PSPRS FY2020 Fourth Quarter Newsletter

BOARD AND EMPLOYER FINANCE FIX A ‘HUGE DEAL’ FOR SYSTEM
PSPRS trustees unanimously passed changes to its pension funding policies and actuarial assumptions to
eliminate “negative amortization” and put all PSPRS-managed plans on track to achieve full funding levels
and save taxpayer money.

Negative amortization occurs when pension contributions are insufficient to offset the growth in unfunded
pension liabilities. These liabilities, calculated annually, can be influenced by a variety of demographic,
benefit and investment return assumptions.

The board voted at its August meeting to begin reducing the current
3.5 percent assumed public safety employer payroll growth by half
a percent each year. The change ultimately will create lower and
more stable contribution requirements (though it will cause a
temporary increase in employer contributions starting in July 2022).
A similar but immediate reduction in the payroll growth assumption
will become effective for CORP and EORP on July 1, 2021. Trustees
will reassess the financial impacts when the assumed payroll growth
reaches 2 percent.

The changes also include moving all PSPRS-managed retirement plan employers to a 15-year “layered”
amortization schedule. The effective date shift will vary for individual employers depending on whether
employers have extended their amortization periods from 20 to up to 30 years.

The action taken by trustees was informed by recommendations from the PSPRS Advisory Committee,
which includes representatives from the League of Arizona Cities and Towns, the County Supervisors
Association, state government, fire districts, and active and retired members of PSPRS-managed plans.

The initial long-term savings of eliminating assumed payroll growth entirely through a phased-in approach
was estimated to reach more than $1 billion by fiscal year 2046, according to Brad Heinrichs of Foster and
Foster Consulting, the system’s actuaries.

“This is a huge deal — one that completely changes the trajectory of these pension funds,” Heinrichs said.
“The Board of Trustees chose to finance current and future debts in such a way that employers will be
making principal repayments sooner — instead of much later — thereby saving themselves billions of
dollars over the life of the fund. It was truly a privilege to be a catalyst to help create such a landmark
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change that puts this system on a road to sustainability for the benefit of the members, the employers, and
the taxpayers.”

‘CHOPPING DOWN THE MOUNTAIN’ OF PENSION DEBT
On September 1, the Gila County Board of Supervisors |
voted to move forward with a plan to pay down their ¢
entire $15.6 million unfunded public safety and
corrections pension debt through pension obligation
bonds backed by pledged revenues.

With board final approval set to occur in October, Gila |
County is anticipated to save local taxpayers a present day
value of more than $9 million. It is planning to back its §&
pension obligation bonds with local sales taxes, state- =%
shared revenues, vehicle licensing taxes and payment-in-
lieu-of-taxes related to federal lands.

Gila County would become the second Arizona employer this year to take advantage of historically low
interest rates to refinance their pension debt. In August, the City of Flagstaff made payments totalling $112
million to PSPRS to extinguish the city’s police and fire department unfunded pension liabilities.

Flagstaff issued certificates of participation, which are similar to obligation bonds, but use public assets
like buildings as collateral rather than future tax revenues. The city initially expected $65 million in present
value savings by opting for certificates with an estimated annual interest of 4 percent, which compares
favorably to the 7.3 percent annual growth on unfunded liabilities that occurs under state law. However,
the city’s certificate bidding process produced a surge in investor demand that drove the rates down to 2.6
percent, which boosted projected savings to $76 million.

City Manager Greg Clifton and other city budget officials took part in an August 13 “Chopping Down the
Mountain” pension financing presentation before the Government Finance Officers Association of Arizona
(GFOAZ) along with PSPRS Administrator Mike Townsend and representatives of municipal financing
firm Stifel.

PSPRS STAFF, TRUSTEES TO ADDRESS GFOAZ FINANCE GROUP
Administrator Townsend and PSPRS trustees Scott McCarty and Harry Papp are scheduled to again address
GFOAZ to provide the PSPRS Annual Update at a remote meeting held September 24. Actuary Brad
Heinrichs of Foster & Foster Consulting will also take part in the discussion.

The presentation for state, county, municipal, and fire district employer finance and budgeting officials will
cover PSPRS actuarial and funding policies and goals, unfunded pension liabilities, investments and agency
operational progress and accomplishments.

NEW VIDEO DETAILS PUBLIC PENSION INVESTING GOALS

PSPRS is back with a new video. This time, the
communications and investment departments have teamed up
to produce a follow-up to the summer 2019 video that covered
how PSPRS assesses risk when investing to produce the
necessary cash flow to pay retiree and survivor benefits.

The latest seven-minute video builds on member, employer

S e O - and other stakeholder knowledge of the public stock market by

o= S : ¥ laying out how private sector investments work and the role

such investments play in PSPRS’s efforts to fully fund the

retirement plan. The system, with current assets of about $11 billion, has about 60 percent of its assets
invested in private investments and 40 percent invested in public stocks.
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Taken as a whole, the two videos attempt to create a clear, concise, convenient visual resource for members,
employers, and the public seeking to better understand PSPRS. Both videos were produced by Spawning
Fish, LLC., whose work helped PSPRS win a first place Eddy Award in 2019 for ongoing public employer
investment education from Pensions and Investments Online, a leading pension publication.

PSPRS “A-TEAM” ADDS STATE GOVERNMENT FINANCE EXPERT
With the hiring of former state comptroller Clark Partridge, PSPRS
has effectively rebuilt its internal accounting and finance department.

Partridge began working for the state in 1989. He later became
responsible for statewide accounting and financial operations until his
brief retirement in 2019. He joined PSPRS as full-time Financial
Consultant in August to help manage accounting operations and assist
employers with questions about actuarial calculations and pension
accounting.

PSPRS Administrator Mike Townsend praised Partridge as “one the
foremost experts in state finance anywhere” and added that PSPRS has
benefitted greatly from more than a dozen hires since switching to
primarily remote operations amid the coronavirus outbreak.

“Retirement benefits and programs significantly impact the lives of members and their families,” said
Partridge, who was responsible for more than $52 billion in assets, $38 billion in expenditures, and the
biweekly payroll of 38,000 employees for the state. “I’m excited to work with the team at PSPRS to serve
public employees, officials and participating employers.”

Partridge is among several PSPRS finance, accounting, and auditing new or recent hires, including:

e Young Chung — PSPRS Accountant; Arizona Health Care Cost Containment System former
accountant supervisor

e Jack Jordan — PSPRS Controller; Arizona General Accounting Office former statewide agency
accountant

e Jared Mazza — PSPRS Financial Reporting Manager; Arizona Department of Administration
statewide accounting manager

® John Moorman — PSPRS Chief Financial Officer; AHCCCS former finance administrator and
General Accounting Office former internal auditor and accounting manager

e Crystal Messner — PSPRS Internal Auditor; Arizona General Accounting Office former statewide
internal audit manager

e Mike Smarik — PSPRS Deputy Administrator; Arizona Department of Administration former
interim state comptroller and former deputy state comptroller

COFFEE BREAK WITH A PROFESSIONAL TECH INVESTOR

Many Americans are now well familiar with ordering and paying for needed products and services online,
but few have tens or hundreds of millions of dollars at stake in the future of the economy forever changed
by the coronavirus.

PSPRS Chief Investment Officer Mark Steed picked the

.\ . brain of tech hedge fund manager David Fiszel on the
- < ) potential permanent impacts of the virus on e-commerce,
- payment methods, consumer demands, and investment
o opportunities as part of the Investment Institute’s Coffee

A . Break series.
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Fiszel leads Honeycomb Asset Management, which manages a $50 million PSPRS investment among other
assets. He spoke at length to the stunning growth of e-commerce since the economic disruption that began
in March. Fiszel opined on the potential effects on contactless payment methods, cloud-based data storage,
“re-commerce” sales of used items and offered his thoughts on federal antitrust efforts made in the name
of consumer protection.

It isn’t unusual for PSPRS investment staff to take on outside speaking engagements. In October, Steed and
PSPRS Investment Counsel Jennifer Carlino will address the Harvard Business School with attorney Tom
Hickey, a nationally recognized expert on fiduciary ethics and investment legal matters.

Video of Steed’s interview can be viewed on the Investment Institute’s YouTube channel.

GASB REPORTS COMING SOON

Employers of PSPRS-managed retirement plan members can count on their GASB reports being made
available by mid-to-late-September. The reports are in production by auditors Heinfeld Meech & Co. and
are expected to be posted to the PSPRS GASB Information webpage during the week of September 21-25.

PSPRS LAUNCHES 457 RETIREMENT ACCOUNT FOR EMPLOYERS

The PSPRS Defined Contribution Committee and Nationwide Retirement Solutions introduced a new 457
retirement account for employers interested in offering their members additional retirement savings options.
The plan was made possible with the 2019 signing of House Bill 2422, which sought to create an investment
option for members throughout the state whose employers either do not offer a plan or for employers with
too few members to negotiate high quality, low-fee plans.

“This plan is really designed to help our smaller employers offer their
members the convenience of a tax-deferred retirement savings account,”
said Defined Contribution Committee Chairman Will Buividas. “There’s
no expense for employers and members benefit from being able to save |
more money for retirement and reduce their taxable income while paying
lower fees than they would through individual plans.”

In general, 457 plans offer employees the flexibility to choose and
change the amounts of money they wish to invest, as opposed to 401(a)
plans that require contributions that are either predetermined or can be
chosen once at the beginning of employment.

So far, almost half a dozen Arizona public safety employers have enrolled to offer their members access to
the 457 plan. Interested employers can contact PSPRS Employer Relationship Manager Phil Coleman at
602-296-2553 or pcoleman@psprs.com or Nationwide Program Director Jim Keeler at 602-316-7798 or
keelerj@nationwide.com.

PSPRS PLANS FOR NEW AND EASIER WEB PORTAL SYSTEM

PSPRS is in the beginning stages of acquiring a new pension administration system that will change the
look, feel, and function of portal services relied upon by employers, boards, members and retirees alike.

The new system, which will take an estimated four to five years to implement, will allow for faster and
easier contribution reporting and new hire processing, as well as providing services and information to
active members and retirees.

“This will be a serious upgrade for our portals but it will take us some time to lay the necessary
groundwork,” said PSPRS Deputy Administrator Mike Smarik. “We’ll be providing our stakeholders with
relevant updates along the way, request their input on requirements, and, eventually, resources and training
as we get closer to the launch date.”
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PRIVATE EQUITY PORTFOLIO EARNS INDUSTRY HONOR

While many kitchen table investors focus almost exclusively on stock market performance, the investment
team at PSPRS continues to generate elite-level annual returns through the system’s private equity
investments.

These investments — which include buying, improving, and selling assets like
businesses and other venture entities — have again garnered PSPRS national
recognition from the American Investment Council, which recently ranked the
agency’s private equity performance eighth overall out of 176 pension plans
representing more than 30 million members.

Private equity represents about 25 percent of the nearly $11 billion PSPRS
portfolio. The system’s private equity investments generated an annualized
return of 15.44 percent over the 10-year period between FY2009 and FY2019.
That return exceeded AIC’s identified private equity median return of 13.7
percent. Public equity investments like stocks realized a median annualized rate
of return of 12.7 percent over the same 10 years, AlIC reported.

PSPRS Investment Committee Chairman Harry Papp called the returns another positive sign that the system
continues its journey back to financial health.

“This type of elite private equity performance shows that PSPRS investors have the skill to evaluate and
consistently select the right private market investments from literally thousands of opportunities for the
benefit of the entire system,” said Papp, who is also the managing partner of the L. Roy Papp and Associates
investment firm.
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