
COMMONWEALTH OF PENNSYLVANIA 

PUBLIC EMPLOYEE RETIREMENT COMMISSION 
P. 0. BOX 1429, HARRISBURG, PA 17105· 1429 

September 8, 2015 

The Honorable Kate M. Harper 
Majority Chairman 
House Local Government Committee 
House of Representatives 
209 Ryan Office Building 
Harrisburg, PA 17120 

Dear Representative Harper: 

Re: Advisory Note for 
House Bill Number 32, Printer's Number 1205 

Pursuant to your request, the Public Employee Retirement Commission has prepared 
the attached advisory note on the above referenced bill. The bill would amend the 
Pennsylvania Municipal Retirement Law (Act 15 of 1974) to establish the "Statewide Municipal 
Police Officers' Pension Plan" ("Plan"). The Plan would require mandatory membership in the 
Pennsylvania Municipal Retirement System as an Article IV-A member for any municipal police 
officer hired on or after January 1, 2016, excluding police officers hired by a city of the first or 
second class. Employer contributions to the Plan would be no less than 7 .5% of salary, with a 
mandatory employee contribution of 7 .5% of salary. An Article IV-A member would be eligible 
for an annual benefit accrual rate of 2.5%, not to exceed 65% of the member's final salary. 
Membership in the Plan for municipal police officers hired on or before December 31, 2015, will 
be optional. 

The Commission is utilizing an "advisory note," as distinct from an "actuarial note" 
referred to in the Public Employee Retirement Commission Act (Act 66 of 1981), for the 
analysis of proposed pension legislation when the legislation is being considered by the General 
Assembly. The advisory note is prepared primarily by the staff of the Commission, with review 
or additional analysis by a consulting actuary retained by the Commission as deemed 
necessary. The advisory note is intended to provide the General Assembly with an 
identification of the pension policy issues contained in proposed legislation and, if possible, 
with broad information on the likely actuarial cost of the proposal. 

I hope that the attached advisory note provides you with the information that you 
require. Should you have any questions, please feel free to call the Commission's office at (717) 
783-6100. 

Attachment 

cc: The Honorable Robert L. Freeman 

Sincerely, 

~~~ 
James L. McAneny 
Executive Director 



PUBLIC EMPLOYEE 
RETIREMENT COMMISSION 

ADVISORY NOTE 

House Bill Number 32, Printer's Number 1205 

Prime Sponsor: Representative Glen R. Grell 

Committee: House Local Government Committee 

Date Prepared: September 8 , 2015 

Agency Contact: James L. McAneny 

Telephone: 717-783-6100 

Retirement Systems Affected: Municipal Police Retirement Systems 

Subject: Statewide Municipal Police Officers' Pension Plan 

SYNOPSIS 

House Bill Number 32, Printer's Number 1205, would amend the Pennsylvania Municipal Retire
ment Law (Act 15 of 1974) to establish the "Statewide Municipal Police Officers' Pension Plan" 
("Plan"). The Plan would require mandatory membership in the Pennsylvania Municipal Retire
ment System (PMRS) as an Article IV-A member for any municipal police officer hired on or after 
Ja nuary 1, 2016, excluding police officers hired by a city of the first or second class. Employer con
t ributions to the plan would be no less than 7.5% of salary, with a mandatory employee contribu
tion of 7.5% of salary. An Article IV-A member would be eligible for an annual benefit accrual rate 
of 2.5%, not to exceed 65% of the member's final salary. Membership in the plan fo1· municipal po
lice officers hired on or before December 31, 2015, will be optional. 

DISCUSSION 

Pennsylvania currently has approximately 956 pension plans for municipal police employees, rep
resenting one-third of all municipal pension plans in the Commonwea lth. Based upon the 2013 
Act 205 reporting period data (the most recent available), including the City of Philadelphia, these 
plans had a total of 17,434 active members, with an average membership of 18.2 members per 
plan. Three hundred fifty-two (352) of the police plans, or 37%, had three or fewer active mem
bers; and three hundred five (305) plans, or 32%, had from 4 to 10 members. Nearly 70% of all the 
police pension plans have less t han 11 members. In total, these 956 police pension plans were pay
ing benefits to approximately 20,665 retired members a nd beneficiaries. It should be noted that 
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ADVISORY NOTE House Bill Number 32, Printer's Number 1205 

DISCUSSION (CONT'D) 

the City of Philadelphia represents approximately 34% of the active membership and 50% of the 
retired members and beneficiaries. 

The Pennsylvania Municipal Retirement System 

The Pennsylvania Municipal Retirement System (PMRS) is a governmental multiple-employer re
tirement system created by the Commonwealth under the Pennsylvania Municipal Retirement 
Law for the purpose of administering municipal retirement systems for municipalities on a con
tracted basis. Responsibility for the organization and administration of PMRS is vested in its 11-
member Pennsylvania Municipal Retirement Board (Board). The Commonwealth appoints all 11 
Board members, but the Commonwealth is not financially accountable as there is no imposition of 
will, no financial benefit/burden, nor fiscal dependency associated with PMRS. PMRS, therefore, 
is considered a related organization of the Commonwealth. 

Municipalities participating in PMRS are financially responsible only for their own plan obliga
tions. PMRS is maintained by contributions from municipalities, payroll deductions and other 
contributions of employees, and by earnings from the investments of the System. While the mon
ies of individual municipalities are accounted for separately, they are pooled for investment expe
rience. PMRS also pools certain cost experiences, including the cost of administration, disability 
experience, and retired life experience. As of January 1, 2013, PMRS reported that there were 
7,599 active employees participating in 714 PMRS-covered defined benefit plans and 1,131 active 
employees participating in 251 cash balance plans covered by PMRS. 

Statewide Municipal Police Officers' Pension Plan 

The transition to a statewide plan will occur through the mandatory participation of police em
ployees hired on or after January l , 2016. Under the bill, a local government police pension plan 
established prior to January 1, 2016, may continue to operate until either all of the plan's current 
members and beneficiaries are voluntarily transferred to the new statewide plan, or until the local 
police pension plan no longer has members or beneficiaries representing actual or potential liabili
ties. Provisions are also included in the bill for the optional participation by current police em
ployees, provided that both the affected municipality and the employees agree on the terms of par
ticipation and that all existing pension liabilities are fully-funded prior to participation. Once the 
police employees and municipality agree to participate in the Plan, the election will be irrevocable. 

For the purposes of this analysis, the Commission staff has assumed that no existing police pen
sion plans will voluntarily transfer current members into the statewide plan. Instead, the Com
mission staff has assumed that only police employees hired on or after January 1, 2016, will be
come members of the statewide plan, as mandated by the bill. The staffs assumption results in 
the gradual recognition of the aggregate effects of full implementation of the statewide plan over 
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ADVISORY NOTE House Bill Number 32, Printer's Number 1205 

DISCUSSION (CONT'D) 

the course of 20 years, after which time practically all local government police officers will be 
members of the statewide plan. 

Organization and Administration 

Under the bill, the new statewide retirement plan for police employees will be administered under 
the auspices of an existing state agency - the Pennsylvania Municipal Retirement System. The 
Pennsylvania Municipal Retirement System possesses both the necessary staff and expertise to 
effectively administer such a large retirement plan. Most of the details governing the actual oper
ation of the new statewide retirement plan are delegated to the PMRS Board, which will be re
sponsible for establishing the rules and regulations governing the Plan. These rules and regula
tions will presumably address the many specific details involved in the operation of a public pen
sion plan, such as the collection of contributions, investment options, benefit payment methods, 
domestic reJations orders, beneficiary designations, etc. 

Administrative and Investment Expenses 

Municipal governments are increasingly required to react to multiple levels of state a nd federal 
legislation concerning tax and other employment related issues. Within Pennsylva nia's decentral
ized system, the availability and accuracy of reliable data are accordingly becoming more critical. 
Plan documents, including demographics, earnings, and payment records, must be maintained 
over the active and retired life of employees, which often exceeds fifty years. Small municipalities 
very often lack the administrative continuity to perform these functions on a long-term basis. 

Additionally, the high per-member costs associated with administering so many small municipal 
plans and the direct costs attributable to the investment function have long been a concern of the 
Commission. These administrative and investment costs are significantly greater for most local 
government police plans than for either large municipal plans, such as the City of Philadelphia, or 
fo1· a multiple-employer retirement system such as PMRS. A review of the Commission's 2013 Act 
205 reporting data revealed that the average per-member administrative costs for the Common
wealth's approximately 954 local government police pension plans (excluding Philadelphia and 
Pittsburgh) were $1,612. The average per-member administrative costs under PMRS for the same 
reporting period were $392. The average per-member investment costs for the local government 
police pension plans were $1,590. Under PMRS. the average per-member investment costs were 
$762. 

The Commission staff has estimated the administrative cost savings associated with the consolida
tion of administrative functions through the proposed statewide retirement plan. The Commission 
staffs analysis of annual administrative expenses for 2013 for the 954 police pension plans was 
approximately $15,807,092, or $1,612 per-member based upon 9,804 active members. Using the 
average per-member administrative costs under PMRS, $392, the total hypothetical annual 
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ADVISORY NOTE House Bill Number 32, Printer's Number 1205 

DISCUSSION (CONT'D) 

administrative expenses for the statewide retirement plan would have been approximately 
$3,800,000. Therefore, the reduction in annual administrative expenses resulting from the estab
lishment of a statewide retirement plan would have been approximately $12,000,000 in 2013. If 
the annual administrative expense savings resulting from the establishment of a statewide re
tirement plan is assumed to increase at a rate of 3% per year, then the reduction in annual admin
istrative expenses in year 20 amounts to approximately $21,000,000 in current dollars. 

The Commission staff has also estimated the investment cost savings associated with the consoli
dation of investment functions through the proposed statewide retirement plan. The Commission 
staffs analysis of annual investment expenses for 2013 for the 954 police pension plans (excluding 
Philadelphia and Pittsburgh) was approximately $15,588,360, or $1,590 per-member based upon 
9,804 active members. Using the average per-member investment costs under PMRS, $762, the 
total hypothetical annual investment expenses for the statewide retirement plan would have been 
approximately $7,500,000. Therefore, the reduction in annual investment expenses resulting from 
the establishment of a statewide retirement plan would have been approximately $8,000,000 in 
2013. If the annual investment expense savings resulting from the establishment of a statewide 
retirement plan is assumed to increase at a rate of 3% per year, the reduction in annual invest
ment expenses in year 20 amounts to approximately $14,000,000 in current dollars. 

The relative administrative and investment efficiency and effectiveness of a single, consolidated 
statewide retirement plan over the administration of large numbers of very small municipal plans 
is evident. 

Actuarial Cost Methodology 

Actuarial cost methodology is used in the administration of a retirement system to determine a 
total cost that is systematically funded in advance of the actual pension benefit payments. Actuar
ial cost methodology is also used to assure the predictability of the ongoing funding requirements 
of the retirement system. The broad base of demographic experience afforded by a pension plan 
with a large membership allows greater accuracy in the choice of actuarial assumptions and con
sequently improves the reliability of the actuarial cost determinations. However, when actuarial 
cost calculations are performed for a pension plan with a small membership, there is a limited 
base of demographic experience upon which to base the choice of actuarial assumptions. Because 
actuarial assumptions are largely based on statistical averages, the size of the plan directly affects 
the probability of the predicted events being realized. In the absence of an adequate experience 
base, the selection of accurate actuarial assumptions is difficult, and the reliability of the actuarial 
cost determinations is reduced. As stated previously, a review of the Commission's 2013 Act 205 
reporting data reveals that the average membership of police pension plans in the Commonwealth 
is approximately 18.2 members per plan. No accepted actuarial cost method can be reliably ap
plied to these small pension funds. 
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ADVISORY NOTE House Bill Number 32, Printer's Number 1205 

DISCUSSION (CONT'D) 

Investment of Plan Assets 

Investment management is another function that demonstrates the relative inefficiency of the cur
rent decentralized structure of local government police employee retirement systems. In addition 
to compounding the direct costs attributable to the investment function, the dispersed investment 
activity limits access to certain investments that require minimum threshold deposits and impedes 
the leveJ of diversification that would be available to a larger fund. To the extent that the lack of 
investment diversification or the limited access to investment vehicles diminishes earnings, the 
current decentralized structure of local government retirement systems increases the pension costs 
that must be financed with tax revenues. Under the bill, many of these inefficiencies would be rec
tified by the implementation of a centralized structure through the new statewide retirement plan 
that would permit diversification of investments, a wider range of access to certain investments, 
and economies of scale. 

Benefit Structure 

Much of the benefit disparity of municipal police pension plans results from the confusing and 
sometimes conflicting state laws governing police pension benefits. There are more than a dozen 
state laws, many of which have been amended repeatedly, that impact the benefits to be provided 
to municipal police officers. Most municipal police pension plans have a benefit structure with a 
basic benefit of 50 percent of final ave1·age salary, after meeting age and service requirements. 
Some plans, however, provide benefits as low as 20 percent of final salary and some are as high as 
80 percent of final salary. The normal cost rates among municipal police plans also vary greatly 
and are another indicator of the disparity in benefits. Normal costs, when stated as a percentage 
of payroll, during the 2013 Act 205 reporting period were as low as 5.38 percent of payroll and as 
high as 45. 7 4 percent of payroll. 

Under the bill. the superannuation retirement age for an Article IV-A member is age 50 with 20 
years of credited service. A member becomes vested after 12 years of service, which is in accord
ance with the existing PMRS structure. The annual benefit for an Article IV-A member would be 
calculated by multiplying the member's years of credited service times the member's final salary 
times 2.5%, not to exceed 65% of the member's final salary. Final salary is calculated as the aver
age annual compensation earned by the member during the final three years of credited service. 

The bill also seeks to amend the definition of "compensation" under the PMRS Code to exclude 
overtime pay in excess of 30% of base salary from the retirement benefit calculation for Article IV
A members. This would statutorily acknowledge that many police pension plans currently include 
overtime pay in the final salary calculation, despite current statutes to the contrary. The inclusion 
of overtime pay in the determination of retirement benefits has the potential to result in benefit 
"spiking," and the possibility of costs being shifted to other employers. This should be considered 
by the bill's sponsors. 
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ADVISORY NOTE House Bill Number 32, Printer's Number 1205 

DISCUSSION (CONT'D) 

Under the bill, the linking of pension disability with Workers' Compensation constitutes a signifi
cant reduction from current benefits. In Miller u. Bethlehem City Council, 760 A. 2d 446 (2000), 
the Commonwealth Court held that the "abnormal working conditions" standard applicable to psy
chological disability claims under Workers' Compensation and the Act of June 28, 1935, P . L. 147, 
as amended, 53 P. S. §§ 637-638, commonly referred to as the "Heart and Lung Act," does not ap
ply to disability retirement claims. This bill would appear to reverse that decisional law. Howev
er, the bar against offsetting Workers' Compensation for any disability pension benefit may miti
gate some of the savings. 

Employee and Employer Contributions 

The bill requires all active members of the statewide plan to make employee contributions to the 
plan in the amount of 7.5% of compensation. For the 2013 Act 205 reporting period, the average 
employee contribution was 4.22% of compensation. 

The employer contribution will be equal to the amount necessary to fund the liability of the bene
fits payable to members, but shall be no less than 7.5% of compensation. For the 2013 Act 205 re
porting period, the average employer contribution was 13.26% of compensation. 

Portability 

The current lack of portability among police pension plans prevents an employee from transferring 
pension rights and benefits from one municipal employer to another in conjunction with job chang
es. Accordingly, many police employees are restricted in their ability to achieve their full career 
potential. Employers also lose significant flexibility because of the impediment lack of portability 
imposes on the selection of employees from other municipalities. Under the current decentralized 
system, it is impracticable to establish an equitable method to value and transfer assets and ser
vice credits among municipalities with varying benefit structures, funding mechanisms and fund
ed conditions. 

The single, statewide plan provided for under the bill provides complete portability for municipal 
police employees and provides professional police employees with retirement advantages similar to 
that of a single statewide employer. 
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ADVISORY NOTE House Bill Number 32, Printer's Number 1205 

SUMMARY OF ACTUARIAL COST IMPACT 

For the purposes of this advisory note, the Commission staff is including an actuarial cost estimate 
that was originally provided to the Commission by PMRS during the 2013-2014 legislative ses
sions on a proposal that was substantively identical to this current bill. On November 5, 2013, the 
consulting actuary for PMRS prepared an actuarial cost estimate on House Bill Number 1651, 
Printer's Number 2282. The estimate was not independently reviewed by the Commission's con
sulting actuary, but is being attached to the Commission's advisory note on this bill. 

Please note: the following cost estimate was prepared by the consulting actuary for PMRS on 
House Bill Number 1651, Printer's Number 2282, and is based on data submitted by PMRS as of 
January l, 2013. 

Since the demographic characteristics of the proposed plan members are unknown, the PMRS staff 
assumes that the police officers who enrolled in 2011 and 2012 in any one of the police pension 
plans currently administered by PMRS represent an average of the new members enrolling in the 
plan on January 1, 2014. It was assumed that the projected population of 70 officers would all be 
hired on January 1, 2014, and would be provided membership in the statewide plan. The avel'age 
age of an officer of the new plan would be 33 years of age, with an average annual compensation of 
$49,281. The expected retirement age would be 56 years of age. 

The estimated total normal cost for a plan with a single officer being hired at age thirty-three at a 
salary of$49,281 is projected to be 22.76% of compensation, or $11,216. The employer normal cost 
is projected to be 15.26%, or $7,520, with an employee contribution of 7.5% of compensation, or 
$3,696. While the bill provides for the plan's actuarial gains and losses to be amortized as a per
centage of estimated compensation of covered officers and applied to the employer's normal cost, 
the bill also sets the minimum employer cost, regardless of plan experience, at 7.5% of compensa· 
tion. 

While this is an advisory note, rather than an actuarial analysis of the Commission, the staff 
would note that the normal cost calculations proposed by the actuary for PMRS assume that the 
cur1·ent average age of an active police officer will be the normal hire age for police officers under 
the new plan; this could understate the normal cost. 

POLICY CONSIDERATIONS 

In reviewing the bill, the Commission staff identified the following policy considerations: 

Statewide Plan. The establishment of a statewide municipal police pension plan would 
remedy the problems of ineffective and inefficient administration, lack of portability, and 
disparity in benefit structure. Additionally, a statewide plan would, when fully implement-
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ADVISORY NOTE House Bill Number 32, Printer's Number 1205 

POLICY CONSIDERATIONS (CONT'D) 

ed, provide for reliable actuarial funding, enhance membership services, and provide equi
table retirement benefits to the Commonwealth's municipal police officers. 

Administrative Efficiency. Implementation of a statewide retirement plan for local gov
ernment police employees will enable the consolidation of administrative functions, increas
ing efficiency and significantly reducing costs associated with providing employee retire
ment benefits. 

Determination of Actuarial Funding Requirements. The bill resolves the present difficul
ties in the application of actuarial cost methods in numerous small plans by gradually con
solidating the membership of the approximately 954 police pension plans into a single re
tirement plan. 

Centralized Investment Management. The consolidation of assets and centralization of in
vestment management functions provided for in the bill will serve to maximize potential 
investment earnings and reduce the risks of adverse investment experience. 

Benefit Portability. A statewide retirement plan for local government police employees will 
ensure pension benefit portability for police employees. The transfer of retirement service 
credits between local governments will eliminate a substantial impediment to police em
ployee mobility, facilitating recruitment, and providing more equitable retirement benefits 
when a public safety career involves service with more than one government entity. 

Benefit Uniformity. Because local governments will provide more uniform benefits within 
the parameters provided by a statewide plan, the competitive pressure on police employees 
to achieve higher benefits will diminish, and the benefit provisions will be more widely un
derstood and accessible. 

Enhanced Member Services. The statewide plan provided for in the bill will ensure an ade
quate and consistent level of retirement-related services to police employees. 

Enhanced Benefit Tier. If enacted, the bill's inclusion of overtime compensation up to 30% 
of base salary in the retirement benefit formula, combined with the implementation of a 
more generous final average salary calculation for most police employees, would have the 
effect of functioning as an enhanced benefit tier applicable to new employees of the 
statewide retirement plan. 

Change in Employer Normal Cost. Because the retirement benefit provided in the hill rep
resents a benefit enhancement for new members of the statewide retirement plan, it re
sults, on average, in an increase in the employer normal cost for municipalities from a cur-
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COMMONWEALTH OF PENNSYLVANIA 
PUBLIC EMPLOYEE RETIREMENT COMMISSION 

P. 0. BOX 1429, HARRISBURG, PA 17105-1429 

September 21, 2015 

The Honorable Kate M. Harper 
Majority Chairman 
House Local Government Committee 
House of Representatives 
209 Ryan Office Building 
Harrisburg, PA 17120 

Re: Advisory Note for 
House Bill Number 974, Printer's Number 1230 

Dear Representative Harper: 

Pursuant to your request, the Public Employee Retirement Commission has prepared 
the attached advisory note on the above referenced bill. The bill would amend the Municipal 
Pension Plan Funding Standard and Recovery Act (Act 205 of 19841 to create a new chapter, 
Chapter 12, entitled "The Financially Distressed Municipal Pension Recovery Plans and 
Trusteeship of Distressed Pension Program," that would require severely distressed municipal 
pension plans to develop a recovery plan to provide for a reduction from severely distressed to 
moderately distressed in a period of no more than 10 years. Any such recovery plan must be 
approved by the Public Employee Retirement Commission (Commission). If a municipality fails 
to comply with the plan, the Commission would be empowered to exercise certain remedies to 
resolve the noncompliance; including petitioning the Office of the Auditor General to begin 
proceedings to place the affected municipal pension plan(s} into trusteeship. 

The Commission is utilizing an "advisory note," as distinct from an "actuarial note" 
referred to in the Public Employee Retirement Commission Act (Act 66 of 1981}, for the 
analysis of proposed pension legislation when the legislation is being considered by the General 
Assembly. The advisory note is prepared primarily by the staff of the Commission, with review 
or additional analysis by a consulting actuary retained by the Commission as deemed 
necessary. The advisory note is intended to provide the General Assembly with an 
identification of the pension policy issues contained in proposed legislation and, if possible, 
with broad information on the likely actuarial cost of the proposal. 

I hope that the attached advisory note provides you with the information that you 
require. Should you have any questions, please feel free to call the Commission's office at (717) 
783-6100. 

Attachment 

cc: The Honorable Robert L. Freeman 
The Honorable Scott A. Petri 
The Honorable Thomas R. Caltagirone 

Sincerely, 

~~~ 
r 

James L. McAneny 
Executive Director 



PUBLIC EMPLOYEE 
RETIREMENT COMMISSION 

ADVISORY NOTE 

House Bill Number 974, Printer's Number 1230 

Prime Sponsor: Representative Scott Petri 

Committee: House Local Government Committee 

Date Prepared: September 21, 2015 

Agency Contact: James L. McAneny 

Telephone: 717-783-6100 

Retirement Systems Affected: Municipal Retirement Systems 

Subject: Municipal Pension Recovery Plan 

SYNOPSIS 

House Bill Number 974, Printer's Number 1230, would amend the Municipal Pension Plan Fund
ing Standard and Recovery Act (Act 205 of 1984) to create a new chapter, Chapter 12, entitled 
"The Financially Distressed Municipal Pension Recovery Plans and Trusteeship of 09stressed Pen
sion Program," that would require severely distressed municipal pension plans to develop a recov
e1·y plan to provide for a reduction from severely distressed to moderately distressed in a period of 
no more than 10 years. Any such recovery plan must be approved by the Public Employee Retire
ment Commission (Commission). If a municipality fails to comply with the plan, the Commission 
would be empowered to exercise certain remedies to resolve the noncompliance; including petition
ing the Office of the Auditor General to begin proceedings to place the affected municipal pension 
plan(s) into trusteeship. 

DISCUSSION 

Under Act 66 of 1981, the General Assembly created the Public Employee Retirement Commission 
and directed the Commission to give priority to formulating and recommending passage of legisla· 
tion, within one year of the initial meeting of the Commission, to mandate actuarial funding 
standards and establish a recovery program for municipal pension systems determined to be fi. 
nancially distressed. The resulting statute was the Municipal Pension Plan Funding Standard 
and Recovery Act (Act 205of1984). 

Act 205 affects every borough, city, incorporated town, township, municipal authority. and council 
of governments in the Commonwealth of Pennsylvania. Under the Act, the Commission has three 



ADVISORY NOTE House Bill Number 974, Printer's Number 1230 

DISCUSSION (CONT'D) 

responsibilities. The first is to administer the actuarial valuation reporting program required for 
municipal retirement systems that entails monitoring and enforcing compliance with the legisla
tively mandated actuarial funding standard and the biennial publication of municipal pension 
plan data for over 3,200 systems. The second is to annually certify municipal pension cost data 
used in allocating General Municipal Pension System State Aid (over $248 million in 2014). The 
last is to administer the Financially Distressed Municipal Pension System Recovery Program es
tablished by the Act. 

Under Act 205, every year a municipality must budget and contribute the full amount of its obliga
tion to each of its retirement systems. These obligations include both the ongoing normal cost of 
the pension plans and, where applicable, the amortization contributions sufficient to amortize the 
unfunded actuarial accrued liabilities of the plans by the target dates established under Act 205. 
A municipality's minimum financial obligation, referred to as the Minimum Municipal Obligation 
(MMO), is the full actuarial cost of the retirement system reduced by the expected amount of any 
member contributions. The Minimum Municipal Obligation is calculated using the results of the 
standardized actuarial reports prepared and submitted to the Commission. The municipality must 
appropriate the Minimum Municipal Obligation for each of its retirement systems in its budget, 
and the budgeted contributions must be made. If a municipality does not make a required annual 
contribution to a retirement system by the end of the year, Act 205 requires that the amount of the 
omitted contribution, plus applicable interest, be added to the Minimum Municipal Obligation for 
the following year. 

Investment earnings and losses on pension plan assets can directly affect a municipality's MMO. 
Act 205 specifies a range of acceptable interest assumptions for use in the preparation of actuarial 
valuation reports. Generally, the actuarial assumed rates of return on investments established by 
a pension plan may not be less than 5% nor more than 9%. When investment earnings fall below a 
pension plan's actuarial assumed rate of return, contributions from other sources must be in
creased to offset the losses. Because member contributions to pension plans tend to remain stable 
as a percentage of payroll and because General Municipal Pension System State Aid remains fairly 
level, municipal contributions, as the only remaining available funding source, must be increased 
to meet the required MMO when investment earnings are less than those actuarially assumed. 

Recovery Program for Financially Distressed Municipal Pension Systems 

The original Act 205 Recovery Program for Financially Distressed Municipal Pension Systems was 
established by Chapter 6 of the Act. The original enactment included numerous types of aid, in
cluding a 15-year recovery program and supplemental state financial assistance. The remedies 
available through the Recovery Program were originally intended for use on a temporary basis to 
assist municipalities experiencing a degree of financial distress at the time Act 205 was enacted 
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DISCUSSION (CONT'D) 

into law, and have now largely expired. Under the original recovery program, there were various 
remedies available to a municipality depending upon the extent of the financial distress of its re
tirement systems. Remedies applicable to municipal pension plans determined to be moderately 
distressed or severely distressed included interim relaxation of the actuarial funding standard, ex
pansion of municipal capacity to raise revenue to meet future retirement system obligations, revi
sion of pension plans to reduce future municipal costs, and mandated administrative reform 
measures. 

Municipal pension plans throughout the Commonwealth experienced unprecedented investment 
losses due to the significant market down-turn beginning in 2008. At the same time, many of 
these municipalities have experienced a decline in municipal revenues. Acknowledging the effects 
the economic climate was having on municipalities at the time, the General Assembly passed Act 
44 of 2009 which made numerous, significant changes to Act 205. Act 44 made available a number 
of actuarial tools intended to provide short-term fiscal relief to local governments operating public 
pension plans. One specific change Act 44 made was to establish a new municipal pension recov
ery program for distressed municipalities, this time without providing any supplemental state fi. 
nancial assistance. A municipal distress determination method was created using the pension 
plan ratio of assets to liabilities, based upon the municipality's most recent actuarial valuation re
port(s). Each municipality, as defined by Act 205, receives a separate dist ress score based on the 
aggregate funded ratio of its pension pla ns. The corresponding score and distress level of the 
funded ratio are shown in Table 1. 

Table 1 

DISTRESS SCORING 

Funded Ratio Score Distress Level Election Form 

90% and above 0 None No election form unless (read below) 

70% to 89% 1 Level 1 CMinimall Voluntarv Remedies 

50% to69% 2 Level 2 l Moderate l Mandatorv and Voluntary Remedies 

Less than 50% 3 Level 3 (Severe) Mandatorv and Voluntary Remedies 

Based on the Commission's 2014 Status Report on Local Government Pension Plans, there were 23 
municipalities categorized as severely distressed (representing 1.6% of the total municipalities) 
with 27,477 active members, or 41.4% of the total member population. The severely distressed 
plans include the largest city in Pennsylvania, Philadelphia, which declined one level of distress 
from the prior filing period. The majority of these severely distressed plans are those that are less 
than 10 years old and have given past service credits to participating employees. Providing for 
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DISCUSSION (CONT'D) 

past service credits creates an unfunded liability that must be paid off over the remaining working 
life of the employee (averaging less than fifteen years). A shorter expected working life increases 
the amortization requirement, thus increasing the municipality's MMO. 

Financially Distressed Municipal Pension Recovery Plans 
and Trusteeship of Distressed Pension Program 

The bill would require any municipality that is classified as severely distressed (Level 3) for two 
consecutive biennial actuarial reporting periods to enter into the Financially Distressed Municipal 
Pension Recovery Plans and Trusteeship of Distressed Pension Program (Program). Once the mu
nicipality is placed in the Program, it would be required to submit to the Commission a pension 
recovery plan within six months of entering the Program. The recovery plan implementation shall 
include the following: 

1) The recovery plan shall reasonably provide for a reduction from severe distress to moderate 
distress in a period of no more than 10 years; 

2) The municipality shall begin making supplemental payments at a minimum of 1 % of the to
tal unfunded liability each year; and 

3) The municipality shall demonstrate the means by which the municipality will make any 
payments required by the recovery plan. 

Under the bill, the pension recovery plan may include the following provisions to generate addi
tional revenue for the municipality: 1) the lease or sale of assets; 2) issuance of bonds for the pur
pose of paying down the unfunded liability; and 3) any other remedy provided under the Act. 

Once the Commission receives the proposed recovery plan from a municipality, it would have 90 
days to approve the plan or recommend changes to the proposed plan. If the plan is not approved, 
the municipality would need to work with the Commission to achieve a plan that is deemed ac
ceptable under the provisions of Chapter 12. 

At the end of every fiscal year after implementation of the recovery plan, a municipality must 
submit to the Commission financial documentation proving that it is complying with the provisions 
of the approved recovery plan. If the Commission determines that the municipality is not in com
pliance, then the Commission may exercise the following remedies: I) work with the municipality 
to bring the plan into compliance; 2) develop possible amendments to the approved plan; or 3) peti
tion the Office of the Auditor General to begin proceedings to place the municipal pension plan(s) 
into trusteeship. 
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DISCUSSION (CONT'D) 

Only after all other options have been exhausted can the Commission direct the Office of the Audi
tor General to file a petit ion in Commonwealth Court to appoint a receiver for the severely dis
tressed municipality pension plan(s). Once a receiver has been appointed, the severely distressed 
municipality would be placed in a trusteeship for a period not to exceed the duration of the pension 
recovery plan. The trustee of the pension plan(s) must either bring the municipality into compli
ance with the previously agreed to plan or develop a new plan and submit it to the Commission, 
the Auditor General, the governing body and the administrator(s) of the severely distressed pen
sion plan(s) within 90 days. Among the various powers and duties listed under Section 1206(g) of 
the bill, a trustee may: 1) require the municipality to cause the sale or lease of the municipality's 
assets; 2) approve, disapprove, terminate or renegotiate contracts and agreements with the munic
ipality relating to the implementation of the recovery plan; and 3) employ financial or legal experts 
deemed necessary to develop a nd implement the recovery plan. 

Section 1207 of the bill would establish a Municipal Pension Recovery Advisory Committee to meet 
and consult with the receiver in carrying out the duties of Chapter 12. The sole function of the ad
visory committee would be to provide recommendations and feedback to the receiver on the imple
mentation of plans. The adviso1·y committee would be comprised of the following: I) the chief ex
ecutive officer of the applicable municipality; 2) the president of the governing body of the applica
ble municipality; and 3) one member appointed by the Public Employee Retirement Commission. 

Under Section 1208 of the bill, a municipality with a severely distressed pension plan(s) shall be 
responsible for the costs to implement the provisions of Chapter 12 for the municipality, the cost to 
the Commission for review of the plan, and any cost to the trustee if one is appointed. 

An additional provision under Section 607.l(b) of the bill provides for an expansion of the Program 
to include moderately distressed pension plans once all severely distressed plans have sufficiently 
reduced the unfunded liability and are classified as moderately distressed. 

SUMMARY OF ACTUARIAL COST IMPACT 

The Commission staff has determined that no cost estimate for implementation of the Distressed 
Pension Program can be made at this time due to the unknown number of municipalities tha t may 
be classified as severely distressed in any given reporting year, and t he ambiguous technical provi
sions of the bill. It is likely, however, that additional funding and staffing would be necessary for 
the Commission to administer the Program mandated by the bill. 

POLICY CONSIDERATIONS 

In reviewing the bill, the Commission staff identified the following policy considerations: 

- 5 -



ADVISORY NOTE House Bill Number 974, Printer's Number 1230 

POLICY CONSIDERATIONS (CONT'D) 

Contradictory Policy Objectives. Historically, one of the intended purposes of Act 205 of 
1984 was to provide fiscal relief to financially distressed municipal pension plans. The Act 
provides for a variety of mandatory and optional remedies to municipalities depending upon 
the level of distress for the pension plans. The bill proposes to mandate additional funding 
to reduce the unfunded liabilities of severely distressed municipal pension plans through 
the lease or sale of assets, the issuance of bonds, or by any other remedy provided for under 
the Act. This fundamental change in policy would have the effect of placing additional bur
dens on financially distressed municipal pension plans when traditionally Act 205 provided 
fiscal relief to these municipalities. The General Assembly must determine whether this 
policy change is an appropriate action in light of the fiscal condition of many municipalities. 
If so, additional amendatory language will be necessary to reconcile the contradictory 
changes mandated by the bill. 

Recovery Plan Time Period. Section 1203(b)(l) of the bill requires a recovery plan to pro
vide for a reduction from severe distress to moderate distress in a period of no more than 10 
years. This time constraint appears to be arbitrary and is in no way related to a municipal
ity's aggregate funded ratio. Consideration should be given to develop an appropriate time 
period that is specific to each municipality. 

Program Expansion. Under Section 607. l(b) of the bill, once all severely distressed munici
palities have sufficiently reduced their unfunded liability and are classified as moderately 
distressed, the Program would be expanded to include all moderately distressed plans. The 
bill is vague as to the operational procedures if a municipality returns to the severely dis
tressed classification. It is unclear whether the moderately distressed municipalities would 
continue to participate in the Program, or whether the Program would be restricted only to 
severely distressed municipalities. 

Further, many distressed municipalities may not have the means necessary to make addi
tional payments to improve the plan(s) from moderate distress to minimal distress if they 
have previously exhausted all other options (such as the sale/lease of assets or the issuance 
of bonds) when classified as severely distressed. The expansion of the Distressed Pension 
Program to cover moderately distressed municipalities may prove to be too financially bur
densome on municipalities with already limited revenue sources. 

Ambiguous Technical Design Features. In reviewing the bill, the Commission staff noted 
the following design features that appear to be either technically inadequate or ambiguous 
in nature. The staff recommends that the bill be modified to clarify the operational intent 
of the provisions described below. 
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POLICY CONSIDERATIONS (CONT'D) 

Mandatory or Optional. Section 1202(3) of the bill states that severely distressed 
municipal pension plans "should" be required to enter into the Program. Additional
ly, Section 1202(4) states that the municipality should enter into an agreement with 
the Commission to begin making supplemental payments. Under the current inter
pretation, these provisions appear to provide for optional participation by a munici
pality. If the intent of the bill is to require mandatory participation by a severely 
distressed municipality, then the conventional language to use in these circum
stances is "shall" rather than "should." 

Time Period. A recovery plan is required to provide for a reduction in the distress 
classification in a period of no more than 10 years, but the language is vague as to 
how long a municipality must stay in the Distressed Pension Program. It is unclear 
whether a municipality is required to stay in the Program for the number of years 
proposed in the plan, or only until the municipality is no longer classified as severely 
distressed. 

Chapter 6 of Act 205. Under the current Act 205 recovery program, distressed mu
nicipalities are allowed to make reduced amortization payments, as well as reduced 
minimum municipal obligation (MMO) payments under certain conditions. Under 
the bill, severely distressed municipalities would instead be required to make sup
plemental payments to reduce a pension plan's unfunded liabilities. In order for the 
provisions of this bill to take effect, additional amendatory language would be neces
sary to restrict the remedies now provided under Chapter 6 of Act 205. 

Aggregate Funded Ratio. Section 607. l of the bill refers to "all municipalities that 
have a pension plan classified as severely distressed." Currently under the law, it is 
the municipality, not the pension plan that is classified as distressed. The determi
nation method takes into account all pension plans in the municipality, so the dis
tress score is based on the aggregate funded ratio of all the municipality's pension 
plans. The bill makes repeated references to the pension plan(s), rather than the 
municipality, as being severely distressed. 

Minimum Payment. Under Section 1203(b)(2) of the bill, a municipality that enters 
the program shall pay a minimum of 1 % of the total unfunded liability each year. It 
is unclear whether this unfunded accrued liability (UAL) amortization is part of the 
already required MMO or if it is 1 % above the MMO payment. The language should 
be clarified to resolve this ambiguity. Additionally, if the bill's intent is to improve 
the funded ratio of the municipal pension plan(s) over a maximum 10-year period, it 
is unclear why a municipality is required to only pay a minimum of 1% of the UAL 
each year. 

- 7 . 
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POLICY CONSIDERATIONS (CONT'D) 

Reimbursement to the Commission. Section 1208 of the bill requires reimbursement 
of any costs to the Commission for review of the recovery plans, but currently there 
is no operational mechanism in place for the Commission to receive payment from a 
municipality. 

Undefined Terms. Under the bill, the terms "receiver" and "trustee" are used inter
changeably; neither term is clearly defined under Chapter 12. 

ATTACHMENTS 

House Bill Number 974, Printer's Number 1230. 
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