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. CalPERS Agenda Item 6a

June 18, 2018

Item Name: Affiliate Trust Asset Allocation Review: Health Care Fund Reserve and Long-Term
Care Fund

Program: Trust Level Portfolio Management & Affiliate Investment Programs
Item Type: Action

Recommendation
Approve recommended strategic asset allocation for Health Care Fund and Long-Term Care
Fund.

Executive Summary

CalPERS' Board of Administration (Board) is responsible for the administration and investment of
several Affiliate Funds, which are independent of the Public Employees’ Retirement Fund
(PERF).

This item includes the recommendations of the recent strategic asset allocation analysis for the
following Affiliate Funds:

e Health Care Fund (HCF) Reserve
e Long-Term Care Fund (LTC)

The last strategic asset allocation reviews were conducted in 2016 for HCF Reserve and in
2015 for LTC. However, to be consistent with the current Total Fund Investment Policy,
strategic asset allocation reviews for all Affiliate Funds will follow the same four-year cycle of the
PERF asset liability management (ALM) process.

The strategic asset allocation process has considered the unique characteristics of each plan.
To a significant degree, the recommendations have been guided by an attempt to keep the
existing risk profile of each plan.

Overviews of the key inputs and analyses for the strategic asset allocation reviews for the HCF
Reserve and the LTC are provided in Attachment 1. An opinion letter from Wilshire Associates is
provided as Attachment 2.

Strategic Plan
This agenda item supports the CalPERS Strategic Plan goal of improving long-term pension and
health benefit sustainability.

Investment Beliefs
This agenda item is consistent with the following CalPERS Investment Beliefs:



¢ Investment Belief 1: Liabilities must influence the asset structure. Plan characteristics
that define its objective (HCF) Reserve or project future liabilities (LTC) are determinants
of the recommended Policy Portfolio for each Affiliated Fund.

¢ Investment Belief 2: A long investment horizon is a responsibility and an advantage. The
recommended Policy Portfolio for LTC is based on analyses of long-term demographic
trends and projections.

o Investment Belief 6: Strategic asset allocation is the dominant determinant of portfolio risk
and return. Strategic asset allocation is reviewed for all Affiliate Funds following the same
four-year cycle as the PERF. Staff aims to diversity the overall portfolio across distinct
risk drivers.

e Investment Belief 7: CalPERS will take risk only where we have a strong belief that we will
be rewarded for it. Staff tried to maintain its existing risk profile for each Affiliate Fund.

¢ Investment Belief 9: Risk to CalPERS is multi-faceted and not fully captured through
measures such as volatility or tracking error. Staff analyzed risk considerations such as
funded status, duration of liabilities, cash outflows, and diversity of funding for LTC.

Background

Health Care Fund (HCF)

The Health Care Fund was established in 1989 to fund self-funded health benefit plans. The
Health Care Fund Reserve was established in 1997 as a safeguard for case claims that are
higher than anticipated or there are any cash shortfalls. Its investment objective is to provide
stability of principal, enhance returns within prudent levels of risk, and maintain liquidity to meet
cash needs. As of December 31, 2017, the HCF Reserve amounts to $450 million.

The purposes of the HCF reserve for self-funded plans include:
e To pay for health care expenses that have been incurred, but not yet paid
e To provide funds to cover claims that exceed premiums
e To provide funds to cover catastrophic and unforeseen events

Long-Term Care (LTC)

The Long-Term Care (LTC) Program was established in 1995 to administer long-term care for
enrolled California public employees and retirees, as well as their spouses, parents, parents-in-
law, adult children and adult siblings between the ages of 18 and 79.

As of December 31, 2017, the Long-Term Care Program has 128,276 active participants and
received annual premiums of $301 million. The Program paid out $294 million in benefits to
7,259 active claims during fiscal year ending June 30, 2017.

In 2012, the Board approved the three-year Stabilization and Open Application Period Project
(SOAPP) to increase the long-term sustainability of the LTC Program. Key components of
SOAPP included a restructuring of the premiums and benefit packages, and a shift to a more
conservative asset allocation strategy.
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Since inception in 1995, the LTC Program experienced a peak of 176,314 active, premium-
paying enrollees in fiscal year ending June 30, 2005. Enrollment has gradually declined to
128,276 as of Fiscal Year ending June 30, 2017. The number of claimants has steadily
increased since inception and currently stands at 7,259 as of fiscal year ending June 30, 2017
(see Figure 1).

Figure 1: Historical Number of Active Enrollees and Claimants
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The LTC Fund Asset Market Value has increased to $4.3 billion as of fiscal year ending June
30, 2017, while the Present Value of Future Benefits minus Premiums was estimated to be $4.4
billion (see Figure 2).

Figure 2: Historical Assets and Liabilities
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The LTC cash flow is nearing an inflection point for the fiscal year ending June 30, 2017. The
LTC fund received annual premiums of $306 million while paying out $294 million in benefits to
7,259 active claimants. The fund is expected to meet its cash flow needs in the next sixty years
solely based on the projections of current enrollees and all the accompanying assumptions.
(see Figure 3)

Figure 3: Historical & Projected Cash Flows
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Analysis

Health Care Fund (HCF)

Among other purposes, the HCF Reserve provides for any unforeseeable health care claims
and/or for cash flow coverage in a plan-shutdown scenario. Accordingly, the HCF Reserve
needs to be invested in an asset class that is liquid, has a relatively stable value and generates
modest income during the holding period. Staff recommends maintaining the current 100%
fixed income allocation.

Staff constructed the following three scenarios to examine the impact of possible changes in
interest rates, over a twelve-month period, on the Bloomberg Barclays U.S. Aggregate Index
bond fund:

1. A steepening of the yield curve by 1% at the 30-Year Maturity.

2. Atwist of the yield curve with +1% on the 3-Month Maturity and -1% on the 30-Year
Maturity.

3. A 1% upward parallel shift throughout all maturities.

The projected impacts of the three scenarios are summarized in Table 1.

A\\\"’,//},’ C aIPERS Investrﬁgr?tn girlr:?nr;tgz

Page 4 of 8



Table 1 — Scenario Results

The instantaneous price effects on the second row are estimated using the Bloomberg Fixed
Income Fundamental Factor Model. Based on the market value of the fund at the end of 2017,
these effects are estimated to translate into investment losses of $20.7 million and $24.8 million
for Scenario 1, and Scenario 3. However, it would also provide an investment gain of $17.6
million for Scenario 2. If the impact is examined over a 12-month period, the stable income
return component could alleviate the value reduction to 0.7% ($3.2 million) for Scenario 1, and
1.2% ($5.4 million) for Scenario 3. Respectively the value creation would amount to 6.9%
($31.1 million) for Scenario 2.

Based on the BarraOne Risk Model, the Bloomberg Barclays U.S. Aggregate Bond Index is
forecasted to maintain a low volatility of approximately 5%. Even throughout the Great Financial
Crisis, the HCF Reserve retained a strong liquidity profile, and consistently generated positive
cash flows. The current 100% allocation to the Bloomberg Barclays U.S. Aggregate Bond Index
remains suitable for the HCF Reserve, given the need for liquidity to fund health care claims and
the program’s limited ability to absorb investment losses in the event that claims are
substantially higher than expected.

Long-Term Care (LTC)

The process to obtain Policy Portfolio for LTC mirrors the one utilized in the PERF Asset
Liability Management (ALM) workshop as illustrated on page 22, Attachment 1. CMAs for LTC
are adopted from the 2017 PERF ALM process with the following exceptions:

1. Fixed Income and Treasury Inflation-Protected Securities (TIPS) reflect domestic
securities only;

2. Global Real Estate Investment Trusts (REITS) are estimated using a Dividend Discount
model.

Additionally, the asset categories of TIPS, Commodities and REITs have minimum exposure
constraints applied in the Mean-Variance Optimization (MVO) process to maintain some degree
of exposure to these inflation-sensitive assets despite their somewhat unattractive risk and
return profiles. These constraints enforce additional diversification in the final Recommended
Portfolio option.

One additional constraint unique to LTC is the maximum 15% exposure to Global Equity. This
constraint was established in 2012 following Long-Term Care Market Study and detailed
analysis jointly conducted by Wilshire Associates, United Health Actuarial Services, CalPERS
Actuarial Office, and CalPERS Investment Office. The analysis still applies to the liability
attributes of the LTC as summarized on page 24, Attachment 1.
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Table 2 — Long-Term Care’s Liability Profile Influences Strategic Asset Allocation

Liability Attribute Description Current Position Leads to:

If well funded, able to pay liabilities Keep Existing

T 0
Funded Status while incurring less risk. The LTC Program s 89% funded. Volatility Level
Duration of _ Aplan can better absorb an LTC duration of liabilities has Keep Existing
N investment loss if benefit payments - -

Liabilities are later shortened as participant pool ages. Volatility Level
Large claims reduce ability to recover Claims paid now larger than Keep Existing
Cash Outflows from an investment loss. premiums collected. Volatility Level
Diversity of Aplan should reduce risk if funding LTC contributions Cor_]S'St entirely of Keep Existing
ibuti sources are concentrated member premiums; no sponsor Volatility Level

Contributions | contributions nor reinsurance.

All the liability attributes of LTC indicate preference for a low risk portfolio. The LTC Program
continues to have a high funded ratio, thus it is not desirable to increase the level of portfolio
risk. At the same time, as the participant member pool ages, its liability duration has shortened.
Consequently, the LTC program cash flow is forecasted to turn negative for fiscal year 2018
(claims paid would be larger than premiums received). The program would not have the
opportunity to recover if sustaining an investment loss. Since the LTC Fund has neither
sponsor contributions nor reinsurance against losses, future benefit payments are at risk should
the portfolio suffer large investment losses.

Due to the above considerations, Staff recommends a Policy Portfolio that is very close to the

existing one and is consistent with the 5.25% discount rate approved by the Board in February
2018.
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Table 3 — Proposed Policy Portfolio

Budget and Fiscal Impacts
Not Applicable

Benefits and Risks

Health Care Fund (HCF) Reserve

The proposed Strategic Asset Allocation maintains a low level of expected volatility for the HCF
Reserve fund to minimize potential negative financial impact to the program, while generating
modest income to offset health care premium costs and maintaining robust liquidity to fund
health care claims.

The proposed recommendation carries risk that interest rates rise substantially at the same time
as a drawdown occurs on the HCF Reserve fund, resulting in a realization of investment losses.

Long-Term Care (LTC)
The proposed Strategic Asset Allocation provides the following benefits:
e Maintain approximately the same level of expected volatility for the LTC Fund as
determined in the previous Asset Allocation Review in May 2015
¢ Minimize potential negative financial impact to the Program should the Fund suffers loss
due to market downturns

Under the proposed recommendation, LTC Fund still faces the following uncertainties:
e The current margin is negative at -1.45%
e The current cash flow projections assume that all projected premiums will be collected
e Adverse deviation occurs in demographic trends
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Attachments
Attachment 1 — Affiliate Trust Asset Allocation Review: Health Care Fund Reserve & Long-Term
Care Fund

Attachment 2 — Wilshire Associates Opinion Letter — Health Care Fund & Long-Term Care Fund

Daniel Bienvenue
Managing Investment Director
Global Equity

Eric Baggesen
Managing Investment Director
Trust Level Portfolio Management

Theodore Eliopoulos
Chief Investment Officer

Scott Terando
Chief Actuary

D, CalPERS



	Item Name: Affiliate Trust Asset Allocation Review: Health Care Fund Reserve and Long-Term Care Fund
	Program: Trust Level Portfolio Management & Affiliate Investment Programs
	Item Type: Action
	Recommendation
	Executive Summary
	CalPERS' Board of Administration (Board) is responsible for the administration and investment of several Affiliate Funds, which are independent of the Public Employees’ Retirement Fund (PERF).
	This item includes the recommendations of the recent strategic asset allocation analysis for the following Affiliate Funds:
	 Health Care Fund (HCF) Reserve
	 Long-Term Care Fund (LTC)
	Overviews of the key inputs and analyses for the strategic asset allocation reviews for the HCF Reserve and the LTC are provided in Attachment 1.  An opinion letter from Wilshire Associates is provided as Attachment 2.
	Strategic Plan
	This agenda item supports the CalPERS Strategic Plan goal of improving long-term pension and health benefit sustainability.
	Investment Beliefs
	 Investment Belief 1: Liabilities must influence the asset structure.  Plan characteristics that define its objective (HCF) Reserve or project future liabilities (LTC) are determinants of the recommended Policy Portfolio for each Affiliated Fund.
	 Investment Belief 2: A long investment horizon is a responsibility and an advantage.  The recommended Policy Portfolio for LTC is based on analyses of long-term demographic trends and projections.
	 Investment Belief 6: Strategic asset allocation is the dominant determinant of portfolio risk and return.  Strategic asset allocation is reviewed for all Affiliate Funds following the same four-year cycle as the PERF.  Staff aims to diversity the ov...
	 Investment Belief 7: CalPERS will take risk only where we have a strong belief that we will be rewarded for it.  Staff tried to maintain its existing risk profile for each Affiliate Fund.
	 Investment Belief 9: Risk to CalPERS is multi-faceted and not fully captured through measures such as volatility or tracking error.  Staff analyzed risk considerations such as funded status, duration of liabilities, cash outflows, and diversity of f...
	Background
	Analysis
	Budget and Fiscal Impacts
	Benefits and Risks
	Attachments
	Daniel Bienvenue
	Managing Investment Director
	Global Equity
	Eric Baggesen
	Managing Investment Director
	Trust Level Portfolio Management
	Theodore Eliopoulos
	Chief Investment Officer
	Scott Terando
	Chief Actuary

