policy for LEOFF 2

LEOFF 2 has an ongoing funding policy consisting 
of three elements.

1.	 Statutory cost sharing policy.

2.	 Long-term rate policy.

3.	 Short-term rate stabilization (2009-17).    

Cost Sharing

Under current law, plan costs for LEOFF 2 are 
apportioned as follows (RCW 41.26.725):

HH Fifty percent member.

HH Thirty percent employer.

HH Twenty percent state.

Long Term Rate Policy

The LEOFF Plan 2 Retirement Board (the Board) 
selected the Aggregate actuarial cost method to 
determine the actuarially required contributions 
for LEOFF Plan 2.  This method prevents the 
accumulation of an unfunded actuarial accrued 
liability.  However, a side-effect of this method 
is it can produce decreasing contribution rates 
during extended periods of above-expected 
investment returns followed by increasing rates 
during subsequent periods of below-expected 
returns.  To prevent the adoption of temporary 
and short-term contribution decreases, the 
Board adopted minimum contribution rates.  
These minimum rates, or rate floors, are equal 
to 90 percent of the normal cost rate calculated 
under the Entry Age Normal (EAN) method.  The 
normal cost under the EAN method represents 
the expected long-term cost of the plan, from 
a member’s age at plan entry to their assumed 
retirement, if all assumptions are realized in the 
future and plan benefits do not change. 

The Aggregate and EAN are standard actuarial 
cost methods.  For more information, please see 
the glossary in Appendix 10.  

Short-Term Rate Stabilization (2009-17)

In the 2008 Interim, the Board adopted 
contribution rates equal to 100 percent of the 
normal cost under EAN for the period 2009-
13.  During the 2010 Interim, the Board voted 
to retain the rates adopted in 2008 for 2011-
20171 to prevent the recognition of a short-term 
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decrease in contribution rates and to manage 
the risk of increasing contribution rates in the 
future.  In other words, rates for LEOFF 2 were 
projected to drop briefly before rising again.  
By retaining the higher rates through the short 
drop, the rates remain stable and decrease 
the chance and amount of increasing future 
contribution requirements under pessimistic 
outcomes.  

The current rates adopted by the LEOFF 2 Board 
are as follows.

HH 8.46 percent member.

HH 5.08 percent employer (excludes 
additional rate of 0.16 percent 
charged by DRS for plan 
administration).

HH 3.38 percent state.

LEOFF 2 Funded Status

As of June 30, 2010, the funded status for 
LEOFF  2 was 124 percent, meaning the plan 
is generally healthy and has $1.24 in actuarial 
assets for every present dollar of earned 
pension liability.  The 124 percent funded status 
indicates that LEOFF 2 is on track to systemically 
pre-fund all future benefits for current members 
including benefits based on future service credit 
members have yet to provide.  In contrast to 
LEOFF  1, members of LEOFF 2, on average, have 
significant future service credit and expected 
future benefits that exceed the benefits accrued 
(or earned) to date.  Therefore, the 124 percent 
funded status in LEOFF 2 does not represent a 
surplus like the expected surplus in LEOFF 1.  

(Dollars in Millions) LEOFF 2
Accrued Liability $4,863
Valuation Assets $6,043
Unfunded Liability ($1,179)
Funded Ratio

2010 124%

Funded Status on an Actuarial
 Value Basis*

*Liabilities valued using the PUC cost
 method at an interest rate of 8%.  All
 assets have been valued under the
 actuarial   asset method.
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Figure 1e - Funded Status, LEOFF 2 Before Merger

Moving beyond June 30, 2010, Figure 1e shows 
the long-term projected funded status of 
LEOFF  2.  On an expected basis, the funded 
status drops below 100 percent, but remains 
above 90 percent.  On an optimistic and very 
optimistic basis, the funded status declines to 
a minimum of 120 percent and improves to a 
minimum 125 percent, respectively.  Conversely, 
the funded status could drop to around 50 
percent under the very pessimistic scenario.  

However, under all outlooks the presence of an 
ongoing funding policy provides relative stability 
(meaning minimal volatility from year to year). 
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LEOFF 2 Projected Rates
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Figure 1f - Contribution Rates, LEOFF 2 Before Merger

Figure 1f shows the projected member 
contribution rates for LEOFF 2.  On an expected 
basis, member rates for LEOFF 2 rise to around 
17 percent.  On a very optimistic basis, the 
member rates drop to the rate floors, while on a 
very pessimistic basis the member rates rise up 
above 40 percent.  

As with the projected funded status, there 
is minimal volatility from year to year in all 
outlooks due to a combination of the ongoing 
funding policy and rate floors.  

It should also be noted that the Board can adjust 
rates and rate policies as necessary in real time.  
This ability is not contemplated by OSA’s Risk 
Model.  The model anticipates rate increases 
for assumed future benefit improvements based 
on past practices, but assumes other funding 
policies remain fixed. 
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LEOFF 2 Pay-Go Risk

Figure 1g - Pay-Go, LEOFF 2 Before Merger

Year Chance Amount*
2011 0.0% $0

2014 0.0% $0

2017 0.0% $0

2020 0.0% $0

2023 0.0% $0

2026 0.0% $0

2029 0.0% $0

2032 0.0% $0

2035 0.0% $0

2038 0.0% $0

2041 0.0% $0

2044 0.0% $0

2047 0.0% $0

2050 0.0% $0

2053 0.0% $0

2056 0.0% $0

*Millions.

Before Merger

LEOFF 2 Chance/Amount of 
Pay-Go - Select Years - Past Practices

Figure 1h 
Figure 1g shows both the likelihood of LEOFF 2 
entering pay-go status (left axis) and the cost to 
the state/local government if this occurs (right 
axis).  Figure 1h shows the same information in a 
different form.  

None of the simulations in our model produced 
pay-go risk for LEOFF 2 in the 50-year projection 
period due to the plan’s current healthy funded 
status and the presence of an ongoing funding 
policy.  Of course, just because our model did 
not produce that result doesn’t mean it can’t 
happen.  Thus, we cannot say there is zero 
chance of LEOFF 2 entering pay-go status in the 
next 50 years, but we can say there is virtually 
zero chance of this occurring.  



2011 LEOFF Merger Study

27

LEOFF 2 Summary - Before Merger

LEOFF 2 is generally healthy, and the presence 
of an ongoing funding policy provides relative 
funding and rate stability under even the most 
pessimistic scenarios.  

On an expected basis, LEOFF 2 falls out of full 
funding, but does not drop below 90 percent 
funded status.  Rates could increase by more 
than double the current rates (to around 
17  percent) on an expected basis and could rise 
above 40 percent on a very pessimistic basis.  
However, on a very optimistic basis, they could 
drop to the minimum rate floors.  

The plan’s current healthy funded status and 
ongoing funding policy ensure that there is 
virtually zero chance of LEOFF 2 entering pay-go 
status in the next 50 years. 

LEOFF 1 and LEOFF 2 Rates and 
Total Contributions

Unlike the previous measures, the following two 
tables are presented on a current law basis, 
meaning we assume full funding and no future 
benefit improvements through our 50-year 
projection.

Figure 1i shows the rates 
for LEOFF 1 and LEOFF 2 
for the 2013-15 Biennium, 
before a merger.  This table 
reflects two things.  First, it 
reflects the rates adopted 
by the LEOFF 2 Board for 
2011-17.  Second, even under 
the pessimistic outlook, we 
expect no contribution rates 
will emerge for LEOFF 1 until 
after the 2013-15 Biennium.  

Figure 1i 

2013-2015 State Budget Optimistic Expected Pessimistic
     Employee (Plan 2) 8.46% 8.46% 8.46%
     Employer 

Current Annual Cost 5.08% 5.08% 5.08%
Plan 1 Past Cost 0.00% 0.00% 0.00%

         Total 5.08% 5.08% 5.08%
     State

Current Annual Cost 3.38% 3.38% 3.38%
Plan 1 Past Cost 0.00% 0.00% 0.00%

         Total 3.38% 3.38% 3.38%

Before Merger
Contribution Rates



2011 LEOFF Merger Study

28

Figure 1j 

Figure 1j shows how contribution rates 
translate into pension contributions for both 
systems before a merger.  This table shows the 
contributions in the next biennium (2013-2015), 
as well as over 25 years.

For 2013-15, the total employer (state plus 
local employer) cost is about $329 million 
under any outlook, with an equal total cost to 
LEOFF 2 members.  As noted above, no LEOFF 1 
contributions are made under current law when 
LEOFF 1 is fully funded.  

Over 25 years, the expected total employer cost 
is just under $7.9 billion, with an equal cost 
for LEOFF 2 members.  There is no difference 
in costs between the expected and optimistic 
outlooks due to the presence of minimum 
contribution rates mentioned in the prior 
section.  

However, under a pessimistic scenario, two 
things happen.  First, both the total employer 
and member costs grow by over 50 percent.  
Second, the total employer and employee 
costs are no longer identical.  As noted above, 
under a pessimistic scenario LEOFF 1 falls out 
of full funding.  This increases the cost to the 
state, resulting in a total employer cost around 
$300 million higher than the total employee 
cost under this outcome. (This also causes a 
reinstatement of contributions for LEOFF  1; 
6  percent active member and 6 percent 
employer.  However, as noted above, this has 
little practical effect due to the small number of 
LEOFF 1 active members.)  

(Dollars in Millions) Optimistic Expected Pessimistic
2013-2015

General Fund $131.5 $131.5 $131.5 
Non-General Fund 0.0 0.0 0.0 

Total State $131.5 $131.5 $131.5 
Local Government 197.2 197.2 197.2 

Total Employer $328.7 $328.7 $328.7 
Total Employee $328.7 $328.7 $328.7 

2013-2038
General Fund $3,158.2 $3,158.2 $5,326.4 
Non-General Fund 0.0 0.0 0.0 

Total State $3,158.2 $3,158.2 $5,326.4 
Local Government 4,737.3 4,737.3 7,512.9 

Total Employer $7,895.5 $7,895.5 $12,839.3 
Total Employee $7,895.5 $7,895.5 $12,521.3 

Total Pension Contributions
Before Merger

Assumes plan(s) will be funded at the actuarially required level and 
that no benefit improvements will occur in the future.
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Hypothetical Merger

For this analysis, we begin with the assumption 
that a merger means a merging of the assets and 
liabilities of both plans effective July 1, 2012.1  
This means the individual assets and individual 
liabilities of each plan become indistinguishable 
from one another and would be usable across 
the combined plan.  In a sense, this is akin to 
individuals pooling their funds in a joint bank 
account, where all assets and obligations of the 
account belong equally to all account holders.  

We have further assumed that benefits will be 
kept in separate tiers and will not be affected 
(or reduced) by the merger.

We must make additional assumptions about 
funding policy.  Specifically, who will pay the 
costs of the combined plan?  What share will 
they pay?  How will the costs be calculated?

For the Hypothetical Merger, we assume that 
the unfunded costs of the plan will be shared 
following the current structure in place for 
LEOFF 2, which is as follows.

HH Fifty percent member.

HH Thirty percent employer.

HH Twenty percent state.

We assume that all plan costs, as well as the 
resulting rates, will be calculated using the 
Aggregate actuarial cost method with minimum 
rates equal to 80 percent of the normal cost 
under the EAN method beginning in the 2013-15 
Biennium.

Why Did We Choose These Assumptions?

We chose to define a merger as a merging of 
assets and liabilities for two reasons.  First, it 
is consistent with the definition of “merger” in 
federal Tax Code.  Second, it is the change most 
likely to affect the plans on an actuarial basis.  

We chose to keep benefit provisions unaffected 
(unreduced) by the merger because a change 
in benefits is not required in a merger, and 
would have required us to speculate about the 
resulting benefit structure.   

As noted above, the Aggregate and EAN are 
standard actuarial cost methods.  We chose to 
use this combination of assumptions for the 
Hypothetical Merger because it is generally 
consistent with the funding polices for 
Washington’s open and ongoing retirement plans 
(with the exception of the minimum rates in 
LEOFF 2 and WSPRS).   

We chose the 50/30/20 cost sharing model 
because it is unique to LEOFF 2, and it is 
reasonable to think policy makers may consider 
using this model for any merged LEOFF plan.  It 
was also one of the funding policies required 
under the study mandate.

We chose to define a 
merger as a merging 

of assets and liabilities 
for two reasons.  First, 
it is consistent with the 

definition of “merger” in 
federal Tax Code.  Second, 
it is the change most likely 

to affect the plans on an 
actuarial basis.

1The assumed effective date was selected for 
actuarial pricing purposes only.  A later effective 
date my be required for administrative purposes.
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Funded Status

As of June 30, 2010, the expected funded status 
of the hypothetical merged plan would be 
126  percent.  

Figure 2a - Funded Status, LEOFF Merged Plans

While not identical, the projected funded status 
of a merged plan under these assumptions looks 
largely similar to the funded status for LEOFF 2 
on its own before a merger.   

Figure 2a compares highlighted sections of 
the projected funded status of LEOFF 2 before 
a merger (red lines) with the combined plan 
after the Hypothetical Merger (blue lines).  
Specifically, Figure 2a shows the differences in 
the less likely outcomes; the very optimistic 
and the very pessimistic.  We chose to highlight 
these sections because this is where we saw the 
most difference between the before and after 
scenarios.  

After the Hypothetical Merger the funded status 
under the very optimistic outlook increased by 
an average of 16 percent, while it decreased 

by an average of 5 percent under the very 
pessimistic outlook.

The reason for this change in the very 
pessimistic/optimistic results is that the 
combined plan has higher assets and liabilities 
than those of LEOFF 2.  In very general terms, 
the merged plan has a larger stake in the game 
than LEOFF 2.  In favorable times, a larger 
asset base stands to make greater returns.  
Conversely, in unfavorable times, asset losses 
would be relatively greater.
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Projected Rates

As we just saw with the projected funded status, 
the projected member contribution rates for the 
merged plan look similar to LEOFF 2 member 

Figure 2b - Member Contribution Rates, LEOFF Merged Plans

Figure 2b compares highlighted sections of the 
projected member contribution rates for LEOFF 
2 before a merger (red line) with the combined 
plan member rates after the Hypothetical 
Merger (blue lines).  With the projected funded 
status comparison, we saw changes in both the 
very pessimistic/optimistic outlooks.  However, 
with the projected member rate comparison, we 
only see changes on the very pessimistic side.  

The reason for the change to the very 
pessimistic side is consistent with the last 
graph, higher assets and liabilities in the 
merged plan than LEOFF 2.  The rates in the 
very pessimistic outcome end up in the same 
place, approximately 40 percent.  However, the 
increase builds more rapidly and occurs over a 
shorter period of time.  

We don’t see an accompanying change on the 
very optimistic side because of the minimum 
rate floors.  Both before and after the merger, 
the very optimistic outcome shows rates hitting 
the minimum rate floor.  The drop is lower 
following the Hypothetical Merger than it was 
for LEOFF  2 before the merger purely due to 
the selection of a lower minimum rate as part 
of the assumed funding policy.  For reference, 
before a merger the rate floor is 90 percent of 
the normal cost under EAN for LEOFF 2, while 
the Hypothetical Merger assumes a floor of 80 
percent of the normal cost under EAN.

As noted above, LEOFF 1 is expected to have 
a surplus.  If that surplus is realized, the 
merged plan would incorporate it.  In very 
general terms, this would drive down expected 

rates before a merger.  For comparison, we will 
again look at highlighted sections of the before 
and after graphs.  
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contribution rates for Plan 2 members, 
employers, and the state until the surplus is 
diminished.  The lower the assumed minimum 
contribution rate, the quicker the surplus (if it is 
realized) could be diminished.  Conversely, the 
higher the assumed minimum rate, the longer 
the surplus would last. 

Theoretically, policy makers could set 
contribution rate floors higher or lower than we 
assumed in the Hypothetical Merger.  The height 
of the rate floor will mainly affect how long 
the expected surplus lasts, how long the rates 
stay low under very optimistic circumstances, 
and how high rates will go under pessimistic 
outcomes.  

Pay-Go Risk
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Year Chance Amount*
2011 0.0% $0

2014 0.0% $0

2017 0.0% $0

2020 0.0% $0

2023 0.0% $0

2026 0.0% $0

2029 0.1% $0

2032 0.0% $0

2035 0.0% $0

2038 0.0% $0

2041 0.1% $0

2044 0.0% $0

2047 0.0% $0

2050 0.0% $0

2053 0.0% $0

2056 0.0% $0

*Millions.

Merged Plans

LEOFF Chance/Amount of Pay-Go - Select Years - 
Past Practices

Figure 2d

Figures 2c and 2d show both the chance of the 
merged plan entering pay-go status and the 
corresponding cost should it occur.  Once again, 
we see a similarity between the combined plan 
after a Hypothetical Merger, and LEOFF 2 before 
a merger.  

Specifically, the merged plan has a one in one 
thousand chance of pay-go over the next 50 
years.  This means very few simulations in our 
model resulted in pay-go for this scenario.

For comparison, before the Hypothetical Merger 
we saw that LEOFF 1 had over a 29 percent 
chance of pay-go at some point in the plan’s life 
cycle.  LEOFF 2 before the Hypothetical Merger, 
had virtually no chance of pay-go.  
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Rates and Total Contributions

Figure 2e

Figure 2e shows the contribution rates for 2013-
15 after the Hypothetical Merger.  There are two 
pieces to the table that stand out.  First, the 
employee cost refers to all active members, as 
LEOFF 1 and LEOFF 2 members are assumed to 
pay equal rates under this scenario.  

Second, the employee rates are lower by 
1.22  percent under the Hypothetical Merger 
than they were in LEOFF 2 before a 
merger.  This is largely due to the 
selection of a lower minimum rate 
assumption for the purpose of this 
analysis.  Actual rates will depend 
on the funding policy adopted (and 
action of any governing body, if 
appropriate).

Figure 2f shows the changes to pension 
contributions after the Hypothetical Merger for 
2013-2015, as well as on a 25-year basis.  

2013-2015 State Budget Optimistic Expected Pessimistic
     Employee 7.24% 7.24% 7.24%
     Employer 4.35% 4.35% 4.35%
     State 2.89% 2.89% 2.89%

Merged Plans
Contribution Rates

Figure 2f

(Dollars in Millions) Optimistic Expected Pessimistic
2013-2015

General Fund ($18.6) ($18.6) ($18.6)
Non-General Fund 0.0 0.0 0.0 

Total State ($18.6) ($18.6) ($18.6)
Local Government (27.3) (27.3) (27.3)

Total Employer ($45.9) ($45.9) ($45.9)
Total Employee ($45.9) ($45.9) ($45.9)

2013-2038
General Fund ($369.8) ($369.8) ($8.9)
Non-General Fund 0.0 0.0 0.0 

Total State ($369.8) ($369.8) ($8.9)
Local Government (556.6) (556.6) 461.2 

Total Employer ($926.5) ($926.5) $452.2 
Total Employee ($926.5) ($926.5) $770.2 

* Compared to Before Merger scenario.

Merged Plans
Change in Total Pension Contributions* - 

Assumes plan(s) will be funded at the actuarially required level and 
that no benefit improvements will occur in the future.
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Comparing the 2013-15 pension contributions 
for the Hypothetical Merger to the pension 
contributions before a merger (see Fig. 1j), we 
see that there is a first biennium savings in total 
employer contributions of just under $46 million 
under any outlook, with an equal savings in total 
contributions to plan members.  

However, keep in mind that the savings to 
members is a net savings.  Under this scenario 
we are assuming LEOFF 1 active members will 
make contributions.  Since they are not making 
contributions currently, this net savings will 
include an increased cost for LEOFF 1 members.  

Comparing the 25-year contributions, we see an 
expected savings of just under $927 million, with 
an equal savings in total member contributions.  
There is no difference in contributions between 
the expected and optimistic outlooks due to the 
assumed minimum rates.  Again, this net savings 
will include a cost for remaining active LEOFF 1 
members.   Employers and the state also make 
contributions for the remaining LEOFF 1 active 
members under the assumed funding policy.

The long-term savings in the expected and 
optimistic outlooks is largely due to the 
aforementioned LEOFF 1 surplus.  If realized, 
this surplus will drive down contribution rates 
and total pension contributions.  

The pessimistic outlook breaks from the trend, 
to show a cost greater than the cost before 
a merger.  Under the pessimistic outlook, 
the 25-year costs of a Hypothetical Merger 
increase to over $452 million in total employer 
contributions, and $770 million in total member 
contributions.  

The 25-year savings in both the expected 
and optimistic outlooks had been a result of 
the merged plan incorporating the expected 
LEOFF 1 surplus.  As we saw with LEOFF 1 
before a merger, that surplus would be smaller 
or nonexistent on the pessimistic and very 
pessimistic outlooks before a merger.  In these 
cases, prematurely incorporating a temporary 
and diminishing LEOFF 1 surplus would lead to 
a loss of future investment returns and result in 
higher future contribution rates.  

Under the pessimistic outlook, there is also a 
cost shift from the state to the local government 
employers and the members.  Before a merger, 
we assumed the state would pay almost all 
unfunded costs from LEOFF 1.  After the 
Hypothetical Merger, we assume all unfunded 
costs are shared 50/30/20 among members, 
employers, and the state respectively. 

Recap of Assumptions for 
Hypothetical Merger

HHMerging assets and liabilities.

HH Aggregate funding method with 
minimum rates set at 80 percent 
of EANC.

HH Active members of LEOFF  1 
and  2 both contribute to 
combined plan.

HH Costs of the plan are shared as 
follows:

��Fifty percent member.

��Thirty percent employer.

��Twenty percent state.

Summary Analysis of  
Hypothetical Merger

A merger of LEOFF 1 and LEOFF 2 is a merging of 
two healthy plans.  A merger using the assumed 
policies could have either a savings or a cost.  
This is largely dependent on the realization of 
a surplus of assets from LEOFF 1; a surplus that 
only persists on the expected and optimistic 
bases.  

On an expected basis, there is both short 
and long-term savings of about $46 million 
and $930  million, respectively, from the 
Hypothetical Merger.  However, on a pessimistic 
basis, there is long-term cost to the Hypothetical 
Merger of about $452 million for employers and 
the state, and $770 million for members.  

This contrast between expected/optimistic 
and pessimistic outlooks in the total costs of 



2011 LEOFF Merger Study

36

the plan illustrates the differences we saw 
in other measures.  On an expected basis, 
the Hypothetical Merger looks very similar to 
LEOFF  2 before a merger.  The main differences 
are in the very pessimistic/optimistic outcomes.  

After the Hypothetical Merger the projected 
funded status under the very optimistic outcome 
increases, and the funded status under the very 
pessimistic outlook decreases.  In other words, 
the good outcomes could get better, but the bad 
outcomes could get worse.  

This also holds true for contribution rates.  
Projected member contribution rates for the 
combined plan on a very optimistic basis drop to 
the assumed rate floor, as they did for LEOFF  2 
before a merger.  On a very pessimistic basis, 
rates go just as high under a merged plan as 
they did for LEOFF 2 before a merger, but take 
less time to get there.  

The presence of an ongoing funding policy 
provides relative rate stability from year 
to year, and ensures that merging the plans 
virtually eliminates pay-go risk.  In this scenario, 
members, employers, and the state carry the 
risks of the plan in proportion to their respective 
cost shares.

However, if the goal for a merger is solely to 
stabilize projected rates or eliminate the risk of 
pay-go for LEOFF 1, there are other ways to do 
so without a merger.  For example, applying an 
alternate funding policy in LEOFF 1 could also 
accomplish these goals.  For more information 
on this, please see Appendix 5.  

If the goal for a merger is 
solely to stabilize projected 

rates or eliminate the risk of 
pay-go for LEOFF 1, there 

are other ways to do so 
without a merger. 
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Alternate Funding Policy 1:  
Zero Percent Contribution Rate 

for LEOFF 1 Members 

For this scenario, we have made all the same 
assumptions as in the Hypothetical Merger, 
except that we have added a 0 percent 
contribution rate for LEOFF 1 members.  

This assumption will not materially affect the 
overall costs of the plan.  Instead, it only affects 
how costs are apportioned.  

Why did we choose this assumption? 

Members of LEOFF 1 are currently not making 
contributions to their plan and, under current 
funding policy, would not begin making 
contributions unless the plan falls out of full 
funding while they are still employed.  The 
plan is not expected to fall out of 
full funding.  Between the current 
funded status, and the shrinking 
active membership of the plan, it 
is reasonable to think that policy 
makers may consider insulating the 
remaining LEOFF 1 active members 
from potential reinstatement of 
contributions as a direct result of a 
merger.  

Rates and Total Contributions

As a practical matter, this scenario does not 
materially impact the contributions to the 
plan following the Hypothetical Merger.  It only 
impacts cost sharing.  Because there are only 
301 active members as of June 30, 2010, the 
impact on risk measures is almost unnoticeable 
when compared to the Hypothetical Merger.  

For brevity, we will skip the measures with 
nearly identical results and proceed directly 
to the changes in contribution rates and total 
contributions.  Tables and graphs for the omitted 
measures have been provided in Appendix 5.

Figure 3a shows the member contribution rates 
for 2013-15 under this scenario.  The rate for 
LEOFF 1 members is 0 percent, reflecting the 
assumed rate.  Otherwise, the rates for the 
state, employers, and LEOFF 2 members are 
identical to those in the Hypothetical Merger.

While other funding policies could be adopted, 
we assumed for the purposes of analyzing this 
scenario that contributions that would have 
been made by LEOFF 1 members are treated 
as deferred payments.  This amount is then 
assumed by the merged plan and translates 
as slightly higher future rates for all other 
members, employers, and the state.  

Figure 3a

2013-2015 State Budget Optimistic Expected Pessimistic
     Employee

Plan 1 0.00% 0.00% 0.00%
Plan 2 7.24% 7.24% 7.24%

     Employer 4.35% 4.35% 4.35%
     State 2.89% 2.89% 2.89%

Merged Plans, No LEOFF 1 Member Contributions
Contribution Rates
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For the 2013-15 Biennium, the total employer 
pension contributions are identical to the 
Hypothetical Merger.  The total employee 
contributions, however, are $1.5 million less 
than the Hypothetical Merger due to the 0 
percent rate for LEOFF 1 active members.

On an expected basis, we see the same thing 
over 25 years: the total employer contributions 
are identical to the Hypothetical Merger, while 
total employee contributions drop by $2.8 
million.  There is no difference between the 
expected and optimistic outlooks.

The loss of LEOFF 1 member contributions, 
although small, is large enough under 
a pessimistic outlook to increase plan 
contributions over 25 years.  For total employer 
contributions, we see an increase of over $7 
million.  For total employee contributions, we 
see an increase of over $4 million.  

Recap of Assumptions for Alternate 
Funding Policy 1

HH NEW:  0 percent  
    contribution rate for  
    LEOFF 1 members.

HH Merging assets and  
    liabilities.

HH Aggregate funding method  
    with minimum rates set at  
    80  percent of EANC.

HH Costs of the plan are  
    shared as follows:

�� Fifty percent LEOFF 2  
    member.

�� Thirty percent employer.

�� Twenty percent state.

HH REMOVED:  Active members  
    of LEOFF 1 contribute to  
    combined plan.

Summary Analysis of Scenario

Between this scenario and the Hypothetical 
Merger, the change is relatively small, due to 
the fact that so few active LEOFF 1 members 
remain.  The overall contributions of the plan 
are no different, and the same basic conclusions 
about the risk measures still apply.  

However, there is a shift in who pays those 
contributions.  A 0 percent contribution rate 
not only means LEOFF 1 members do not 
contribute, but the assumed funding policy may 
result in higher contribution rates (and resulting 
budget impacts) for the LEOFF 2 members, 
local government employers, and the state 
on a pessimistic basis in the future.  In this 
scenario, the reduced risk to Plan 1 members is 
correspondingly transferred to Plan 2 members, 
employers, and the state.

Figure 3b

(Dollars in Millions) Optimistic Expected Pessimistic
2013-2015

General Fund $0.0 $0.0 $0.0 
Non-General Fund 0.0 0.0 0.0 

Total State $0.0 $0.0 $0.0 
Local Government 0.0 0.0 0.0 

Total Employer $0.0 $0.0 $0.0 
Total Employee ($1.5) ($1.5) ($1.5)

2013-2038
General Fund $0.0 $0.0 $1.8 
Non-General Fund 0.0 0.0 0.0 

Total State $0.0 $0.0 $1.8 
Local Government 0.0 0.0 5.6 

Total Employer $0.0 $0.0 $7.5 
Total Employee ($2.8) ($2.8) $4.5 

* Compared to Merged Plans scenario.

Merged Plans, No LEOFF 1 Member Contributions
Change in Total Pension Contributions* -

Assumes plan(s) will be funded at the actuarially required level and 
that no benefit improvements will occur in the future.
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Alternate Funding Policy 2:  
Maximum Contribution Rate for 

LEOFF 2 Members 

For this scenario, we have made all the same 
assumptions as in Alternate Funding Policy  1 
(0  percent contribution rate for LEOFF  1 
members), except that we have added a 
maximum contribution rate for LEOFF 2 
members.  

We have assumed a maximum contribution 
rate for LEOFF 2 members of 20 percent, plus 
50 percent of the cost of any future benefit 
improvements.  We refer to this type of rate 
ceiling as a “dynamic rate ceiling” because 
it adjusts for future benefit improvements.  
This is typical of rate ceilings for members in 
other state pension plans.  (Specifically, similar 
dynamic rate ceilings are in effect for TRS 2 and 
WSPRS members.)    

By creating a dynamic rate ceiling for LEOFF  2 
members, we are assuming that if rates rise 
high enough that they hit the member ceiling, 
any additional costs of the plan will shift to 
either the employer or state.  In other words, 
the 50/30/20 cost sharing model will shift under 
certain conditions.

Any “spill-over” to the state and employer 
created by rates exceeding the member 
maximum could theoretically be paid by the 
state, the employer, or both.  For purposes 
of this scenario, we have assumed that the 
employer would pick up any spill-over.

However, to help illustrate the potential cost 
shift, it may help to simplify the cost sharing 
model.  If you think of the state and employer 
shares as combined, then the costs can be split 
50/50, or 50 percent member and 50 percent 
state and employer (“S/E”).  

The Cost Sharing Graph below is a basic 
illustration of this rate ceiling/cost sharing 
concept.  Parts (A) and (B) show that as costs 
rise, the member and state/employer rates rise 
equally; that is, their proportions of the total 
cost stay the same.  

If, however, costs rise high enough, the rate 
ceiling stops the member rate from going any 
higher.  Thus, part (C) shows that if costs rise 
high enough, the cost sharing will shift.  While 
the total impact will depend on the plan costs 
and the maximum rate chosen, the cost sharing 
proportions could shift in the direction of 49/51, 
45/55, and so on. 

Member S/E* Member S/E* Member S/E*

*State/Employer

A B C

50% 50%50% 50%50% 50%

R
at

es

Cost Sharing

Member Maximum
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Why Did We Choose This Assumption? 

Under the design of LEOFF 2, members carry a 
certain amount of risk of unfunded liability and 
poor investment performance in the future.  If 
a merger with LEOFF 1 could increase that risk, 
then it is reasonable to think that policy makers 
may consider insulating LEOFF 2 members from 
any increase in risk directly resulting from a 
merger.  

Why Did We Choose This Maximum Rate?

Practically speaking, it is impossible to perfectly 
isolate the risks acquired as a direct result of 
the merger from the risks already inherent in 
the plan before a merger.  Thus, selecting a 
maximum rate for LEOFF 2 members requires us 
to balance insulating LEOFF 2 members from the 
former, without overly insulating them from the 
latter.  

As a general rule, as the member maximum rate 
increases, the risk to members increases, and 
the risk to employers decreases.  The reverse 
applies as the member maximum is lowered.  

We chose the maximum rate based on LEOFF  2 
contribution rate projections before the merger.  
This number (20 percent) represents the highest 
simulated rate in the 90th percentile under 
current law (meaning we did not assume the 
continuation of past practices).  This rate was 
chosen for illustration purposes only, and is 
not intended as a recommendation for how a 
maximum rate should be calculated. 
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Alternate Funding Policy 2:  
Projected Contribution Rates

As with Alternate Funding Policy 1, this scenario 
does not materially impact the cost of the 
plan following the Hypothetical Merger.  It only 
impacts cost sharing.  We therefore will skip the 
nearly identical measures, and move directly 
to the measures that have changed as a result 
of the assumptions in this scenario.  Again, all 
graphs and tables for this scenario have been 
provided in Appendix 5

The major impact under this scenario is in 
contribution rates.  In all prior scenarios, we 
showed a single rate graph for members only.  
Generally, showing a single graph helped to 
simplify the analysis because the combined rates 
for the state/employer were equal to the rates 
for the members.  

Under the funding policy in this scenario, the 
equal rates continue, but only to a point. 
That’s why for this scenario we will split rate 
projections into a member graph and a state/
employer graph.
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Figure 4a - Member Contribution Rates, LEOFF

Figure 4a shows the projected contribution 
rates for LEOFF 2 members.  Building from the 
last scenario, we have assumed that LEOFF 1 
members will not contribute to the plan.  

Under most outlooks, this scenario is identical to 
the Hypothetical Merger.  The only changes are 
in the pessimistic and very pessimistic outlooks.  

For comparison, the red line indicates the 
contribution rates under a very pessimistic 
outlook for the Hypothetical Merger.  You can 
see that the very pessimistic line for Alternate 
Funding Policy 2 (light blue) is lower by 6 
percent or more over the long term.  In other 
words, a very pessimistic contribution rate 
under this scenario is lower for members than 
it was under the Hypothetical Merger.  The 
very pessimistic line does not plateau at the 20 
percent member maximum because it assumes 
the continuation of past practices, including the 
passage of future benefit improvements for the 
combined plan.  
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Figure 4b - Employer+State Contribution Rates, LEOFF

As stated above, the overall costs of the plan 
following the Hypothetical Merger are unchanged 
in this scenario.  Logically, any reduction in the 
member rate must then translate to an increase 
in cost to the combined state/employer. 

Figure 4b shows the projected contribution rates 
for the combined state/employer.  Under most 
outlooks, this is identical to the Hypothetical 
Merger.  As with the prior graph, the red line 
again shows the contribution rates under the 
very pessimistic outlook for the Hypothetical 
Merger.  

The very pessimistic line (light blue) for the 
combined state/employer goes higher than the 
red line.  This shows that when the member 
contribution rates hit the maximum around 
2020-2025, any spill over shifts to the state/
employer.  

Thus, where the outcome could be as much 
as 6 percent better for members, it would be 
correspondingly worse for the state/employer on 
a very pessimistic basis.
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Rates and Total Contributions

Figure 4c

Figure 4c shows the contribution rates for 
2013-15 under this scenario, including the zero 
percent rate for LEOFF 1 members assumed 
in the prior scenario.  Rates for the remaining 
categories are unchanged, since the member 
maximum would not kick in until later biennia, if 
at all.

Figure 4d shows the pension 
contributions for 2013-15 and over 25 
years.  For the 2013-15 Biennium and 
over 25 years, total contributions to 
the merged plan do not change for 
Alternate Funding Policy 2.

The member rates only hit the 
member maximum in the very 
pessimistic outcomes on a current 
law basis.  Thus, the cost sharing 
shift (“spill over”) does not occur in 
most of the simulations. 

Recap of Assumptions  for Alternate 
Funding Policy 2

HHNEW:  Maximum  
   contribution rate for  
   LEOFF  2 members of  
   20 percent, plus  
   50 percent of the cost of  
   benefit improvements.

HHNEW:  Any rate in excess  
   of the LEOFF 2 member  

2013-2015 State Budget Optimistic Expected Pessimistic
     Employee

Plan 1 0.00% 0.00% 0.00%

Plan 2 7.24% 7.24% 7.24%
     Employer 4.35% 4.35% 4.35%
     State 2.89% 2.89% 2.89%

Contribution Rates
Merged Plans, No LEOFF 1 Member Contributions, 

Maximum LEOFF 2 Member Rates

Figure 4d

(Dollars in Millions) Optimistic Expected Pessimistic
2013-2015

General Fund $0.0 $0.0 $0.0 
Non-General Fund 0.0 0.0 0.0 

Total State $0.0 $0.0 $0.0 
Local Government 0.0 0.0 0.0 

Total Employer $0.0 $0.0 $0.0 
Total Employee $0.0 $0.0 $0.0 

2013-2038
General Fund $0.0 $0.0 $0.0 
Non-General Fund 0.0 0.0 0.0 

Total State $0.0 $0.0 $0.0 
Local Government 0.0 0.0 0.0 

Total Employer $0.0 $0.0 $0.0 
Total Employee $0.0 $0.0 $0.0 

Assumes plan(s) will be funded at the actuarially required level and 
that no benefit improvements will occur in the future.

* Compared to Merged Plans, No LEOFF 1 Member 
   Contributions scenario.

Change in Total Pension Contributions* -
Merged Plans, No LEOFF 1 Member Contributions, 

Maximum LEOFF 2 Member Rates
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maximum will be paid by the 
employer.

HH Zero percent contribution rate 
for LEOFF 1 members.

HHMerging assets and liabilities.

HH Aggregate funding method with 
minimum rates set at 80 percent 
of EANC.

HH Costs of the plan are shared as 
follows.

��Fifty percent LEOFF 2 member, 
up to the member maximum.

��Thirty percent employer, plus 
any “spill over” from rates 
exceeding the LEOFF 2 member 
maximum.

��Twenty percent state.

Summary Analysis of Scenario

As with the prior comparison scenario, the 
overall costs of the plan are no different from 
the Hypothetical Merger, and the same basic 
conclusions about the risk measures still apply.  
In this scenario, Plan 1 members continue to 
be insulated from contribution rate risk while 
the contribution rate risk to Plan 2 members is 
reduced.  Employers absorb the risk forgone by 
Plan 2 members.

Under most outlooks, contribution rates will 
not hit the member maximum.  It is only in 
very pessimistic outlooks that rates may hit the 
maximum, triggering a cost shift from Plan 2 
members to employers.  

Selecting a member maximum for an ongoing 
plan is a complex policy decision, as there is no 
“magic rate” that perfectly balances the risk 
inherent in the plan before a merger with the 
new risk acquired as a result of the merger.  
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The study mandate requires OSA to solicit input 
from the LEOFF 2 Board, and organizations 
representing members and retirees of 
LEOFF 1.  OSA also invited local government 
representatives and any other self-identified 
representatives who asked to participate. 

As authorized by the study mandate, OSA 
solicited the help of the Department of 
Retirement Systems (DRS) in facilitating two 
meetings with these stakeholders.  These 
two meetings took place on August 30, 2011, 
and October 17, 2011.  For more information 
on the stakeholder input process, please 
see Appendix  8.  A copy of the interagency 
agreement between OSA and DRS for the 

stakeholder meeting facilitation is found in 
Appendix 2.

At the first meeting, stakeholders were asked 
the following question, if a merger took 
place, what would their concerns be?  At the 
second meeting, OSA shared a summary of the 
input received at the first meeting and the 
stakeholder input provided in writing.  At the 
second meeting, OSA also asked stakeholders to 
confirm the accuracy of our summarization of 
their input.

Based on this summary, the stakeholder input 
received largely fell into four common themes.

Governance
Members and retirees do not want to lose the LEOFF 1 Medical/Disability Boards.
Consideration should be given to make sure any oversight authority represent all 
stakeholders.
Some stakeholders have testified to a rift between LEOFF 1 and LEOFF 2 members as 
a result of the introduction of HB 2097 (2011).

Funding policy and fiscal health
Will a merger increase costs?
If increased costs arise, who will pay?
What portion will they pay?
Plans 1 and 2 are healthy and stakeholders want to keep them that way.
Actuarial analysis of multiple scenarios (before and after) is critical.

Benefits
Current benefits and contribution rates should be protected.

Legality
What are members’ rights under federal and state law?
Would or could a merger run afoul of those rights?

Representative samples of the stakeholder input 
are found in Appendix 9. 
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Appendix One | Study Mandate
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Appendix Two | Interagency Agreement
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Brief Chronology of LEOFF

Prior to the formation of LEOFF, many police 
officers and fire fighters participated in 
retirement plans administered and paid for by 
local governments. (Research on pre-LEOFF 
plans was limited to the text of the RCW, both 
existing and repealed.  There may have been 
other local government retirement systems 
that were not codified and thus did not appear 
in the research.)  For example, fire fighters 
generally participated in the Firefighter's Relief 
and Pension Plans (FRPs), see RCW 41.16 et seq, 
and RCW 41.18 et seq.  Local police officers in 
first class cities were allowed to participate in 
Police Relief and Pension Plans (PRPs), 1 while 
city police officers in non-first class cities could 
participate in the Statewide City Employees 
Retirement Plan (SCERS), see RCW 41.44 et seq.2  
Collectively, these plans are often called the 
"pre-LEOFF” plans.  

Pre-LEOFF Plans Merged – LEOFF 1 
Created

In 1969, the Legislature created LEOFF to 
merge the various police and fire pre-LEOFF 
plans.  On March 1, 1970, all the active police 
and fire personnel of the pre-LEOFF plans were 
transferred to the new LEOFF plan, while retired 
members remained in their respective pre-LEOFF 
plans (RCW 41.26.040).  

When the pre-LEOFF plans were merged, 
members and employers contributed to the 
regular costs of the plan, while the state took on 
responsibility for paying the unfunded actuarial 
accrued liability (UAAL).  

State Restructures Retirement 
Systems – LEOFF 2 Created

In 1977, the state restructured its pension 
systems, including LEOFF.  The existing PERS, 
TRS, and LEOFF plans were closed to new 
members.  Each of the closed plans was 
designated "Plan 1" (i.e. PERS Plan 1, TRS Plan 1, 
and LEOFF Plan 1), and all current members and 
retirees maintained their membership in their 
respective Plan 1.

At the same time, three new plans were 
created.  These plans were designated "Plan 2" 
(i.e. PERS Plan 2, TRS Plan 2, and LEOFF Plan 2).  
These plans had different benefit and funding 
structures than the Plans 1.  All newly hired 
employees became members of their respective 
Plan 2.  

Both LEOFF Plan 1 and LEOFF Plan 2 were 
directly overseen by the Legislature.  This 
meant, for example, that the Legislature 
determined funding policy and set contribution 
rates.

WSIB Invests Contributions

The Washington State Investment Board (WSIB) 
was created in 1980, see RCW 43.33A et seq. 
Among its duties, the WSIB is responsible for 
investing the state’s retirement funds, including 
member, employer, and state contributions.  
These retirement funds are commingled for 
investment purposes, but otherwise the funds 
in one plan cannot be used to pay benefits in 
another plan.  

JCPP and PFC Created To Serve In 
Advisory Roles

In 1987, the Legislature created the Joint 
Committee on Pension Policy (JCPP).  The JCPP 
served in an advisory role, and was tasked with 
studying pension issues, developing pension 
policy, studying the financial condition of the 
pension systems, appointing the State Actuary, 

1See RCW 41.20 et seq.  The PRP Plans included only 
police officers in first-class cities.
2The SCERS included general city employees, as well 
as police officers who are not serving in first-class 
cities.
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and making recommendations to the Legislature, 
see RCW 44.44.060 (repealed by 2003 c 295).  

The Pension Funding Council (PFC) was created 
by the Legislature in 1998.  The duties of the 
PFC include adopting contribution rates, and 
any changes to economic assumptions (RCW 
41.45.100 and 41.45.110).  

Citizens Enact I-790 – LEOFF 2 
Board Created

In 2002, the citizens created the LEOFF Plan 2 
Retirement Board (Board) by initiative  
(I-790).  The Board has many duties, including 
serving as plan fiduciary, guiding policy, setting 
contribution rates for the LEOFF 2 retirement 
plan, and providing for the design and 
implementation of increased plan benefits (RCW 
41.26.720 and 41.26.717).  

The initiative that created LEOFF Plan 2 
explicitly stated that the JCPP and PFC have 
no authority over LEOFF Plan 2, RCW 41.26.730 
(repealed by 2003 c 295).  Governance for 
LEOFF  1 remained with the Legislature, with the 
PFC and JCPP serving in advisory roles.  

The LEOFF 2 Board membership includes 
member representatives (active and retired 
police officers and firefighters), employer 
representatives, and legislators (RCW 
41.26.715).

Expenses for Board staffing and plan 
administration are paid out of the Plan 2 
expense fund (RCW 41.26.732).  The State 
Investment Board is authorized to invest the 
funds in the expense fund (RCW 41.26.732).  
Except for investment policy, the LEOFF 2 Board 
has authority to set all other policies related to 
this fund, subject to revision by the Legislature.  

SCPP Replaces JCPP In Advisory 
Role

In 2003, the JCPP was replaced by the Select 
Committee on Pension Policy (SCPP).  The 
change was essentially one of membership 
(adding non-legislator members), as the duties 
of the committee stayed the same (RCW 
41.04.281).  Like the JCPP, the SCPP serves in 
an advisory role in LEOFF 1 governance, but 
does not have a role in LEOFF 2 governance.  
However, the SCPP may form a public safety 
subcommittee to study pension issues affecting 
members of the public safety plans, including 
LEOFF 1 and 2 (RCW 41.04.278[2][a]).

Summary of Plan Benefits

As a general rule the members of LEOFF 1 
and LEOFF 2 receive many of the same types 
of benefits, but the plans differ in how those 
benefits are calculated.  

The basic benefit calculations provide an 
illustration of these differences in plan 
provisions:  retirees of both plans receive 
a defined benefit calculated as 2 percent 
multiplied by the member’s years of service 
and final average salary (FAS).  However, the 
methods used to calculate FAS are different for 
each plan.  For LEOFF 1, FAS is the basic salary 
attached to the position or rank the member 
held at the time of retirement, provided the 
member held that position for at least twelve 
months.  For LEOFF 2, FAS is the member’s salary 
average for the highest consecutive sixty months 
(five years).

Another difference in the benefit provisions for 
the two plans is that LEOFF 2 members do not 
receive medical benefits.  LEOFF 1 members 
receive 100 percent of “necessary medical 
services” paid for by LEOFF 1 employers (RCW 
41.26.050[1]), and these payments are made 
outside of the employer’s normal pension 
contributions (and outside the pension trust 
fund).  Please see OSA’s Actuarial Valuation 
of LEOFF 1 Medical Benefits for additional 
information on LEOFF 1 medical benefits. 
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Summary of Governance

LEOFF 1 and LEOFF 2 have different governance 
structures.  The differences in governance 
structure fall under two categories: plan 
oversight, and disability and medical review.

Plan Oversight

LEOFF 1 is governed directly by the Legislature.  

Plan 1 Plan 2
Effective Date of Plan 3/1/70 10/1/77
Date Closed to New Entrants 9/30/77 Open
Statutory Reference Chapter 41.26 RCW Chapter 41.26 RCW
Normal Retirement Eligibility  
(age/service) 50/5 53/5

Accrued Benefit Formula Accrual % (1%, 1.5%, 2%) x YOS (5, 10, 
20) x FAS

2% x YOS x AFC; 0.25% per month pre-
retirement COLA with 20 years of service

Computation of FAS/AFC
The basic salary attached to the position 
or rank at retirement if held for at least 12 

months

Average compensation earnable for the 
highest 60 consecutive months

Credited Service Monthly, based on hours worked each 
month

Monthly, based on hours worked each 
month

Vesting 5 years 5 years

Vested Benefits Upon Termination Refund of employee contributions plus 
interest, or deferred retirement allowance

Refund of employee contributions (x 
150% if 10 YOS)  plus interest, or 

deferred retirement allowance

Early Retirement Eligibility (age/service) n/a 50/20

Early Retirement Reduction Factors n/a 3% ERF with 20 YOS

Disability Retirement Benefit 50% FAS, (max 60% if children)

Non-duty: accrued benefit, actuarially 
reduced; Duty, occupational: accrued 

benefit without actuarial reduction, 
minimum 10% of AFC; Duty, total: 70% of 

AFC with offsets for Social Securty and 
L&I benefits, not to exceed 100% of AFC

COLA Full CPI* Lesser of CPI* or 3%
Minimum Benefit per Month per YOS n/a n/a

*CPI:  Urban Wage Earners & Clerical Workers, Seattle-Tacoma-Bremerton, WA - All Items.

Summary of Plan Provisions - LEOFF
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Summary of Membership and 
Demographics

Despite the fact that the two plans are both 
composed of police and fire firefighters, the 
plans differ in terms of member demographics.  
This difference is mainly due to the fact that 
LEOFF 1 has been closed to new members since 
1977.  Thus all current members, both active 
and retired, must have first been employed as a 
police officer or firefighter over 30 years ago.  

As a result, LEOFF 1 members and retirees are 
comparatively older than LEOFF 2 members.  
As of June 30, 2010, there are only 301 active 
members in LEOFF 1, with an average age of 
59.5.  Around 96 percent of LEOFF 1 members 
are retired, and all remaining active LEOFF 1 
members are eligible for normal retirement.  In 
the terminology of retirement plan life-cycles, 
LEOFF 1 is considered to be a mature plan.  

In contrast, LEOFF 2 is an open and ongoing 
plan.  While some members have been in the 
plan since its inception in 1977, it also adds 
new members every year, thus bringing down 
the average age for the plan.  As of June 30, 
2010, the average age for LEOFF 2 active 
members is 42.2, with almost 90 percent of the 
plan’s members active, the plan is considered a 
relatively young plan.  

The PFC adopts contribution rates and economic 
assumptions, subject to revision by the 
Legislature.  The SCPP also serves in an advisory 
role, researching issues related to LEOFF 1, and 
making recommendations.

In contrast, the citizens created a fiduciary 
board by initiative to oversee LEOFF 2.  While 
the extent of Board authority is ultimately 
subject to legislative revision, current statute 
provides the Board with independent authority 
to oversee the plan.  This authority includes 
things like the adoption of contribution rates 
and economic assumptions.

Medical and Disability Review 
Boards

In addition to general plan oversight, LEOFF  1 
local disability boards determine what 
constitutes the “necessary medical services” 
discussed in the Benefits section, above.  In 
contrast, LEOFF 2 members do not receive these 
medical benefits, and any LEOFF 2 disability 
determinations are made by the director of 
the Department of Retirement Systems (RCW 
41.26.470).  

As the name suggests, the disability review 
boards also determine whether or not a 
LEOFF  1 member is disabled for the purposes 
of receiving disability benefits.  However, 
disability determinations for LEOFF 1 may no 
longer be as relevant as they were in the past.  
LEOFF 1 disability benefits equal 50 percent 
of final average salary (FAS), tax-free, with an 
additional 5 percent for each eligible dependent 
up to 60 percent of FAS.  However, if an active 
member has over 30 years of service, an after-
tax retirement benefit of over 60 percent of 
AFS would likely exceed the tax-free disability 
benefit.  As of June 30, 2010, the average 
service for LEOFF 1 active members is over 
35 years, so it is likely a member suffering a 
disabling injury or disease would retire rather 
than pursue a disability claim.  



2011 LEOFF Merger Study

64

LEOFF 2010 2009
Plan 1 Plan 2 Total Plan 1 Plan 2 Total

Active Members
Number 301 16,775 17,076 356 16,951 17,307
Total Salaries (millions) $29 $1,490 $1,519 $33 $1,443 $1,476
Average Age 59.5 42.2 42.5 58.6 41.6 41.9
Average Service 35.4 13.3 13.7 34.5 12.7 13.1
Average Salary $96,686 $88,828 $88,967 $93,679 $85,097 $85,274

Terminated Members
Number Vested 1 781 782 2 672 674
Number "Non-Vested" 46 1,707 1,753 54 1,663 1,717

Retirees
Number of Retirees (All) 8,008 1,639 9,647 8,087 1,367 9,454
Average Monthly Benefit, All 
Retirees $3,523 $2,488 $3,347 $3,478 $2,309 $3,309
Number of New "Service 
Retirees"* 57 237 294 68 199 267
Average Monthly Benefit, New 
"Service Retirees"* $6,712 $3,228 $3,904 $5,819 $3,015 $3,729

Summary of Plan Participants

*Includes disabled retirees for Plan 1 only.
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A. Ice Miller Analysis

One American Square | Suite 2900 | Indianapolis, IN 46282-0200 | P 317-236-2100 | F 317-236-2219

INDIANAPOLIS | CHICAGO | DUPAGE COUNTY, IL | WASHINGTON D.C. www.icemiller.com

I/2663947.2

October 5, 2011 WRITER'S DIRECT NUMBER: (317) 236-2413
DIRECT FAX: (317) 592-4616

INTERNET: BRAITMAN@ICEMILLER.COM

WRITER'S DIRECT NUMBER: (317) 236-2110
DIRECT FAX: (317) 592-4713

INTERNET: TERRY.MUMFORD@ICEMILLER.COM

VIA E-MAIL

David Nelsen
Legal and Legislative Liaison
Washington Department of Retirement
Systems
P.O. Box 48380
Olympia, WA 98504-8380

Aaron Gutierrez
Lisa Won
Washington Office of the State Actuary
P.O. Box 40914
Olympia, WA 98504-0914

Anne Hall
Assistant Attorney General
Washington State Attorney General's Office
7141 Cleanwater Drive SW
P.O. Box 40108
Olympia, WA 98504-0108

Re: OSA Study

Dear Dave, Aaron, Lisa and Anne:

This letter and attached materials have been prepared in response to Dave's e-mail of
August 7, 2011 and our telephone conversation of August 22, 2011. This also includes
additional questions and comments by Aaron dated September 20 and September 29, 2011.

It is our understanding that the Office of the State Actuary ("OSA") has been asked to
perform a study of the merger of LEOFF Plan 1 and LEOFF Plan 2. OSA and the Washington
Department of Retirement Systems ("DRS") will enter into an interagency agreement to provide
resources for the study. OSA will be handling the actuarial analysis of the merger, but also
needs to understand if such a merger would be possible from a federal law perspective. DRS has
agreed to provide legal support on this issue through their contractual arrangement with Ice
Miller LLP. OSA and DRS are also asking the Attorney General's office to provide a state law
analysis.

Based upon the information that you have provided to us, we understand that we are to
provide you with information from a federal law perspective on the following questions.

1. What are the tax and legal "ground rules" for a plan merger, generally?

a. If any public pension system wanted to merge plans, what issues should be
considered?
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b. Are certain actions prohibited, or potentially problematic?

i. For example, are systems prohibited from merging all assets and
liabilities?

2. Is Ice Miller aware of any federal law issues specific to Washington?

a. Are there high-level issues that stand out based on Ice Miller's knowledge
of Washington's retirement plans?

b. Does it matter if the LEOFF Plan 1 is merged into LEOFF Plan 2, or vice
versa?

TERMINOLOGY

Before responding to your questions, we want to consider the possible meanings of the
word "merger." As discussed below, under the Internal Revenue Code ("Code") "merger" has a
very distinct meaning – it is the actual merger of assets and liabilities into a single plan, where
the assets and the liabilities are "usable" across the plan. However, policy makers may wish to
consider other forms of joint administration of the two plans, which we have referred to as
"consolidation." We are aware that substantial consolidation already exists – DRS administers
both LEOFF Plan 1 and LEOFF Plan 2 and the Washington State Investment Board handles the
investments for both plans. However, there are differences in governance. For example, LEOFF
Plan 2 is governed by the LEOFF Plan 2 Board of Trustees; LEOFF Plan 1 retains local
disability boards.

OVERVIEW OF FEDERAL LAW - MERGER

In this section of this letter we consider the "ground rules" for a plan merger – the rules
that would apply to any merger of assets and liabilities in a governmental plan.

Source of Guidance

Governmental pension plans are subject to certain specific provisions of the Code and
related Treasury Regulations. Governmental pension plans are not subject to the Employee
Retirement Income Security Act of 1974 ("ERISA"). In lieu of ERISA provisions, governmental
plans are subject in many cases to pre-ERISA guidance from the Internal Revenue Service
("IRS"). Governmental plans may also follow ERISA provisions by analogy.

Exclusive Benefit Rule

Code § 401(a) requires that the plan of the employer be "for the exclusive benefit of [the
employer's] employees or their beneficiaries . . . ." Therefore, the plan may not benefit a person
other than the employees or their beneficiaries. Accordingly, the IRS has held that "funds
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accumulated under a qualified plan in trust are intended primarily for distribution to employee
participants." Rev. Rul. 72-240, 1972-1 C.B. 108. This exclusive benefit requirement applies to
all qualified pension plans, including governmental plans, and, therefore, must be considered in
any plan merger.

Qualified Plan Status

Pre-ERISA guidance provides that only qualified plans under Code Section 401(a) may
be merged. Revenue Ruling 67-213. Therefore, in a merger of governmental plans, it is
important to ascertain or confirm the qualified status of each plan prior to the merger, as well as
the qualified status of the "surviving" plan.

Consideration of Termination Issues

Pre-ERISA guidance also provides that, if the merger results in the termination of one
plan, then all accrued benefits under the terminating plan must be 100% vested to the extent that
benefits are funded. Code § 401(a)(7)(1974). Whether a plan is terminated is generally a
question to be determined with regard to all the facts and circumstances in a particular case. A
plan is not considered to be terminated merely because an employer consolidates or replaces that
plan with a comparable plan. Treas. Reg. § 1.401-6(b)(1); Rev. Rul. 67-213, 1967-2 C.B. 149.
A comparable plan is not necessarily one of the same type, but it is one of the same category
(e.g., defined benefit vs. profit-sharing). Rev. Rul. 67-213 (citing Treas. Reg. § 1.381(c)(11)-
1(d)(4)). Therefore, in a merger of qualified defined benefit plans, the IRS could find that the
merged plans had not terminated, but that determination is based on all the facts and
circumstances.

Participant Elections

In some cases, policy makers wish to give plan participants the option of whether or not
to be part of a merger. It is permissible to give participants the option of moving from one plan
to another so long as there is no option to receive a distribution. Rev. Rul. 67-213. However, in
a governmental plan, giving existing employees a choice among plans will currently not be
approved by the IRS if the choice impacts the employees' pre-tax contributions. Revenue Ruling
2006-43, 2006-35 I.R.B. 329.

Assets/Liabilities

Pre-ERISA guidance applicable to governmental plans does not provide any specific
guidance with respect to the treatment of assets and liabilities/benefits. Code Sections
401(a)(12) and 414(l) establish merger requirements for private sector plans, which requirements
are intended to demonstrate compliance with the exclusive benefit rule. Government plans, such
as LEOFF Plan 1 and LEOFF Plan 2, are not required to follow these merger rules. Treas. Reg.
§ 1.414(l)-1(a)(1). However, we believe that certain essential elements of these federal laws
provide a good road map for a merger of plans and would demonstrate to the IRS the intent of
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the legislature to comply with the exclusive benefit rule. Code § 401(a)(12) provides that, in the
case of a merger, consolidation or a transfer of assets or liabilities, each participant must receive
benefits on a termination basis from the plan immediately after the merger or transfer which are
equal to or greater than the benefits the participant would receive on a termination basis
immediately before the merger, consolidation or transfer. See also Treas. Reg. § 1.414(l)-
1(a)(2). A "merger" or "consolidation" means the combining of two or more plans into a single
plan…. [A] merger or consolidation will not occur if two plans are not combined into a single
plan, such as by using one trust which limits the availability of assets of one plan to provide
benefits to participants and beneficiaries of only that plan." Treas. Reg. § 1.414(l)-1(b)(2).

A 'transfer of assets or liabilities' occurs when there is a diminution of assets or
liabilities with respect to one plan and the acquisition of these assets or the
assumption of these liabilities by another plan. For example, the shifting of assets
or liabilities pursuant to a reciprocity agreement between two plans in which one
plan assumes liabilities of another plan is a transfer of assets or liabilities.
However, the shifting of assets between several funding media used for a single
plan (such as between trusts, between annuity contracts, or between trusts and
annuity contracts) is not a transfer of assets or liabilities.

Treas. Reg. § 1.414(l)-1(b)(3). The term "benefits on a termination basis" means the benefits
that would be provided exclusively by the plan assets pursuant to ERISA § 4044 and the
regulations thereunder if the plan terminated. Treas. Reg. § 1.414(l)-1(b)(5). As noted above, for
governmental plans, the pre-ERISA minimum vesting standards require 100% vesting of benefits
accrued to the date of termination upon normal retirement and upon plan termination or
discontinuance of employer contributions.

Benefit Changes

To the extent that a merger results in there being benefit changes post-merger, there
would have to be a state law analysis with respect to pension protections under state law.
However, from a federal law perspective, the accrued benefit of a plan member who has reached
normal retirement age under the plan must be protected.

Plan Terms

Any qualified plan must follow its written terms and conditions. Thus, any transaction,
such as a merger, must be reflected in each involved plan's terms via an amendment. This must
be done before the merger occurs. The terms of the merger could be that one plan merges into
the other. Alternatively, the terms could be that a new plan is created and both existing plans
would merge into the new plan.



2011 LEOFF Merger Study

70

David Nelsen
Aaron Gutierrez
Lisa Won
Anne Hall
October 5, 2011
Page 5

I/2663947.2

Taxation

To confirm that the merger of one plan into another does not have a taxation impact on
the members, our clients have typically sought a private letter ruling ("PLR") from the IRS.

On-going Compliance Post Merger

After the merger, the merged plans must be maintained in compliance with Code Section
401(a).

OVERVIEW OF FEDERAL LAW – CONSOLIDATION

In the case of consolidation, the exclusive benefit rule must be applied – in that the plan
assets of one plan could only be used for the benefit and expenses attributable to that plan.

In a consolidation, the above described issues of maintenance of qualified status,
participant elections, and plan terms would still need to be considered. However, consolidation
does not raise issues with regard to vesting and valuation of benefits on a termination basis.

CONSIDERATION OF SPECIFIC ISSUES

Based upon our discussions with you, we understand that the proposed transaction could
be any of the following (we have shown what we assume are the most likely scenarios). The
attached chart addresses how these scenarios should be considered.

Merger of LEOFF 1 and LEOFF 2:

LEOFF 1  LEOFF 2 (merger of assets and liabilities; no change in benefits)

LEOFF 2  LEOFF 1 (merger of assets and liabilities; no change in benefits)

LEOFF 1  LEOFF 2 (new tier with new benefits formula and/or benefit
provisions and all assets and liabilities merged)

Under the Pre-ERISA rules, the merger of one plan into another plans would not be
considered a termination if a qualified plan is replaced by a comparable plan (a plan of the same
type) and so long as the plan assets are not distributed to the members. Therefore, from a
termination perspective, it will not matter if LEOFF Plan 1 is merged into Plan 2 (or vice versa),
because two conditions are met:

1. Both LEOFF Plan 1 and LEOFF Plan 2 are the same type of plan – qualified
defined benefit plans under IRC Section 401(a); and

2. No distribution will be made of plan assets to active participants.
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Using Code § 414(l) as a guide, participants must be entitled to receive the same benefit
after a merger or transfer of assets as they would have received before the merger. The
calculation of those benefits is done on a termination basis. So, under the 414(l) model, the
benefits have to be tested as though there had been a termination, even though there is not a
termination. This testing of benefits would apply if LEOFF Plan 1 is merged into LEOFF Plan 2
(or vice versa).

If the merger of the two plans results in a lower cost and thus a lower required
contribution rate, federal law would not dictate whether the employers' or the employees'
contributions were adjusted. That would be a matter of state law and plan design.

Merger of LEOFF 1 and LEOFF 2 into a New LEOFF:

LEOFF 1 and LEOFF 2  New LEOFF (new tier(s) with new benefits formula
and/or provisions; assets and liabilities merged)

If the two plans were to merge into a single new LEOFF Plan 3, policy makers could
choose that the benefits could stay exactly the same (two tiers incorporating current provisions),
or there could be a new structure with new benefits (for example, all LEOFF Plan 3 members
have the same retirement eligibility, etc.)

We understand the Washington AG's office is going to be advising with respect to
whether benefits can be changed as part of the merger from a state law perspective.

From a federal tax law perspective, a plan participant who has reached normal retirement
age or reached other vested status under the plan must be vested in his accrued benefit as of that
date. It is our understanding that every participant in LEOFF Plan 1 has reached normal
retirement age under the terms of the plan and has met all requirements for vesting. If our
understanding is correct, then benefits accrued to date for participants in LEOFF Plan 1 cannot
be changed in any merger. To the extent that participants in LEOFF Plan 2 have reached normal
retirement age and met requirements for vesting, those benefits accrued to date also cannot be
changed. Therefore, any benefit change that is adopted as part of a merger could only affect new
members, non-vested members, and vested members prospectively.

Consolidation:

LEOFF 1 and LEOFF 2  New LEOFF consolidation of administration of
benefit plans; no change in benefits; with on-going
segregation of assets and liabilities.

From a federal tax law perspective, there would be fewer issues to address – primarily the
exclusive benefit rule.
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IRS APPROVAL

If some type of merged or consolidated plan is passed by the legislature, then we
recommend that DRS and/or the LEOFF Plan 2 Board seek a new determination letter on the
new structure in order to ensure the qualified status of the new structure under the Code. This
would be done in the next Cycle C, which opens February 1, 2013 and closes January 31, 2014.
That would likely result in a 2015-2016 determination letter issuance.

If some type of transfer is passed by the legislature, then we also recommend that DRS
and/or the LEOFF Plan 2 Board seek a PLR to confirm that the transfer does not result in any tax
consequences to any affected members.

Very truly yours,

ICE MILLER LLP

Mary Beth Braitman

Terry A.M. Mumford

/jls
Attachment

CIRCULAR 230 DISCLOSURE
Except to the extent that this advice concerns the qualification of any qualified plan, to ensure compliance with
recently-enacted U.S. Treasury Department Regulations, we are now required to advise you that, unless otherwise
expressly indicated, any federal tax advice contained in this communication, including any attachments, is not
intended or written by us to be used, and cannot be used, by anyone for the purpose of avoiding federal tax penalties
that may be imposed by the federal government or for promoting, marketing, or recommending to another party any
tax-related matters addressed herein.
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B. Attorney General Analysis
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Measures:  Current Law vs. Past 
Practices

When we use the term Current Law in our 
analysis, it means that we assume there will be 
no future benefit improvements for members of 
either LEOFF plan, and that all future required 
contributions will be paid in full.  Otherwise, 
we randomly varied all of the other assumptions 
described in the 2010 Risk Assessment Report 
(RA) to generate Current Law results.

When we label exhibits with the term Past 
Practices, we use the same set of assumptions 
that we use for the Current Law results except 
we add random assumptions about future 
benefit improvements and percent of required 
contributions made.  These random assumptions 
are based on historical data and are described in 
the RA. 

Each exhibit in this report specifies whether 
the results are based on Current Law or Past 
Practices.  However, in general, all graphs 
and tables showing projected funded status, 
projected contribution rates, and risk and 
amount of pay-go represent Past Practice 
results.  

Tables in the main body of the report showing 
2013-15 contribution rates and total pension 
contributions represent Current Law results.  
In other words, they assume there will be no 
future benefit improvements, and that all 
required contributions will be fully paid.  For 
those interested in seeing contribution rate 
and pension contribution tables based on Past 
Practices, we provide those exhibits later in this 
appendix (Additional Exhibits section).

Data, Assumptions, and 
Methods

We used the same data, methods, and 
assumptions as disclosed in the 2010 Actuarial 
Valuation Report (AVR) to find the initial 
actuarial valuation results for all of our 
projections.  In all scenarios, the asset data 

reflects actual investment returns through 
June  30, 2011.  

The assumptions and methods we used to 
project future actuarial valuation results varied 
for each scenario as described below.

Our risk model is designed to generate varying 
results based on changes to a number of 
economic assumptions.  We used the same 
data, methods, and assumptions in our risk 
model for this report as we described in the 
Risk Assessment with few exceptions.  When 
calculating the chance of pay-go for each 
plan, we used the threshold value of $25 
million instead of $50 million in annual benefit 
payments to determine whether or not a plan 
was in pay-go status for this report.  In other 
words, if a plan exhausts its trust fund with less 
than $25 million in annual benefit payments, we 
did not include the outcome as pay-go status.  
Any other exceptions to methods or assumptions 
for the risk model are disclosed below.

Before Merger

We assumed that if LEOFF 1’s UAAL were to re-
emerge, the prior funding policy would resume.  
That is, members would contribute 6 percent of 
salary, employers would pay 6 percent of salary, 
and the state would be responsible for paying 
the UAAL contribution rates consistent with the 
funding method described in the 2010 AVR.

Hypothetical Merger

For the base Hypothetical Merger, we assumed 
liabilities and assets would be merged, but that 
the benefit structure in each plan would remain 
unchanged (not reduced).  We also assumed no 
change to the current governance structure.

We assumed a funding policy similar to that of 
LEOFF 2, but with a contribution rate floor based 
on 80 percent of the EANC rate instead of the 
long-term rate floor of 90 percent currently in 
place.  We assumed contribution rates would 
be determined using the Aggregate funding 
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method on the combined assets and liabilities.  
Contributions would be collected over all 
salaries, regardless of which plan a member 
is in, and apportioned according to LEOFF 2’s 
current cost-sharing policy:

HH Fifty percent member.

HH Thirty percent employer.

HH Twenty percent state.

We further assumed in our risk model that future 
benefit improvements under the Hypothetical 
Merger (for combined benefits) would occur at 
the same rate as those for LEOFF 2 in the Before 
Merger scenario.

We combined assets and liabilities and 
applied the funding policy as described in the 
Assumptions section above.

Alternate Funding Policy 1:  Zero 
Percent Contribution Rate for 

LEOFF 1 Members

We used the same methods and assumptions as 
described for the Hypothetical Merger scenario, 
with one exception.  We calculated contribution 
rates over all salaries, but we assumed no 
contributions would come from LEOFF 1 
members.

Alternate Funding Policy 2:  
Maximum Contribution Rate for 

LEOFF 2 Members 

We used the same methods and assumptions 
as described in Alternate Funding Policy 1, 
except we applied a maximum contribution rate 
for LEOFF  2 members.  We chose a maximum 
rate we believed would protect members from 
additional risk due to the merger, without 
over-protecting them from the economic risks 
inherent in LEOFF 2 before the merger.  We 
used 20 percent as the maximum rate because 
it was the highest contribution rate in the 90th 
percentile of our Current Law simulations.  We 

assumed any excess contributions not collected 
from members due to the maximum contribution 
rate would be collected from employers instead.  
We also assumed the maximum LEOFF 2 member 
rate would increase by 50 percent of the cost 
of future benefit improvements when we 
performed risk analysis under Past Practices.

Alternate LEOFF 1 Funding Policy

For this scenario (described in the next section), 
we assumed that the LEOFF  1 funding policy 
would be similar to the policies currently in 
statute for the Public Employees’ Retirement 
System (PERS) Plan 1 and the Teachers’ 
Retirement System (TRS) Plan 1.  We assumed no 
Plan 1 contributions as long as LEOFF 1 remains 
in a fully-funded state.  If LEOFF 1 drops below 
a 100 percent funded status, the unfunded 
liability would be amortized over a rolling ten-
year period, using a minimum contribution rate 
of 4 percent.  Please see the 2010 AVR for other 
details surrounding the funding policy for PERS 1 
and TRS 1.

For this scenario only, we assumed the following 
cost-sharing policy.

HH LEOFF 1 members: 6 percent.

HH LEOFF 2 members: 50 percent of 
LEOFF 2 normal cost rate.

HH Employers:  30 percent of LEOFF 
2 normal cost rate (over all 
salaries).

HH State:

��Twenty percent of LEOFF 2 
normal cost rate (over LEOFF 2 
salaries).

��LEOFF 1 UAAL rate (over all 
LEOFF salaries).

We applied the assumptions and funding policy 
described above to our risk model and measured 
the resulting change to each risk measure 
itemized in this report.
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Some Questions Answered

What about Demographic 
Experience?

The study mandate calls for measures, “…
based on a range of possible economic and 
demographic experience…”  However, our risk 
assessment model is not currently designed for 
varying demographic assumptions.  Instead, 
we focused on varying economic scenarios and 
funding policies for this report.

What about the Actuarial Fiscal Note 
for HB 2097?

The analysis we performed for HB 2097 (2011 
Legislative Session) was based on a specific 
merger proposal outlined in that bill.  The 
assumptions and methods we used in that fiscal 
note were selected as our best estimates based 
on that proposal.  In addition to the proposed 
merger, HB 2097 called for a modified short-
term funding policy on state contribution rates 
only.  The hypothetical merger we describe in 
this report does not line up with the proposed 
merger in HB 2097.  Finally, the results of the 
fiscal note were based on liabilities and data 
from the 2009 AVR, while this report is based 
on the results of the 2010 AVR.  Therefore, the 
two sets of analysis are not consistent and direct 
comparisons between the two sets are of limited 
value.

Did Economic Assumptions Recently 
Change?

Economic assumption changes were recently 
adopted for both plans.  In October 2011, 
the Pension Funding Council adopted changes 
to economic assumptions for LEOFF 1.  In 
November 2011, the LEOFF Plan 2 Retirement 
Board adopted economic assumption changes 
for LEOFF  2.  The analysis in this report was 
based on economic assumptions in place prior 
to October 2011.  This is consistent with the 

2010 AVR and the economic assumptions listed 
in statute.  The conclusions and findings of our 
analysis would not materially change if we used 
the new assumptions.

Is a Merger the Only Approach for 
Managing Risk?

A full merger of plans is not the only course of 
action available.  How policy makers pursue 
changes to LEOFF will likely depend on their 
goals.  In the main body of this report, we 
presented a Hypothetical Merger along with 
variations of that merger, which can help 
manage an assortment of risks.  However, if the 
goal is to manage a specific risk, other policies 
can be changed to reach that goal.  

Alternate LEOFF 1 Funding Policy

An example of a single risk that could be 
managed without merging plans is LEOFF 1 pay-
go risk.  In the Actuarial Analysis section, we 
mentioned this idea.  If policy makers want to 
solely manage the risks associated with LEOFF  1 
pay-go, they could consider changing the 
LEOFF  1 funding policy to accomplish this goal.

We studied this possibility by implementing a 
funding policy for LEOFF 1 like those in place for 
PERS 1 and TRS 1.  Those plans use a variation 
of the Entry Age Normal Cost method, which 
amortizes the Unfunded Actuarial Accrued 
Liability (UAAL) over a rolling ten-year period 
when the plans are less than fully funded.  
Please see the 2010 AVR for the details of this 
funding method.

Since LEOFF 1 is currently in a surplus state, this 
funding method does not require contribution 
rates to be collected for LEOFF 1 at this time.  
If an unfunded LEOFF 1 liability does reappear, 
contribution rates will become effective for as 
long as the plan has an unfunded liability.

As with the other scenarios we analyzed in this 
study, we had a number of assumptions and 
policies to set.  Please note that this funding 
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policy is one of many that could be used to 
specifically target pay-go risk in LEOFF  1.  
The exact policy chosen would depend on 
decision makers’ risk tolerance, among other 
considerations outlined in this report.  We 
assumed a cost-sharing policy as described in the 
Assumptions and Methods section above.

We used a LEOFF 1 UAAL contribution rate floor 
of 4 percent, when LEOFF 1 UAAL rates are 
required, for this policy.  Use of a different rate 
floor would produce different results.  One way 
for decision makers to manage risk in this policy 
would be to change the length of the rolling 
amortization period.  A shorter period would 
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Figure 5a - Funded Status LEOFF 1, Alternate LEOFF 1 
Funding Policy

Figure 5a shows that under the alternate 
LEOFF  1 funding policy, the projected LEOFF 1 
funded status goes near 0 percent around 2035 
in the very pessimistic outcome, but it does not 
drop to 0 percent.  

require higher contribution levels, while paying 
off unfunded liabilities more quickly.  Policy 
makers could also choose to charge the UAAL 
rate to employers, rather than allocate UAAL 
contributions from state funds.  In either case, 
the same total contributions would be calculated 
– the only difference would be the source of the 
contributions.

The exhibits that follow show the projected 
results of the alternate LEOFF 1 funding policy.  
This policy does not change measures affecting 
LEOFF 2.  For complete disclosure, LEOFF 2 
exhibits under this policy will be displayed below 
in the Additional Exhibits section.
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Figure 5b - Contribution Rates LEOFF 1, Alternate LEOFF 1 
Funding Policy

Figure 5b displays projected UAAL contribution 
rates and includes the very pessimistic UAAL 
rate curve from the Before Merger scenario (red 
line) for comparison.  Here we can see that the 
rolling ten-year amortization period, combined 
with the 4 percent contribution rate floor, 
results in lower, more steady contribution rates 
with a longer collection period than the Before 
Merger policy provides.
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The following figures speak to the goal of this 
policy change.  Here we see that the risk of 
pay-go has been virtually eliminated, even in 
the most pessimistic economic outcomes.  The 

red curve in figure 5c represents the chance of 
pay-go under the Before Merger scenario for 
comparison.

Figure 5c - Pay-Go LEOFF 1, Alternate LEOFF 1  
 Funding Policy

Figure 5d 

Year Chance Amount*
2011 0.0% $0

2014 0.0% $0

2017 0.0% $0

2020 0.2% $0

2023 0.6% $0

2026 0.3% $0

2029 0.4% $0

2032 0.1% $0

2035 0.2% $0

2038 0.0% $0

2041 0.0% $0

2044 0.0% $0

2047 0.0% $0

2050 0.0% $0

2053 0.0% $0

2056 0.0% $0

*Millions.

LEOFF 1 Chance/Amount of 
Pay-Go - Select Years - Past Practices

Alternate LEOFF 1 Funding Policy
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Finally, we see the contribution rates and the 
change in total pension contributions from the 
Before Merger scenario.  Since LEOFF 1 is not 
expected to come out of its surplus status in 
expected and optimistic outcomes, we only see 
an increase in contributions under pessimistic 
outcomes.  There is an increased cost under this 
policy because we trade possible pay-go costs 
that occur after the funding policy ends under 
the Before Merger scenario (after 25 years), 
with pre-funding costs designed to avoid pay-go 

in this scenario.  If decision makers wanted to 
mitigate pay-go risk without virtually eliminating 
it, they could opt for a lower contribution rate 
floor or a different amortization period.  In this 
scenario we reduced the risk of pay-go, but the 
trade-off would be contributing more money 
up-front to avoid that risk.  The long-term fiscal 
cost savings of this alternate LEOFF 1 funding 
policy would occur after the 25-year period 
displayed below.

Figure 5e 

Figure 5f 

2013-2015 State Budget Optimistic Expected Pessimistic
     Employee

Plan 1 0.00% 0.00% 0.00%
Plan 2 8.46% 8.46% 8.46%

     Employer 
Current Annual Cost 5.08% 5.08% 5.08%
Plan 1 Past Cost 0.00% 0.00% 0.00%

         Total 5.08% 5.08% 5.08%
     State

Current Annual Cost 3.38% 3.38% 3.38%
Plan 1 Past Cost 0.00% 0.00% 0.00%

         Total 3.38% 3.38% 3.38%

Contribution Rates
Alternate LEOFF 1 Funding Policy

(Dollars in Millions) Optimistic Expected Pessimistic
2013-2015

General Fund $0.0 $0.0 $0.0 
Non-General Fund 0.0 0.0 0.0 

Total State $0.0 $0.0 $0.0 
Local Government 0.0 0.0 0.0 

Total Employer $0.0 $0.0 $0.0 
Total Employee $0.0 $0.0 $0.0 

2013-2038
General Fund $0.0 $0.0 $374.0 
Non-General Fund 0.0 0.0 0.0 

Total State $0.0 $0.0 $374.0 
Local Government 0.0 0.0 0.1 

Total Employer $0.0 $0.0 $374.1 
Total Employee $0.0 $0.0 $0.1 

* Compared to Before Merger scenario.
Assumes plan(s) will be funded at the actuarially required level and that 
no benefit improvements will occur in the future.

Change in Total Pension Contributions* -
Alternate LEOFF 1 Funding Policy



2011 LEOFF Merger Study

90

Additional Exhibits

The following exhibits were omitted from the 
main report for the reasons stated in the main 
body of the report.  We provide them here for 
additional detail.

Before a Merger

2013-2015 State Budget Optimistic Expected Pessimistic
     Employee (Plan 2) 8.30% 8.40% 8.94%
     Employer 

Current Annual Cost 4.98% 5.04% 5.36%
Plan 1 Past Cost 0.00% 0.00% 0.00%

         Total 4.98% 5.04% 5.36%
     State

Current Annual Cost 3.32% 3.36% 3.58%
Plan 1 Past Cost 0.01% 0.01% 0.01%

         Total 3.33% 3.37% 3.59%

Contribution Rates
Before Merger - Past Practices

(Dollars in Millions) Optimistic Expected Pessimistic
2013-2015

General Fund $129.6 $131.1 $139.5 
Non-General Fund 0.0 0.0 0.0 

Total State $129.6 $131.1 $139.5 
Local Government 193.5 195.7 208.4 

Total Employer $323.1 $326.8 $347.9 
Total Employee $322.5 $326.2 $347.3 

2013-2038
General Fund $3,806.0 $5,087.4 $7,691.5 
Non-General Fund 0.0 0.0 0.0 

Total State $3,806.0 $5,087.4 $7,691.5 
Local Government 5,699.2 7,619.8 10,845.0 

Total Employer $9,505.2 $12,707.2 $18,536.5 
Total Employee $9,498.6 $12,699.7 $18,074.9 

Before Merger - Past Practices
Total Pension Contributions

Note: Past Practices scenario assumes plan(s) will be funded below the 
actuarially required level and that benefit improvements will occur in 
the future.

Figure a1 

Figure a2 
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Hypothetical Merger 

2013-2015 State Budget Optimistic Expected Pessimistic
     Employee 7.09% 7.15% 7.37%
     Employer 4.25% 4.29% 4.42%
     State 2.84% 2.86% 2.95%

Merged Plans - Past Practices
Contribution Rates

Figure a3 

(Dollars in Millions) Optimistic Expected Pessimistic
2013-2015

General Fund ($18.9) ($19.4) ($24.3)
Non-General Fund 0.0 0.0 0.0 

Total State ($18.9) ($19.4) ($24.3)
Local Government (27.5) (28.2) (35.7)

Total Employer ($46.4) ($47.5) ($60.0)
Total Employee ($45.6) ($46.9) ($59.6)

2013-2038
General Fund ($425.4) ($17.6) $182.9 
Non-General Fund 0.0 0.0 0.0 

Total State ($425.4) ($17.6) $182.9 
Local Government (629.3) (17.3) 967.1 

Total Employer ($1,054.7) ($34.9) $1,150.0 
Total Employee ($1,047.2) ($27.2) $1,611.4 

* Compared to Before Merger scenario.

Merged Plans* - Past Practices

Note: Past Practices scenario assumes plan(s) will be funded below the 
actuarially required level and that benefit improvements will occur in 
the future.

Change in Total Pension Contributions - 
Figure a4 
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Alternate Funding Policy 1
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Figure a5 - Funded Status 
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Figure a8 - Pay-Go Table

Figure a7 - Pay-Go Graph 

Year Chance Amount*
2011 0.0% $0

2014 0.0% $0

2017 0.0% $0

2020 0.0% $0

2023 0.0% $0

2026 0.0% $0

2029 0.0% $0

2032 0.0% $0

2035 0.0% $0

2038 0.0% $0

2041 0.0% $0

2044 0.0% $0

2047 0.0% $0

2050 0.0% $0

2053 0.0% $0

2056 0.0% $0

*Millions.

LEOFF Chance/Amount of Pay-Go - Select Years

Merged Plans, No LEOFF 1 Member Contributions - 
Past Practices
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Figure a9 - No LEOFF 1 Contributions

Figure a10 - No LEOFF 1 Contributions

2013-2015 State Budget Optimistic Expected Pessimistic
     Employee

Plan 1 0.00% 0.00% 0.00%

Plan 2 7.09% 7.15% 7.37%
     Employer 4.25% 4.29% 4.42%
     State 2.84% 2.86% 2.95%

Contribution Rates
Merged Plans, No LEOFF 1 Member Contributions - Past 

Practices

(Dollars in Millions) Optimistic Expected Pessimistic
2013-2015

General Fund $0.0 $0.0 $0.0 
Non-General Fund 0.0 0.0 0.0 

Total State $0.0 $0.0 $0.0 
Local Government 0.0 0.0 0.0 

Total Employer $0.0 $0.0 $0.0 
Total Employee ($1.5) ($1.5) ($1.5)

2013-2038
General Fund $1.0 $4.0 $3.9 
Non-General Fund 0.0 0.0 0.0 

Total State $1.0 $4.0 $3.9 
Local Government 1.3 9.0 6.9 

Total Employer $2.3 $12.9 $10.9 
Total Employee ($1.6) $9.5 $7.5 

* Compared to Merged Plans scenario.

Merged Plans, No LEOFF 1 Member Contributions* - Past 
Practices

Assumes plan(s) will be funded below the actuarially required level 
and that benefit improvements will occur in the future.

Change in Total Pension Contributions - 
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Alternate Funding Policy 2

Figure a11 - Funded Status

Figure a12 - Pay-Go Graph
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Year Chance Amount*
2011 0.0% $0

2014 0.0% $0

2017 0.0% $0

2020 0.0% $0

2023 0.0% $0

2026 0.0% $0

2029 0.0% $0

2032 0.0% $0

2035 0.0% $0

2038 0.0% $0

2041 0.0% $0

2044 0.0% $0

2047 0.0% $0

2050 0.0% $0

2053 0.0% $0

2056 0.0% $0

*Millions.

LEOFF Chance/Amount of Pay-Go - Select Years

Merged Plans, No LEOFF 1 Member Contributions, 
Maximum LEOFF 2 Member Rates - Past Practices

Figure a13 - Pay-Go Table

Figure a14 - Merger, No LEOFF 1 
Contributions, Max LEOFF 2 Member Rates

2013-2015 State Budget Optimistic Expected Pessimistic
     Employee

Plan 1 0.00% 0.00% 0.00%

Plan 2 7.09% 7.09% 7.37%
     Employer 4.25% 4.25% 4.42%
     State 2.83% 2.83% 2.95%

Merged Plans, No LEOFF 1 Member Contributions, 
Maximum LEOFF 2 Member Rates - Past Practices

Contribution Rates
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Figure a15 - Merger, No LEOFF 1 
Contributions, Max LEOFF 2 Member Rates

(Dollars in Millions) Optimistic Expected Pessimistic
2013-2015

General Fund $0.0 $0.0 $0.0 
Non-General Fund 0.0 0.0 0.0 

Total State $0.0 $0.0 $0.0 
Local Government 0.0 0.0 0.0 

Total Employer $0.0 $0.0 $0.0 
Total Employee $0.0 $0.0 $0.0 

2013-2038
General Fund $0.0 $0.0 $0.0 
Non-General Fund 0.0 0.0 0.0 

Total State $0.0 $0.0 $0.0 
Local Government 0.0 0.0 103.5 

Total Employer $0.0 $0.0 $103.5 
Total Employee $0.0 $0.0 ($514.7)

Change in Total Pension Contributions - 
Merged Plans, No LEOFF 1 Member Contributions, 
Maximum LEOFF 2 Member Rates* - Past Practices

* Compared to Merged Plans, No LEOFF 1 Member 
   Contributions scenario.
Assumes plan(s) will be funded below the actuarially required level 
and that benefit improvements will occur in the future.
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Alternate LEOFF 1 Funding  
Policy
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Figure a16 - LEOFF 2 Funded Status
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Figure a17 - LEOFF 2 Projected Contribution Rates
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Figure a18 - LEOFF 2 Pay-Go Graph

Figure a19 - LEOFF 2 Pay-Go Table

Year Chance Amount*

2011 0.0% $0

2014 0.0% $0

2017 0.0% $0

2020 0.0% $0

2023 0.0% $0

2026 0.0% $0

2029 0.0% $0

2032 0.0% $0

2035 0.0% $0

2038 0.0% $0

2041 0.0% $0

2044 0.0% $0

2047 0.0% $0

2050 0.0% $0
2053 0.0% $0

2056 0.0% $0

*Millions.

Alternate LEOFF 1 Funding Policy - Past Practice

LEOFF 2 Chance/Amount of 
Pay-Go - Select Years
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Figure a20 - Alternate LEOFF 1  
Funding Policy

Figure a21 - Alternate LEOFF 1  
Funding Policy

2013-2015 State Budget Optimistic Expected Pessimistic
     Employee (Plan 2) 8.30% 8.40% 8.94%
     Employer 

Current Annual Cost 4.98% 5.04% 5.36%
Plan 1 Past Cost 0.00% 0.00% 0.00%

         Total 4.98% 5.04% 5.36%
     State

Current Annual Cost 3.32% 3.36% 3.58%
Plan 1 Past Cost 0.01% 0.01% 0.01%

         Total 3.33% 3.37% 3.59%

Contribution Rates
Alternate LEOFF 1 Funding Policy - Past Practices

(Dollars in Millions) Optimistic Expected Pessimistic
2013-2015

General Fund ($0.2) ($0.2) ($0.2)
Non-General Fund 0.0 0.0 0.0 

Total State ($0.2) ($0.2) ($0.2)
Local Government 0.0 0.0 0.0 

Total Employer ($0.2) ($0.2) ($0.2)
Total Employee $0.0 $0.0 $0.0 

2013-2038
General Fund ($4.4) ($5.3) $210.9 
Non-General Fund 0.0 0.0 0.0 

Total State ($4.4) ($5.3) $210.9 
Local Government 0.0 0.0 0.2 

Total Employer ($4.4) ($5.3) $211.1 
Total Employee $0.0 $0.0 $0.1 

* Compared to Before Merger scenario.

Change in Total Pension Contributions - 

Assumes plan(s) will be funded below the actuarially required level 
and that benefit improvements will occur in the future.

Alternate LEOFF 1 Funding Policy* - Past Practices
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Appendix Six | Historical LEOFF 1 Funding
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Employer Employee State

1971 $4.3 $4.3 $0.0
1972 $4.9 $4.9 $0.0
1973 $5.4 $5.4 $0.0
1974 $5.9 $5.9 $0.0
1975 $6.5 $6.5 $0.0
1976 $7.1 $7.1 $39.8
1977 $7.8 $7.8 $39.7
1978 $8.6 $7.4 $63.7
1979 $8.8 $8.7 $62.5
1980 $9.3 $9.2 $81.7
1981 $9.6 $9.6 $81.2
1982 $10.4 $10.4 $56.7
1983 $10.5 $10.6 $178.1
1984 $10.7 $10.8 $128.7
1985 $10.9 $10.9 $93.1
1986 $10.9 $11.0 $139.1
1987 $11.4 $11.4 $138.4
1988 $11.7 $11.7 $52.5
1989 $12.0 $12.0 $46.2
1990 $10.6 $10.7 $56.8
1991 $10.8 $10.9 $54.4
1992 $10.4 $10.4 $70.3
1993 $10.4 $10.5 $54.7
1994 $9.8 $9.8 $61.3
1995 $9.5 $9.5 $65.5
1996 $8.9 $8.9 $70.9
1997 $8.2 $8.2 $66.7
1998 $7.6 $8.3 $50.4
1999 $7.2 $7.2 $48.8
2000 $6.3 $6.3 $0.0
Total $266.4 $266.3 $1,801.2

(Dollars in Millions)

Total Employee, Employer, and State 
Contributions to LEOFF 1

After 2000, contributions are not required while 
the plan remains fully funded.
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Appendix Seven | Other States

Merger Studies Are Underway 
In Other States

OSA is aware of two studies underway in Arizona 
and Illinois that include, among other things, 
studying the feasibility of merging or combining 
some aspects of the public pension plans.  

The Arizona study is scheduled for completion in 
December of 2012, with an interim report due 
on December 31, 2011.  The Illinois report has a 
preliminary due date of November 1, 2011, and 
a final due date of January 1, 2012.

Arizona

More information on the Arizona study can be 
found here.

https://www.azasrs.gov/content/pdf/2011_
legislation_summary.pdf

Illinois

More information on the Illinois study can be 
found here.

http://www.ilga.gov/commission/cgfa2006/
home.aspx

The preliminary report is available here.  

http://www.ilga.gov/commission/cgfa2006/
Upload/AON_Rpt_PublicEmplRetSys0509.pdf

Recent Plan Mergers In Other 
States

The following is a high-level summary of three 
recent public retirement plan mergers in other 
states.  For additional details on these plan 
mergers, please consult that state’s retirement 
system or statutes.  

Colorado (2009)

The Denver Public Schools Retirement System 
(DPSRS) was consolidated with the state’s Public 
Employees Retirement System (PERA).  All 
provisions of the DPSRS were incorporated into 
PERA statutes, and the board overseeing PERA 
took control of the DSPRS.  

This consolidation was of governance and 
administration only.  The DPSRS assets and 
liabilities were not merged with PERA.  Instead, 
a separate trust fund and plan division were 
established.  

For more information on the plan merger, please 
see the CO PERA website, and the Colorado 
Revised Statutes 25-51-1701, et seq.

Minnesota (2010)

A municipal plan administered by a local 
government, the Minneapolis Employees 
Retirement Fund was merged with the state 
plan, the Public Employees Retirement 
Association (PERA).  The state created a 
separate “MERF division" of the state retirement 
system.  The state will manage the plan, and the 
state investment board will invest the assets.  

This consolidation was of governance and 
administration only at this time.  Assets and 
liabilities were not merged, and MERF assets are 
maintained in a special account.  Both the City 
of Minneapolis and the state are responsible for 
funding the plan.  

In the future, if the "MERF division" achieves 
80  percent funded status, the division’s assets 
and liabilities will be fully merged with the state 
plan.

For more information on the plan merger, please 
see the the MN PERA website, and Minnesota 
Statutes 353.01 Subd. 48, and 353.50 Subd 9.  
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Minnesota (2011)

Two of the Minneapolis public safety plans were 
merged into PERA’s Police and Fire Plan.  No 
separate account was created, and the assets 
and liabilities of both plans were merged. The 
City of Minneapolis is required to make annual 
payments to pay off any unfunded liability.

More information about the plan merger 
is available on the MN PERA website, and 
Minnesota Statutes 353.667, and 353.668.
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Appendix Eight | DRS Stakeholder Report

MERGER STUDY:     
LEOFF PLAN 1 & PLAN 2
DESCRIPTION OF STAKEHOLDER INPUT 
PROCESS
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Appendix Nine | Stakeholder Correspondence

Representative Samples of 
Stakeholder Input

The study mandate requires OSA to solicit input 
from stakeholders, and provide representative 
samples of that input in the final report.  Due 
to the volume of written submissions, OSA has 
not included all submissions in the report.  To 
choose which submissions would be included, 
OSA reviewed submissions based on the following 
three criteria.

HH Tone.

��Minimize personal comments.

HH Volume.

��Limit two submissions per 
person.

HH Topicality.

��Comments are directly on 
topic.

��Comments are primarily 
substantive, rather than 
procedural.

Selected submissions have been reproduced in 
full.  Attachments were reviewed separately 
from the original submissions, unless context 
required them to remain together.  

All remaining stakeholder input is available upon 
request. 
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Appendix Ten | Glossary

Actuarial Accrued Liability
Computed differently under different funding 
methods, the actuarial accrued liability 
generally represents the portion of the present 
value of fully projected benefits attributable to 
service credit that has been earned (or accrued) 
as of the valuation date.

Actuarial Assumptions 
Factors which actuaries use in estimating the 
cost of funding a defined benefit pension plan. 
Examples include: the rate of return on plan 
investments; mortality rates; and the rates at 
which plan participants are expected to leave 
the system because of retirement, disability, 
termination, etc. 

Actuarial Cost Methods 
An actuarial method which defines the allocation 
of pension costs (and contributions) over a 
member's working career. All standard actuarial 
cost methods are comprised of two components: 
normal cost and the actuarial accrued liability. 
An actuarial cost method determines the 
incidence of pension costs, not the ultimate cost 
of a pension plan; that cost is determined by the 
actual benefits paid less the actual investment 
income. 

Actuarial Gain or Loss
A pension plan incurs actuarial gains or losses 
when the actual experience of the pension 
plan does not exactly match assumptions.  For 
example, an actuarial gain would occur if 
assets earned 10 percent for a given year since 
the assumed interest rate in the valuation is 8 
percent.

Actuarial Present Value 
The value of an amount or series of amounts 
payable or receivable at various times, 

determined as of a given date by the application 
of a particular set of actuarial assumptions (i.e. 
interest rate, rate of salary increases, mortality, 
etc.). 

Actuarial Valuation Report (AVR) 
Actuarial valuations are technical reports 
providing full disclosure of the financial and 
funding status of public retirement systems 
administered by the Department of Retirement 
Systems.  Valuations for odd-numbered years 
are also used to set contribution rates for the 
ensuing biennium.  For those valuations, the 
Pension Funding Council oversees an actuarial 
audit of the results by an outside actuary. 

Actuarial Value of Assets
The value of pension plan investments and other 
property used by the actuary for the purpose 
of an actuarial valuation (sometimes referred 
to as valuation assets).  Actuaries often select 
an asset valuation method that smoothes the 
effects of short-term volatility in the market 
value of assets.

Aggregate Funding Method 
The aggregate funding method is a standard 
actuarial funding method. The annual cost of 
benefits under the aggregate method is equal to 
the normal cost. The method does not produce 
an unfunded actuarial accrued liability. The 
normal cost is determined for the entire group 
rather than on an individual basis. 

Amortization 
Paying off an interest bearing liability by gradual 
reduction through a series of installments, 
as opposed to paying it off by one lump sum 
payment. 
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Annuitant 
One who receives periodic payments from the 
retirement system. This term includes service 
and disability retirees, and their survivors. 

Contributory Plan 
A plan to which participants, as well as the 
employer, contribute. Under certain contributory 
plans participants may be required to contribute 
as a condition of eligibility. 

Disability Retirement 
A termination of employment involving the 
payment of a retirement allowance as a result 
of an accident or sickness occurring before a 
participant is eligible for normal retirement. 

Entry Age Normal (EAN) Funding Method
The EAN funding method is a standard actuarial 
funding method.  The annual cost of benefits 
under EAN is comprised of two components:  

HH Normal cost; plus

HH Amortization of the unfunded 
actuarial accrued liability.  

The normal cost is determined on an individual 
basis, from a member’s age at plan entry, and 
is designed to be a level percentage of pay 
throughout a member’s career.  

Fiduciary 
(1) Indicates the relationship of trust and 
confidence where one person (the fiduciary) 
holds or controls property for the benefit of 
another person; (2) anyone who exercises power 
and control, management or disposition with 
regard to a fund's assets, or who has authority 
to do so or who has authority or responsibility 
in the plan's administration. Fiduciaries must 
discharge their duties solely in the interest of 
the participants and their beneficiaries, and 
are accountable for any actions which may be 
construed by the courts as breaching that trust. 

Funded Ratio (Funded Status)
The ratio of a plan’s current assets to the 
present value of earned pensions. There are 
several acceptable methods of measuring 
a plan’s assets and liabilities. In financial 
reporting of public pension plans, funded 
status is reported using consistent measures 
by all governmental entities. According to 
the Government Accounting Standards Board 
(GASB), the funded ratio equals the actuarial 
value of assets divided by the actuarial accrued 
liability calculated under the allowable actuarial 
methods. 

Governmental Accounting Standards Board 
(GASB) 
This governmental agency sets the accounting 
standards for state and local government 
operations. 

Market Value of Assets (MVA)
The market value of assets is the value of the 
pension fund based on the value of the assets as 
they would trade on an open market, including 
accrued income and expenses.

Normal Cost
Computed differently under different 
funding methods, the normal cost generally 
represents the portion of the cost of projected 
benefits allocated to the current plan year.  
The employer normal cost equals the total 
normal cost of the plan reduced by employee 
contributions.

Pay-As-You-Go (Pay-Go)
A method of recognizing the costs of a 
retirement system only as benefits are paid. Also 
known as the current disbursement cost method. 

Pension 
A series of periodic payments, usually for life, 
payable monthly or at other specified intervals. 
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The term is frequently used to describe the part 
of a retirement allowance financed by employer 
contributions. Compare with "annuity". 

Pre-Funding 
To accumulate a reserve fund in advance of 
paying benefits. This is the opposite of "pay-as-
you-go." 

Present Value of Fully Projected Benefits
Computed by projecting the total future 
benefit payments from the plan, using actuarial 
assumptions (i.e., probability of death or 
retirement, salary increases, etc.), and 
discounting the payments to the valuation date 
using the valuation interest rate to determine 
the present value (today’s value).

Projected Unit Credit (PUC) Actuarial Cost 
Method
The PUC cost method is a standard actuarial 
funding method.  The annual cost of benefits 
under PUC is comprised of two components:  

HH Normal cost; plus,

HH Amortization of the unfunded 
actuarial accrued liability.  

The PUC normal cost is the estimated present 
value of projected benefits current plan 
members will earn in the year following the 
valuation date.  It represents today’s value of 
one year of earned benefits.  

Projected Unit Credit (PUC) Liability 
The portion of the Actuarial Present Value of 
future benefits attributable to service credit 
that has been earned to date (past service) 
based on the PUC method. 

Qualified Plan 
An employee benefit plan approved by the 
Internal Revenue Service, meeting requirements 

set forth in IRS Code Section 401. Contributions 
to such plans are subject to favorable tax 
treatment. 

Reserve 
A collection of assets set aside to meet future 
liabilities. 

Supplemental Cost 
A separate element of actuarial cost which 
results from future normal costs having a 
present value less than the present value of 
the total prospective benefits of the system. 
Such supplemental cost is generally the result 
of assuming actuarial costs accrued before 
the establishment of the retirement system. A 
supplemental cost may also arise after inception 
of the system because of benefit changes, 
changes in actuarial assumptions, actuarial 
losses, or failure to fund or otherwise recognize 
normal cost accruals or interest. 

Unfunded Actuarial Accrued Liability (UAAL)
The excess, if any, of the actuarial accrued 
liability over the actuarial value of assets.  In 
other words, the present value of benefits 
earned to date not covered by current plan 
assets.

Unfunded Liability or Unfunded PBO 
The excess, if any, of the pension benefit 
obligation over the valuation assets. This is the 
portion of all benefits earned to date that are 
not covered by plan assets.

Vesting 
The right of an employee to the benefits he or 
she has accrued, or some portion of them, even 
if employment under the plan is terminated. An 
employee who has met the vesting requirements 
of a pension plan is said to have a vested right. 
Voluntary and mandatory employee contributions 
are always fully vested. 
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