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April 25, 2007

Aristotle Hutras

Ohio Retirement Study Council
88 East Broad St. Suite 1175
Columbus, OH 43215

Dear Mr. Hutras,

In the spring of 2006, the Ohio Police & Fire Pension Fund (OP&F) submitted a plan
recommending several changes, which would result in the system complying with the
state’s 30-year funding requirement. Most of these recommendations relied on legislative
action for implementation.

Since that time, the OP&F investment portfolio has achieved impressive returns, and our
Board of Trustees developed a new retiree health care plan design that will result in
additional cost savings compared to previous years, as we communicated in the original
plan. Despite these achievements, OP&F’s funding period remains outside the 30-year
requirement. While we expect some additional savings when the 2008 health care plan
design is implemented, we have reached the limit of what we can do regarding our
previously submitted plan. Any further changes in the funding system must be addressed
by the General Assembly.

The Board of Trustees remains committed to our recommendations of April 2006. If the
gradual contribution increases for active members and employers are implemented, along
with a cap for Medicare Part B reimbursements, we are confident that OP&F will be able
to reach the 30-year goal within the next few years. Please keep in mind that our initial
projections were based on the implementation of funding changes by January 1, 2007.
These projections would differ somewhat by any legislation on OP&F’s funding formula
enacted after this date.

As we addressed during our presentation last April, the poor investment returns
encountered from 2000-2002 are still actuarially accounted for due to the “smoothing”
technique used when calculating our valuation report. We anticipate our funding status will
gradually improve when the last of these negative investment years (2002) is accounted
for.

If no action is taken in regards to the contribution recommendations presented last year,
and assuming an actuarial rate of return of 8.25 percent annually, we project that our
funding period will eventually drop to 48.6 years by 2016. While this is a marked
improvement over the current “infinite” status, it still does not get us to the state-mandated
30 years.
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Enclosed are the following materials:

e A copy of the funding recommendations presented to the ORSC in April 2006
(Exhibit A)

o A 10-year projection of our funding period and funded ratio if contribution rates
remain unchanged and our current assumed investment rate of return (Exhibit B)

¢ A series of 10-year projections if contribution rates remain unchanged and using
varying investment performance scenarios (Exhibit C, pages 1-3)

e Excerpts from Standard & Poor’s Public Finance Report, released February 27,
2007 (Exhibit D)

If there are any questions concerning our recommendations, please do not hesitate to
contact me. As always, we will reply promptly.

Sincerely,

fpisiy £t

William J. Estabrook
Executive Director

cc: OP&F Board of Trustees

Enclosures
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Exhibit D:
Excerpts from S&P’s Public Finance Report

Improved U.S. state pension funding levels
could be on the horizon

“Although U.S. state pension funding levels fell slightly in fiscal 2005, signs are pointing to a
possible easing of pressures related to prior escalations in contribution rates. There is also
reason to believe that funded ratios could stabilize and improve over the medium term if
investment returns and liability growth meet expectations.”

“From 1990-2000, the average annual increase of the S&P 500 index of domestic equities
was 15% compared with an average actuarial return assumption of about 8%.”

“...the S&P 500 fell 16% in fiscal 2001 and another 19% in fiscal 2002. In addition, and in
conjunction with falling asset values, a number of factors led to upward pressure on
liabilities, including demographic changes such as members living longer and the phasing in
of previously granted benefit enhancements.”

“...these negative effects on assets and liabilities resulted in average state pension funding
levels falling to 83.5% as of June 30, 2004, from their previous high point four years earlier.
The fiscal 2005 survey reports a further decline in funded rations to 81.8% despite solid
investment returns. .. One possible explanation for this occurrence is that in fiscal 2005, with
the five-year smoothing of asset values used by most public funds, the earlier investment
losses of 2001 and 2002 were still acting as a brake on the actuarial value of assets.”

“I§ we look at prospective public pension funding levels from the standpoint of oge key
variable — investment return performance — recent investment results would suggest that the
funding climate should improve. With actual market returns exceeding investment return
assumptions, on average, for the past three fiscal years, we should see an increase in the
actuarial value of assets in fiscal 2006.”

“Because about 60% of large public funds use five-year smoothing to value assets, the
Investment losses from 2002 will still be taking their toll on the June 30, 2006 actuarial
valuations. It is only after fiscal 2006 that funds will be fully out of the woods from this drag

on assets.”



