
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
November 13, 2012 
 
 
MEMORANDUM 
 
TO: Legislative Education Study Committee 
 
FR: Ian M. Kleats 
 
RE: STAFF REPORT:  RETIREMENT PLAN PROPOSED ADJUSTMENTS:  

EDUCATIONAL RETIREMENT BOARD (ERB) AND PUBLIC EMPLOYEES 
RETIREMENT ASSOCIATION (PERA) 

 
 
INTRODUCTION 
 
Over recent years, the funding status of both the Educational Retirement Board (ERB) and the 
Public Employees Retirement Association (PERA) has declined due to several factors 
including: 
 

• a decrease in asset values from the financial crisis; 
• maturing of plan demographics; and 
• the State’s fiscal outlook, which has led to decreases in hiring and wage growth. 

 
For ERB, the unfunded actuarial accrued liability1

 

 (UAAL) increased from $4.9 billion at the 
start of FY 11 to $5.7 billion at the start of FY 12, decreasing the plan’s funded ratio from 63 to 
59.8 percent.  For PERA, the UAAL has increased significantly since FY 09, from $2.3 billion 
to $6.2 billion in the most recent valuation resulting in a funded ratio of 65 percent. 

                                                      
1 Attachment 1 contains a glossary of terms commonly used in the financial discussion of pensions. To indicate 
their inclusion within the glossary, terms have been underlined throughout this report. 
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To improve the net position of these funds, ERB and PERA have proposed statutory changes to 
contributions and benefits for the consideration of the 2013 Legislature. 
 
This staff report provides a discussion of: 
 

• ERB and PERA Proposed Plan Adjustments; 
• Alternative Policy Evaluation Metrics:  Internal Rate of Return; 
• Implicit Policy Objectives; and 
• Policy Options. 

 
ERB AND PERA PROPOSED PLAN ADJUSTMENTS 
 
The ERB and PERA proposed plan adjustments would enact balanced approaches to reduce 
their funds’ UAAL by modifying both contributions and benefits. 
 
The features of each proposal and impacts to their respective funding statuses are highlighted in 
Table 1, below: 
 

Table 1: Overall Comparison of Plan Proposals 

 
Date 

UAAL 
($ millions) 

Funded 
Ratio (%) 

Funding 
Period 
(years) 

Employee/ 
Employer 

Contribution 
Increases 

Benefit Spending 
Changes 

ERB 

2011 5,651  63 infinite 2.8% total 
 

(2.8% employee, 
0% employer) 

New Members 
Min. Ret. Age of 55 

COLA @ 67 (from 65) 

2021 7,504  66 29.3 

2031 7,574  75 15.4 

2041 (115) 100 -0.1 

PERA 

2011 4,971  71 infinite 3% total 
 

(1.5% employee, 
1.5% employer) 

All Members 
COLA 2% (from 3%) 

Members after 2010 
Additional benefit 

changes 

2021 3,323  86 17.6 

2031 57  100 0.1 

2041 (11,071) 127 -13 
Source:  LFC Compilation of PERA, ERB Data (8/22/2012) 

 
 
The ERB proposal is structured so that: 
 

• the plan could become fully funded within 30 years; 
• employee contributions increase by 2.8 percent; and 
• benefits are reduced for new plan members through: 

 
 a minimum retirement age of 55; and 
 eligibility for the cost-of-living adjustment (COLA) starting at 67, up from 65. 

 
The contribution increase translates to about $1,260 less in annual take home pay for the 
average New Mexico teacher based on a 2011 average salary of $44,984. 
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The PERA proposal addresses the plan’s UAAL through: 
 

• a reduction of its COLA for all members to 2.0 percent from 3.0 percent; 
• increasing total contributions by 3.0 percent; and 
• additional changes to benefits for members hired on or after July 1, 2010. 

 
This allows the PERA plan to become fully funded in fewer than 20 years.  It should be noted 
that the increase to employer contribution rates could require increases to future appropriations. 
 
ALTERNATIVE EVALUATION METRICS: INTERNAL RATE OF RETURN 
 
Internal rates of return (IRR) are commonly used to evaluate the desirability of investments2

 

.  
An individual could be expected to participate in a program with an IRR that exceeds the 
expected returns from market investments.  As such, IRR can aid in understanding pension 
participation rates as well as plan satisfaction. 

The real IRR, that is the IRR when adjusted for inflation, is sensitive to changes in economic 
assumptions, such as the wage growth profile and rate of inflation, as well as demographic 
assumptions, such as starting age, retirement age, and age at death.  This implies that almost 
every active member or retiree will have a unique IRR; however, an advantage of IRR is that it 
retains its comparability when those assumptions do change, which makes the statistic useful in 
evaluating proposed plan changes relative to current law. 
 
ERB staff has stated that the board does not consider IRR as a metric in its evaluation of plan 
changes and chooses instead to focus on plan solvency metrics such as the funded ratio and 
funding period. 
 
Consider an IRR simulation of the ERB plan for a newly entering worker with the following 
assumptions: 
 

• starting age of 25 and begins work on July 1, 2015; 
• retirement age of 65 after 40 full years of service (July 1, 2055); 
• age at death of 85, having been retired for 20 full years (July 1, 2075); and 
• salary growth and inflation are consistent with ERB’s Actuarial Valuation Report 

20113

 
. 

 
 
 
 
 
 

                                                      
2 The higher a project’s IRR, the more desirable it is to engage in that project. 
3 Current statutory provisions require that an actuarial report be conducted at least every three years. In 
practice, ERB has conducted and published these reports annually. The reports detail the actuarial status of the 
fund including an assessment of the actuarial value of its assets and liabilities. Assumptions used in those 
assessments are defined within the body of the report. 
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Table 2: IRR Between Current and Proposed Law, ERB 

     Assumptions 
 

Results 
Inflation Rate 3.00% 

 
Real IRR (Current Law) 3.19% 

Starting Salary $45,000 
 

Real IRR (Proposed) 2.70% 
Starting Age 25 

 
Difference -0.49% 

Retirement Age 65 
 

    
Age at Death 85 

 
Real Investment Returns* 4.75% 

*ERB long-term investment earnings assumption less inflation 
Source:  LESC Simulation 

 
 
The reduction in IRR due to proposed changes could present a significant obstacle to the 
recruitment and retention of employees.  Moreover, the IRR under current provisions, 3.19 
percent, is anemic in comparison to the ERB’s real, long-term investment earnings assumption 
of 4.75 percent, which calls into question whether this benefit currently provides sufficient 
incentive for recruitment and retention.  Even though the simulation is unique to the imagined 
worker, the level decrease in IRR remains fairly consistent when assumptions change. 
  
Without more comprehensive analysis, it is unclear whether some members will realize gains to 
IRR from the changes proposed by ERB, but limited sensitivity analysis suggests that such a 
possibility is unlikely.  Similar methods could be used to evaluate the effect of PERA’s 
proposal on its current and future members. 
 
IMPLICIT POLICY OBJECTIVES 
 
The proposal endorsed by ERB is based on several board-endorsed objectives. Without 
legislative approval, these decisions could carry implications for the structure of any proposed 
pension reform.  PERA’s proposal depends on similar assumptions.  As a result, some 
legislative options relating to contribution rates, which would otherwise be viable and in 
compliance with the Governmental Accounting Standards Board (GASB) requirements, could 
remain unconsidered because of the predetermined funding policy objectives. 
 
Provisions in current law allow PERA and ERB certain autonomy for the administration of 
their respective funds; however, contribution rates are solely the purview of the Legislature.  
The funding period and funding target remain policy considerations for the Legislature.  
Consequently, the committee may wish to consider whether the underlying policy goals that 
shape the PERA and ERB proposals accurately reflect the intent of the Legislature. 
 
At their July 19, 2012 meeting, ERB considered and approved certain amendments to their 
Pension Plan Funding Policy; the results were summarized by ERB and have been included as 
Attachment 2.  At least two funding policy statements impose limitations on the statutory 
changes proposed by the ERB: 
 

1) a closed amortization period of 30 years; and 
2) a funding target of 95% +/- 5% by 2040. 
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Principles of intergenerational equity are given as a justification for both the 100 percent 
funded ratio after 30 years and, implicitly, the closed amortization period.  The ERB’s 
proposed legislation may compromise these principles rather than preserve them, however, in 
that it would require current generations to pay off the unfunded liabilities of prior active 
members in order to hold future generations harmless.  The same could be said of the PERA 
proposal. 
 
Certain analysis advocating for a 100 percent funded ratio, such as the 2009 Government 
Finance Officers Association (GFOA) report, Sustainable Funding Practices of Defined Benefit 
Pension Plans, does so on the basis of minimizing intergenerational transfers.  This analysis 
does not consider the transition of plans that start above or below the suggested 100 percent 
threshold.  To move to the suggested level from a point away from it, intergenerational 
transfers are unavoidable barring significant shifts in plan demographics.  In such cases, an 
open basis, rather than closed, amortization period could minimize the impact of these 
intergenerational transfers, allowing both present and future generations to share the costs, or 
inherited assets, of previous generations in an equitable manner. 
 
Beyond addressing intergenerational equity, using open basis amortization of the UAAL would 
require less-severe contribution increases.  Conceptually, the plans’ required contributions can 
be lower, relative to closed basis, because a portion of the cost is shared.  LESC staff’s 
interpretation of GASB Statement 68 suggests that an open basis for the amortization of UAAL 
could be employed by the PERA or ERB while remaining in compliance, and in fact, both 
PERA and ERB have used this basis in the past. 
 
POLICY OPTIONS 
 
For committee consideration, the following policy considerations are provided: 
 
(1) Endorse proposed legislation 
 
The next meeting of the legislative interim Investments and Pension Oversight Committee 
(IPOC) is scheduled for November 28, at which the proposed pension reform legislation will be 
considered for endorsement. 
 
The committee may wish to consider, pending a decision from the IPOC, endorsing the 
proposed legislation from the ERB or the PERA. 
 
(2) Legislative representation on the pension boards 
 
The ERB, as defined by statute, consists of seven members: the secretary of public education, 
the state treasurer, two members appointed by the governor, and one member each from three 
separate organizations representing teachers, university professors, and educational retirees.  
The current proposal endorsed by ERB is based on several already-chosen policy objectives.  
Objectives chosen at the discretion of the board, without legislative approval, could carry 
implications for the structure of any proposed pension reform. 
 
The committee may wish to consider amending sections of the Educational Retirement Act to 
include one or more additional members on the ERB representing the Legislature. 
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BACKGROUND 
 
For background, a comparison of the ERB and PERA plans for FY 13 has been provided in 
Attachment 3. 



ATTACHMENT 1 

GLOSSARY 
 
Actuarial Accrued Liability 
The present value of pension plan benefits and expenses not provided for by future contributions. 
 
Actuarial Value of Assets 
The value of cash, investments, and other property belonging to a pension plan. 
 
Amortization Payment 
The portion of a pension plan contribution that is designed to pay interest on and to amortize (pay 
off) the Unfunded Actuarial Accrued Liability. 
 
Amortization Period 
The number of years it will take to fully amortize (pay off) an outstanding liability. 
 
Closed amortization period (closed basis) 
A specific number of years that is counted from one date and declines to zero with the passage of 
time.  For example, if the amortization period is initially 30 years on a closed basis, 29 years remain 
after the first year, 28 years after the second year, and so forth.  In contrast, an open amortization 
period (open basis) is one that begins again or is recalculated at each actuarial valuation date.  
Within a maximum number of years specified by policy (for example, 30 years), the period may 
increase, decrease, or remain stable. 
 
Defined benefit pension plan 
A pension plan that specifies the amount of pension benefits to be provided at a future date or after 
a certain period of time; the amount specified usually depends on one or more factors such as age, 
years of service, and compensation. 
 
Defined contribution plan 
A pension plan that specifies how contributions to a plan member’s account are to be determined, 
rather than the amount of retirement income the member is to receive.  The amounts received by a 
member will depend only on the amount contributed to the member’s account, earnings on 
investments of those contributions, and forfeitures of contributions made for other members that 
may be allocated to the member’s account. 
 
Funded ratio 
The Actuarial Value of Assets expressed as a percentage of the Actuarial Accrued Liability. 
 
Funding period 
The number of years it will take to reach a funded ratio of 100 percent. 
 
Funding target 
The preferred or targeted funded ratio as determined by the pension administrator. 
 
Intergenerational equity 
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The concept of fairness in policies that affect multiple generations (senior citizens, working age 
adults, and youths).  Preserving intergenerational equity implies the sustainable use of resources. 
 
Intergenerational transfer 
The transfer (passing on) of assets or debts from one generation to another (future) generation. 
 
Internal Rate of Return 
The discount rate that makes the net present value of contributions (payments in) equal to the net 
present value of benefits (payments out). 
 
Open amortization period (open basis) 
An open amortization period (open basis) is one that begins again or is recalculated at each 
actuarial valuation date.  Within a maximum number of years specified by policy (for example, 30 
years), the period may increase, decrease, or remain stable.  In contrast, a closed amortization 
period is a specific number of years that is counted from one date and declines to zero with the 
passage of time.  For example, if the amortization period is initially 30 years on a closed basis, 29 
years remain after the first year, 28 years after the second year, and so forth. 
 
Real 
Denotes an economic variable that has been adjusted for inflation.  For example, the real interest 
rate is equal to the nominal interest rate minus the inflation rate. 
 
Unfunded Actuarial Accrued Liability 
The difference between the Actuarial Accrued Liability and the Actuarial Value of Assets. 
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ATTACHMENT 3 
 

SOURCE:  Educational Retirement Board and                                                                 LESC 11/13/12 
            Public Education Retirement Association 

COMPARISON OF ERA AND PERA BENEFITS 
 

Category ERA PERA –  
State General Member Plan 3 

   Membership Eligibility • Regular/Defined Benefit Plan – All public 
school and university employees working 
more than 0.25 of Full Time Equivalent 
(FTE) are eligible for membership in ERB; 

• Alternative Retirement Plan (ARP) – 
Certain two- and four-year community 
college, university faculty, professional 
employees, persons who perform research, 
and other services pursuant to a contract 
between a local administrative unit (LAU) 
and the federal government may choose 
within the first 90 days of employment to 
join the ARP, a defined contribution plan; 
after seven years (84 months) of 
contributing to the ARP, participants may 
elect to switch to the defined benefit plan as 
new members; service credit may be 
purchased for ARP service; and 
educationally certified employees in certain 
state agencies with an educational 
component may choose either ERB or 
PERA plan, unless they possess a current 
teaching certificate.  

All employees of PERA affiliates must be 
members of PERA excluding the following: 
 
• seasonal and temporary employees; 
• part-time employees working less than 

20 hours in a 40-hour pay period or less 
than 40 hours in an 80-hour pay period; 

• student employees; 
• elected officials; 
• retired legislative workers; and 
• retired members from ERB. 

Retirement Eligibility Initial membership prior to July 1, 2010: 
• 25 years of service, regardless of age; 
• Rule of 75:                                               

age + service = 75; or 
• age 65 with 5 years of service. 
 
Initial membership after July 1, 2010: 
• 30 years of service, regardless of age; 
• Rule of 80:                                                

age + service= 80; or 
• age 67 with 5 years of service. 

Peace Officers or Initial membership prior 
to July 1, 2010: 
• 25 years of service, regardless of age; 
• age 65, with 5 years of service; 
• age 64 with 8 years of service; 
• age 63 with 11 years of service; 
• age 62 with 14 years of service; 
• age 61 with 17 years of service; or 
• age 60 with 14 years of service. 
 
Initial membership after July 1, 2010: 
• 30 years of service, regardless of age; 
• Rule of 80:                                                

age + service= 80; or 
• age 67 with 5 years of service. 

Contributions 
 
Contribution percentages 
from July 1, 2012 through 
June 30, 2013. 

        Over $20k 
• Member: 9.4% of salary 
• Employer: 10.9% of salary 
• Total: 20.3% 
         Under $20k 
• Member: 7.9% of salary 
• Employer: 12.4% of salary 
• Total: 20.3% 

Over $20k 
• Member: 8.92% of salary 
• Employer: 15.09% of salary 
• Total: 24.01% 
       Under $20k 
• Member: 7.42% of salary 
• Employer: 16.59% of salary 
• Total: 24.01% 
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Category ERA PERA –  
State General Member Plan 3 

Cost-of-Living 
Adjustment (COLA) 

• ½ the Consumer Price Index (CPI) 
beginning at age 65 capped @ 4%; 

• if CPI is less than 2%, then equals CPI; and 
• minimum @ 0%. 

• 3%; implementation depends on 
retirement date with a minimum of 
approximately 2.5 calendar years after 
retirement. 

Withdrawn Service Credit 
and  
Forfeited Service Credit 

Withdrawn Service Credit 
 

• Upon terminating employment, a member 
may withdraw his or her contribution plus 
interest (the interest rate is determined 
annually by the Board).  

• The cost to purchase withdrawn service is 
8% from the date of withdrawal to the date 
of purchase. 

Forfeited Service Credit 
 
• Service credit for which a member 

withdrew – or forfeited – employee 
contributions and interest in the past 
can be purchased by paying the total of 
the amount withdrawn plus interest 
from the date the contributions were 
withdrawn to the date of purchase. 

 
5.25% - Interest prior to 12/31/83 
10.0% - Interest: 1/1/84 - 12/31/01 
  8.0% - Interest: 1/1/02 to present 

Allowed Time  
and  
Air Time 

Allowed Time 
(no provision for air time) 

 
• Members can purchase up to five years of 

service from private educational service or 
public educational service in another state. 

• Cost is actuarial.  For example, a 50-year 
old with 20 years of earned service making 
$40,000 would pay $26,459 for one year of 
allowed service. 

Air Time1

 
 

• Members must be vested with five 
years of earned service credit to be 
eligible to purchase up to 12 months of 
“air time” permissive service credit. 

• Cost is full actuarial value.  A 50-year 
old with 20 years of earned service 
making $40,000 would pay an 
estimated $18,222 for one year of air 
time. 

Military Service Credit • Members vested with five years of earned 
service credit can purchase up to five years 
of non-intervening military service credit at 
any time. 

• Cost is a total of the employee and 
employer contribution rate (20.3% in 
FY 10), multiplied by the average of the 
highest 60 consecutive months of salary for 
each month of military service credit 
purchased. 

• Members vested with five years of 
earned service credit can purchase up to 
five years of non-intervening military 
service credit at any time.  

• Cost is a total of the employee and 
employer contribution rate (24.01% for 
State General Member Plan 3), 
multiplied by the average of the highest 
36 consecutive months of salary for 
each month of military service credit 
purchased.  

Miscellaneous Service 
Credit 

• ERB does not allow the purchase of any 
service credit other than the allowed time, 
military service, and withdrawn service 
discussed above. 

PERA provides for purchasing the 
following additional service credit: 
 
• service prior to affiliating with PERA; 
• civilian prisoner of war; 
• cooperative work study programs; and 
• employment with a utility company, 

library, museum, transit company, or 
by a nonprofit organization taken over 
by a PERA-affiliated public employer. 

  

                                                 
1 Air time is service credit that is not tied to employment with a PERA affiliate. 
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Category ERA PERA –  
State General Member Plan 3 

Retirees Returning to 
Work 

• 12-month layout period prior to applying 
for the return-to-work program. Retirees 
may not work for, contract with, or 
volunteer in a typically paid position for an 
ERB employer during the 12 month layout 
period; 

• members who retired before 1/1/2001 may 
return to work without a layout; 

• members who retired before 1/1/2001 but 
suspend their pensions must layout for 90 
days; 

• a retiree may earn the greater of $15,000 or 
0.25 FTE with an ERB employer and 
maintain his or her pension; and 

• retirees may work as independent 
contractors but must follow IRS code. 

 

Effective July 1, 2010, a retiree is eligible to 
return to work for a PERA affiliate as long 
as the following conditions have been met: 
 
• the retiree must complete a 12-month 

break in service from the date of 
retirement; 

• the retiree cannot be retained as an 
independent contractor with the 
employer from which he or she retired 
during the 12-month break in service; 
and 

• no contributions are made by the 
employee or employer when a retiree 
suspends his or her pension and returns 
to work. 

 
Retirees re-employed before July 1, 2010 
 
• retirees who were re-employed by a 

PERA affiliate before July 1, 2010 
were grandfathered in under the laws in 
place when they were re-employed; 

• re-employed retirees who were 
grandfathered in must begin paying the 
employee contribution portion on their 
salary; 

• the employer will continue to pay the 
employer contribution amount on 
behalf of the employee; and 

• employee contributions made during 
reemployment are nonrefundable and 
stay in the PERA fund.  

Benefit Calculation Final average salary of highest five consecutive 
years of service 

X 
Years of service 

X 
.0235 

 
No maximum benefit.  80% benefit is reached 
after 34 years of service. 

Final average salary of highest three 
consecutive years of service 

X 
Years of service 

X 
.03 

 
Benefit maximizes at 80% with 26 years 
and eight months of service. 

 












































































































