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Managing Pension Liabilities 
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The Public Pension Crisis  
August 18, 2006; Page A14 

 

“… the fundamental problem is that public 
pensions are inherently political institutions.”  

 

“… the current public pension system simply 
isn't sustainable in the long run.” 



From the Credit Rating Agencies 

July 16, 2013: Fitch cuts Pennsylvania credit rating, cites 
pensions 
 “The funding levels of the Commonwealth’s pension systems, which 

have been historically adequate, have materially weakened, with 
annual contribution levels remaining well below actuarially 
required levels.” 
 

 Together, Pennsylvania's problems “signal an inability or 
unwillingness on the part of political leaders to make 
difficult fiscal decisions,"  
 

Moody’s (March 29, 2013) and Standard & Poor’s (April 2, 
2013) opinions expressed similar conclusions and outlooks.  
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Three Factors Drive the Political 
Institution of Public Pensions  

 

1) Poor Benchmarking 

 

2) Poor Liability Management 

 

3) Politics 
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Five General Observations on SB 1 

1) Acknowledge legislative efforts identifying comprehensive and 
sustainable pension reform as a top priority.  PA has a pension 
crisis.  SB 1 is a starting point in this process. 

 

2) Political math (votes) is certainly a prerequisite to any legislative 
actions.   Conversely, the simple passage of legislation identified 
as “pension reform” does not change the underlying actuarial 
math.   
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Five General Observations on SB 1 

3) My testimony identifies the recommended additional actions to 
SB 1 which are needed to achieve comprehensive and 
sustainable pension reforms through a combination of plan 
design and funding policy changes. 

 

4) Measured by various established standards, SB 1 presents a 
mixed array of results regarding plan design reforms. The 
absence of the equally important funding reforms fails to 
address the underlying factors driving the unfunded liability. 

 

5) Given the ever-increasing unfunded liability, it is far too late for 
incremental actions or pseudo-reforms to suffice.  This is also 
not the time to be contemplating reducing contributions to 
already underfunded plans in the name of “savings” or “reform”. 
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Specific Comments on SB 1 

Any pension reform results expressed as “savings / costing $X over Y years” 
is a fully-incomplete calculation with little utility.   Such rhetoric reflects an 
incomplete knowledge of proper pension funding and accounting concepts.   

Noteworthy examples: 

1) From the May 11th actuarial note analyzing SB 1:  “$18.3B of savings 
(PSERS & SERS) over 32 years”.   

2) The Wolf Administration is indicating their $3B pension obligation 
bond strategy will result in “$10B of savings over 24 years”.   

3) Additional costs of “$44B over 30+ years” will occur should PSERS and 
SERS be closed to new hires.  

4) Act 120 (2010) projected “$3B of combined savings over 30+ years”. 

 

Since the timing of future events is as important as the amounts in 
question, any credible results must be represented as a present-value  
(value in today’s dollars) ideally illustrated under various scenarios. 
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The Present Value of Savings in SB 1 

SB 1 Actuarial note: PSERS (Table 2, page 54) - (SERS data not reported) 

Present Value of Savings:  

 Current Members $5.3B + New Members $.6B = Total $5.9B 

Observations:  

1) Over 89% of savings are fully-contingent upon surviving a certain 
court challenge with a hardly assured outcome. 

2) Should the proposed changes be upheld by the court(s), the current 
PSERS unfunded liabilities will be decreased by $1.4B or about 4%. 

3) All this relies on the existing annual 7.5% asset rate-of-return 
assumption being maintained and achieved.  Reducing this to 7.0% 
would immediately increase the unfunded liability in PSERS by over 
$4B.  What is the new hires assumptions?   

4) This clearly demonstrates (once again) that plan design changes 
alone will not make these plans sustainable.  Why are reductions in 
near-term contribution levels even being proposed? 
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Funding Policy Comments on SB 1 

PSERS currently  funds its UL over a back-loaded 24 year period (effectively a 30 
year level-dollar schedule).  SERS uses a 30 year level-dollar schedule.  The 
existing collared rates shortchange this already deficient contribution schedule. 

 

Some estimates have identified an ever-increasing risk of insolvency to PSERS 
over the next 10 to 15 years.  UL funding periods exceeding 20 years effectively 
transfer costs onto the next generation.   

 

Under any scenario the funding reforms contained in HB 900 should accompany 
any serious pension reform proposals to make to these plans sustainable.  There 
is no scenario supporting reducing contributions.  Reducing contributions to 
already underfunded plans is not “reform” nor is it “savings”.   Poor funding 
practices is the singular reason our credit ratings continues to decline.  

 

SB 1 “savings” are linked to the proposed $1.7B reduction in near-term funding 
of over the next 5 years.  The Administration’s  $3B pension obligation bond 
strategy (currently prohibited by Act 120) also proposes reduced contributions.  9 



A Retirement Income Goal Strategy 
Should be the Starting Point  

Certain proposed plan design changes in SB 1 are problematic as well. 

Should begin with an overarching retirement income goal:  

• This is achieved, for most members, through annual employee and 
employer contributions totaling 12% to 15% of pay, properly invested 
over a member’s full career.  

• For non-Social Security (SS) participants this range is 18% to 20%. 

• Annual employer costs should be a predictable 4% to 7% of payroll.  
These figures are  proportionally higher for non-SS participants. 

 

Consider the liabilities associated with retiree medical benefits also known 
as Other Post-Employment Benefits (OPEB).  For state employees this UL as 
of 6/30/2013 was $16.3B .  SERS UL (pension) as of 12/31/2014  was $18.2B.  

 

(Most private sector companies have significantly reduced or eliminated this 
benefit due to an inability to achieve predictable and affordable costs). 
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Recommended Plan Design Changes to SB 1 
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Action Comment  / Rationale 

Include all PSERS & SERS new hires within a 
single standardized defined contribution plan. 
(No excluded employee groups) 

Establish a common employee contribution 
rate such as a 6% and with a corresponding 
4% to 7% employer match. 
 
Abandon the concept of the prior DB plan’s 
normal cost  defining the DC employer match.   
 
It is a myth that a DB normal cost is the true 
measure of that plan’s cost.   
 

Abandon the proposed defined benefit cash 
balance plan in favor of the above.  
 
Include a stable value investment fund within 
the DC plan as the “safe” investment vehicle 
(perhaps with a required member 
contribution). 

Any DB plans and politics are a toxic 
combination.  (Underfunding, retroactive 
benefit improvements, the 7.5% assumed rate 
of return, asset & liability manipulation, UL’s).  
 
Closing a DB does not generate any significant 
“transitional costs”.    

Review retiree medical programs  to ensure 
affordability.  Also review disability coverages.  

Benchmark against private sector norms 



Recommended Critical Funding Reforms to SB 1 
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Action Comment  / Rationale 

Abandon collared contribution rates 
immediately in favor of the provision of 
HB 900 

20 year amortization, use of the market 
value of assets.  Correctly redefine the 
SERS normal cost for funding purposes. 
 
Employer contribution rates to SERS and 
PSERS are likely to be in the mid 30% of 
pay range for perhaps 20 years.   
 
Deal with this reality now rather than a 
default transfer to the next generation.  
There are no design “savings” scenarios 
justifying near-term funding reductions. 
 
The Act 120 (2010) projections have been 
fully compromised .   

Prefund retiree medical programs  to 
ensure sustainability. 



Other Recommendations Regarding SB 1 
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Action Comment  / Rationale 

Follow the advice of Milliman Consultants  
regarding additional recommended 
actuarial analyses.  
 
Note disclaimer (in bold on pages 1 & 20) 
accompanying their independent review.  
 

Review multiple economic assumptions 
review present value of results under 
multiple scenarios. 
“We (Milliman) recommend that stochastic 

modeling be performed to analyze the 

impact of varying investment returns on the 

future employer costs.” 

Changes to the risk profile and asset 
allocation of PSERS and SERS may likely 
result in a downward revision to PSERS 
and SERS assumed rate of return. 
 

Quantifying an acceptable level of risk is a 
worthy goal. 

Designate the DC Plan Administrator as 
the plan’s fiduciary. 
 

Helps minimize political influences 

Prefund retiree medical programs  to 
ensure affordability .   



• “What belongs to you, you tend to take care of.  
What belongs to no one or everyone tends to fall 
into disrepair.” 

 

– Question: Who owns the unfunded liability of 
the public-sector DB pension system? 

 

Public Policy Principle 
Seven Principles of Sound Public Policy Remarks before the Economic Club of Detroit By Lawrence W Reed| Oct. 29, 2001 
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Correcting Common PA Pension  
Half-Truths 
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# Half-Truth Important Fact 

1 Transition costs (TC) in closing a DB plan 
should preclude consideration of a DC plan. 
(SB 1)  

TC are significantly overstated and 
should not preclude closing a DB plan.  
Consider private sector experience 
 

2 Michigan and Alaska experienced a 
significant increase in the unfunded liability 
(UL) after closing their DB plans. 

Increases in the UL were related to 
underfunding and poor investment 
returns.  
 

3 DB plans are 48% cheaper than DC plans to 
provide equivalent benefits. 
 

Based upon very debatable 
assumptions.  Conflates group pooling 
with individual accounts. 
 

4 Act 120 (2010) just needs time to work. 
 

The 2010 projected expected savings 
will not materialize due to lowered 
asset return assumptions & reduced 
number of active participants. 
 



Correcting Common PA Pension  
Half-Truths 
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# Half-Truth Important Fact 

5 The unfunded liability reflects the deficit 
assuming everyone retired today. 
 

Generally, this deficit is the value, in 
today’s dollars, assuming members 
retire on their expected dates. 

6 The DB annual normal cost (NC) represents 
the true measure of long-term pension 
costs. (SB 1)  
 
 
The NC can be readily compared to the 
annual DC employer match.  
(Using what set of actuarial assumptions?) 

If true, then why do we have any 
unfunded liabilities? 
 
NC is simply an estimated annual 
deposit based upon the actuarial 
assumptions and other variables.   
(It does not reflect any unplanned 
events including underfunding.)   

7 Retirement income security cannot be 
achieved through a DC plan 

Best practices in DC plans can mitigate 
risks to help achieve retirement goals. 

8 The PSERS & SERS uncollared contribution 
rates represent the appropriate pension 
funding standards. (SB 1)  
 

Need to adopt pension funding 
reforms which include shortening 
amortization funding periods. 
 



Five Step Public Pension Reform Plan 
1. For all new hires, establish a standardized DC plan with an annual 

employer cost of 4% to 7% of pay.  No excluded employee groups. 
(Higher match of 9% to 10% for non-members of Social Security) 
– Eliminates excessive plan risks to current and future taxpayers 
– Removes politics from pensions 
– No unfunded liabilities, portable benefits, individual accounts 
– Total employee and employer contributions should target 12% to 15% 

of pay.  Default investment option is “target (retirement) date” funds. 
 

2. Statewide prohibition of pension obligation bonds.  This concept also 
precludes other borrowing strategies to finance benefit plans. 

 
3. Enact funding reforms consistent with The 2014 Blue Ribbon Panel’s 

Report on Public Pension Plan Funding . 
– Amortization periods for unfunded liabilities should not exceed 20 

years.  Asset averaging should not exceed five years. 
– Actuarial assumptions should be at least 50% achievable (long-term). 
– There are no plan design “savings” scenarios which justify continuing 

any rate “collaring”. 
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Five Step Public Pension Reform Plan 
 

4. Modifying unearned pension benefits (as legally permitted) 
– This includes redefining early and normal retirement benefits and 

increasing member contributions. 
– Suspending benefit accruals when funded ratios fall below 65% 
– Revising Other Post-employment Benefits (OPEB) (this includes 

retiree healthcare) 
 
5. Consider funding reforms only after prior steps are achieved  

– Challenge is to do this without increasing taxes or through new 
borrowing  

 
       

Omitting any steps ≠ comprehensive pension reform 
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 Pseudo-Reforms – Avoid These Actions 
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Item Why it is a problem 

1) Using pension obligation bonds or 
other borrowing strategies to finance 
pension systems 

Further leverages pension system and 
creates an incentive to improve benefits 

2) Adopting early retirement incentive 
plans 

Enhances already generous benefits; a false 
economy 

3) “Fresh start” (reset) of any unfunded 
liability especially beyond the average 
remaining duration of the workers’ 
career (usually 15 to 20 years). 
 

 Other funding techniques that defer 
costs, including assigning these costs to 
new employees 

A political dodge that burdens future 
generations. 

4) A new and reduced DB plan and/or an 
optional DC plan 

Neither will escape the politics of public 
pensions 

5) A “hybrid” DB plan: a cash balance DB 
or a reduced set of DB and DC plans 

Same politics and funding issues associated 
with all defined benefit plans 


