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The General Assembly of Perinsylvania
House State Government Committee
Chairman Meiealfe, Representative Babette and distinguished members of the
Generad Assembly, thank you for inviting meto testify today on the subject of

pension reform in the Commonwealth of Pennsylvania.

PUBLIC SECTOR PENSION POLICY N THE COMMONWEALTH OF
PENNSYLVANIA

Pennsylvania's two main pension systems, the State Employees Retirement System
(SERS) and the Public School Employees Retirement Sysiem (PSERS) report a
combined unfunded liability of $39.5 billion and funding ratios of 75 percent and 69
percent, respectively. However, on an economic basis, the shortfall in these plans

increasesto atotal of $1 16 billion, leaving each system funded at 34 percent.



In elther case Pennsylvanl as pens on systems confmnt a very sghlflcant obllgatlon
to retirees. One question being considered today centers on the merits of closing

down the defined benefit plan and shifting future hires to a defined contribution plan.

In my testimony | would like to begin by discussing the reasonswhy Pennsylvania's
pension systems reached this point and the importance of accurate valuation in both
determining a funding policy for the current DB plan and deciding how to structurea

reliableyetirerment system for Pennsylvania's public sector workers.

This discussion of how to value adefined benefit plan is central to knowing how to
choose the design of the pension plan, as the reason for the massive funding gap is
driven by the underestimation of the true normal costs and contributions needed to
fund SERS and PSERS. Thusthe decision to shift workers to a DC plan entails also

knowing the true costs of keeping the DB plans open.

THE IMPORTANGE CF ECONOMIC OR MARKET VALUATION OF
PENSION PLANS

Thecrashin financial markets in 2008 is often cited as aleading cause for pension

plan underfunding in the US. However, the steep declinein marketsis not a cause of
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plan nnderﬁ;n.(-imgg it isinstead ademostrathloln ofwa funddmental ﬂdu |’n how publlc
plans have been valued, funded, and exposed to large amounts of risk. The weakening
of defined benefit plansisa direct result of a core assumptionthat is buili into all
public sector plans, that is, the discount rate chosen to valuethe pension obligation
(or liability), and thusthe amount needed to fund the liability (the Annual Required

Contribution), in order to secure benefit paymentsto retirees.

THE IMPORTANCE OF SELECTING A DISCOUNT RATE

A public sector pension represents a promise on the part of the government to
pay an employee a certain sum upon retirement. ON amonthly basis, until their
death based on rhe employee's years of service, ameasure of final salary, a
benefit multiplier, and age. The payout isa guarantee. The pensionasa
governmeni-backed plan isconsidered,” A debt of the Commonwealth, backed
by the full faith and credit of the Commonwealth.”' A public sector pensionis
aliahility to the government, or, astream of cash flowsthat the government as
employer must pay to its employees, much like a bond. In choosing adiscount

rate (the interest rate) to convert the future value of that promiseinto a present

! StatePension Funding, prepared by PSERS and SERSfor the Hause State Govérninent Conimittes, April 4, 2012, p 6
3
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value, what must

will be made.

Thepensionisrisk-free from the vantage point of the worker. It is anear-
certainty that the government will not opt to default on this payment. Thus the
correct discount rateto useis onethat matches therisk and thetiming of the
pension cash flows. Tn this case it istheyield on 15-year Treasury bonds(15
years because thisis the midpoint of that stream of cashflows). * That rateis
currently 25 percent. SERS assumes a discount rate of 8 percent and PSERS, a
rate of 7.5percent. The result is that the lower discount requiresa higher
contributionin thepresent to fund future benefits, presenting policymakers

with a very intimidating budgetary reality.

It must be stressed that thereis only one liability, not many possible liabilities
based on many possible discount rates. Accounting assumptionsthat shift the

timing of payment or seek to lower the size of the present value only serve to

2§ Barton Waring, “Liability-relative investing,” Journal of Portfolio Matagement, 30 (4), 2008. Waring findsthat the
mid-point of a public pension's stream of benefit payments 18 around 15 years m the Fature. Thus, alump-sum payment
15 years hencecan betreated as an approximation of the anmeal benefit liabilities owed by aplan,
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economics will catch up with theaccounting eventually. ®

AsM. Barton Waring notes{2012), "' Best practicesfor estimating a discount
rate, which are well established in dl fields except actuarial pension finance
treat the discount rate as identical to the opportunity cost of capital t hat isthe
market cost of borrowing money or using capital on abasis that reflectsall

fully-diversified, market-related risks.”

Unfortunately, current guidance provided by Government Accounting
Standards Board (GASB) 25 and Actuarial Standards of Practice {ASOP) 27
bases the selection of adiscount rate on assumed asset returns. However,

according to well-established principles of economies, the return on plan assets

* Waring states this a= a Proposition, *“Measures of the pension planbased on conventional accounting methodswill
always foltow measures based on economic accounting, even if with alag. The accounting will follew: the economics,
sooner ¢ later.” SeeM . Barton Waring, Pensioh Finance: Putting the Risksand Costs of Defined Benefit Plan Back
Under Y our Control, John Wile); and Sons; 2012, p. xv.

* 1bid, Waring, " The market-rel ated discount ratefor any cash flow streams that are expected to be riskless is the risk-
{fres rate. Thisis thecorrect discount rateto usefor determiningthe benefit security or. tunding target of the acerued
liabibty, whichin tirn isused. for determining the normal cost component of requijred dontiibutions."" See, M. Barton
Waring, Pension Finance: Putting the Risks and Costs of Defined Benefit Plans Back Under Y our Control, John Wiley

and Sons, 2012.
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IS absol utely irrelevant to the val ueof thellabl |ty Assetsand I|'ab|I|t|esshouId

be kept separatefor the purpose of vahiation. *

This practice— valuing the pensionliability based on assumed market returns—
has led to a tragic outcomefor defined benefit plans across the United States. It
has resulted in sudden funding gaps emerging, and the inexorable pressure of
immediate higher than anticipated contributions. Thereisareason for this:
using expected asset retiirns understates thevalue of the liability leading to an
underestimation of contribution rates - aproblem that is revealed when the

assetsfail to perform as well as expected.

Theflawed discount rate assumption has had anegative effect on asset

management, contribution policy, and defined benefit plan design in the public

sector.

EFFECTS ON ASSET MANAGEMENT

* For adiscussion see, Eileen Noreross and Andrew Biggs, " The Crisisin Public Sector Penuious: A Blueprint for
Reform in the States,” Mereatas Center Working Paper, No. 18-31, June 2010.
http:fmercatus ore/sites/default Gles/publication/ WP 103 1-9520N1%20P ensions. pdl
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creates poor incentives for responsiblefund management. Firstly, plan managers have
agreater incentiveto take on more investment risk in a gambleto achieve higher
retums on plan assets. Public plan managers have embraced more risk over the course
of the past 20 years. In 1990, 40 percent of public sector pension assets were held in
equities. Thisroseto 70 percent in 2006. That is roughly 10 percent higher than the
allocation of pension assetsto equitiesin private pension systems. This behavior can
be seen in tlie SERS investment portfolio which has put of 26 percent of its assets in

aternatives.

This behavior — seeking out more risk inin asset portfolio— isan artifact of improper
accounting, which impliesit is possible to guarantee a certain, risk-free, benefit with
volatile investments. However, exposureto volatility lessensthe likelihood that there
will be enough in the plan to pay benefitswhen they are due. The majority of a plan's
obligations are pdyable over the next 15 years. Even if plansaccurately predict
market returns over along period, they must pay out benefitsover the short term
WEN average ma ket returns are more uncertain. Thereis a significant probability
that a“fully-funded™ plan would be unable to makeits obligationseven if the plan

accurately projects average market returns.
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In sum d| scountl ng 'pens onséa the expected rate of return on i nveétment31n1plles the
entireretum is availableto pay future benefits— and makes no allowancesfor losses.
It implies that by taking on moreinvestmentrisk, the plan's funded statusis

improved.

Thislogicisseen in SERS Comprehensive Annua Financial Report (CAFR). The
fund recorded an 11.9percent gain in 2010, exceeding the plan's anticipated 8
percent return. The CAFR positsthat while the portfolio uademerformed in the short-
run with a 10-year return at 4.8 percent, longer I un returns are morerobust. The 20-,

25-, and 30- year returns are 9.1 percent, 9.3 percent and 10.1 percent respectively.

The expected value of areturn is not necessarily the return that the state will realize.

When a portfolio isinvested inrisky equitiesto pay a liability that is risk-free"a
substantial danger exists that the portfolio will underperform the liability and leaveit
underfunded. This increases the possibility of default, or requireshigher

contributions. Equities have ahigher rate of return than bonds becausethey have a

350

higher risk, or probability of disappointment than risk-free assets.

" bid, Waring
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get an uncertain and highly random draw from anincreasingly wide distribution of

possible returns.

In other words, two decadesof good luck in the market can be followed by two

decades of bad.

FUNDING POLICY: LOW, DEFERBED AND CAPPED
CONTRIBUTIONS

The second problem presented by valuating plan liabilities based on expected
assets returns isthat it produces an Annual Required Contribution (ARC) that
Istoo low, and insufficient to fully fund the benefit. That is, even when
sponsors are contributing thefill ARC, they are contributing too little. Since
the liability is undervalued, so are the contributionsneeded to fund the benefit.
In the case of Pennsylvania, JoshuaRauh and Robert Novy-Marx calculate that

Pennsylvania's current actuarially required contribution of $2.8 billion ayear

7 Thid., Waring p



should be $1O 5b11110n andthat th1s will ré@ulred an fncreﬁééd COIltl".lblltIOI’ll o.f

35.8 percent of payroll, or 15.2 percent of tax revenue. s

Chart 1 showsthe difference between the unfunded liability on an actuaria

versus a market basis.

Chart 1: SERS Actuarial Unfunded Liabilitv vs. Markst unfunded Liability

2001-2010
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* Robert Newy-Marx and Joshua Rauh, The Revenue Demands of Public Employee Pensions,”" June 2011
heip:/ivwwse kellope northwestemn. edw/faculbv/raul/research/RDPEPP pdl




o g, gy :..;-”:Tﬁr 7'\!.':_!1'_5"-3:1:_!'
i %M“rﬂ}mr Lo

{ Lﬁ“ﬁ

i
2H L

The mixing of plan assets and liabilitieshas produced another moral hazard

problem in funding policy - it has given sponsors theillusory impression that
plans are overfunded during boom years. Plan sponsors have set contribution

policy according to market performance.

Thisisclearly scen in SERS. High investinent returnsin the 1990striggered a
downward trend in contributions. The contributionratein 1980 and 1984 was
14 to 18 percent of payroll. Strong asset returns tracked with amasked decline
in contributions. As aresult of historically high market returnsin the late 1990s
Pennsylvania zeroed-out its annual contribution for two years (2000 and 2001).
As SERS began to absorb the effects of the technology bubble bursting, plan

contributions began to increase again, but only modestly.



A dec151on was made with Act2010 120 to artlﬁmal]y c'ép contrlbutlons. The

purpose was to lessenthe immediate budgetary impact of rising pension costs

and to push those costsinto the future. But these costs have not been erased,

only shifted forward.

For example, in the SERS system, actuaries estimate the ARC is 18.93 percent
of payroll for 2010. Most of that, 14.85 percent, representsthe amortization of
the unfunded liability. The remaining 4.08 percent is the normal cost of the
plan. However, asaresult of Act 2010-120, that year's contributionis
artificially capped at 8 percent. Therate calculated for PSERS is 22.51 percent
of payroll. Again, Act 2010-210 limits this contributionin FY 2012-2013 to
12.36 percent of payroll, which has the effect of deferring part of that year's
contribution to the future.

The effect of thispolicy isnow being fdt in the sudden expected spikesin
annual contributions to both SERSand PSERS. And again, these growing

contributions are still underestimating the amount needed.



Chart 2 shows the inverted thinking t

hat ‘i};iproper valuation glves rise 150:
funding policy and behavior that isinfluenced by market returnsrather than by

the guarantee offered by the government to pay out theliability.

Chart 2: SERSreal Investment Returnsver sus Emplovér Contributions

(1991-2010, § mil)
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WHAT I5 THE COST OF MOVING TO A DEFINED CONTRIBUTION
PLAN?
In considering ashift to a DC plan, first policymakers must work with theright set of
numbers. Otherwisethey are comiparing apples and oranges. To begin, actuaries

should estimate the true cost of the DB plan based on the risk-free rate, and then
13
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de%:lmme the;ltrue normal coststo fund ghe plan 'How do these'coastcompa}e to the
cost of the DC plan'?A 2002 study produced for the Commonwealth's Public
Employee Retirement Commission found that the annual cost of the DB plan
averaged 14.9 percent, much lower than the estimated 20 percent of payroll that a DC
plan might require.” However this isa faulty comparison, &9 the normal cost of the
DB plan isunderestimated based on a high-risk discount rate. Again, by way of
example, Pennsylvania's actuaries estimzte that SERS contributionratefor 2010is
18.93 percent of payroll, and the PSERS plan is 22.51 percent of payroll. The stateis
choosing to pay only aportion of that. However, Novy-Marx and Rauh estimate
using arisk-free rate, the true cost to fund the plan would require an increase of 35.8

percent of payroll. "

The question under consideration today iswhat are the costs associated with shifting
toa DC plan. | will mention afew principles to consider in evaluating the costs to

Pennsylvania's government and taxpayers.

1) Switching to a DC plan does not save meney in the short-run as both the DB

plan and the DC plan must be funded.

? Selected I ssuesrelated to Government Defined Benefit and Defined Contributinn Pension Plans, Commonwealth of
Pemnsylvania, Poblic Retirement Commission, Harrisburg, Pennisylvania December 2002

19 Thid, Novy-Marx and Rauh, p 52
14
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who are participatingin aDC plan. It also providesthe worker with greater
mobility aSretirement savings areportable in aDC plan.

3) Thegovernment must make its annual contributionto the DC plan thus
mitigating the public choice problems and mora hazard problemspresent in
the current DB plan.

4) The annual contribution to the DC plan is not* more expensive™ it issimply
“more transparent’ than the DB plan. Thisis only becausecurrently DB plans
aremisvalued and the amount needed to fund the plans underestimated, Unless
economic valuation of the DB planis performed, which includes calculating
thetrue normal costsand ARC, DB planswill artificially appear to be cheaper.

5) Whether Pennsylvania chooses to stick with DB plans or shift to DC plans, the
benefit for the DB plan must be funded. Underfunding presentsareal risk to
taxpayers and to beneficiaries. Policies that attempt to suppress contributions
merely shift thebill forward and create greater funding problems for the future.

6) DB planscan only functionif the moral hazard problems presented by the
current accounting and public choice problemsare eliminated and this entails

market valuation.



.

) (T eretdia
o

B B
Lo ilgb?i sqmuilly 5?’!3 iyl
'é?& [-'- i preing 0

R
Thank you for the opportunity to testify

on this important su

B
-

your questions.



