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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.” 



The Long, Sorry Tale of Pension Promises 
- Roger Lowenstein  

The Wall Street Journal - September 20, 2013 
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“Pension failures are never about the numbers—they're 
about human frailty. People are tempted to promise more 
than they can deliver.” 

 

 “Elected officials knew that, by the time benefits came 
due, they would be out of office.” 

 

What's needed is to impart a sense of urgency—to convince 
cities and states that pension underfunding has to be dealt 
with now, like any other fiscal shortfall.  

 

“But if you want governments to come clean, go after their 
drug of choice—credit.” 

 

 



Three Factors Drive the Political 
Institution of Public Pensions  

 

1) Poor Benchmarking 

 

2) Poor Liability Management 

 

3) Politics 
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 #1   Poor Benchmarking 
 

 Pennsylvania public sector pay and 
benefits are typically benchmarked only 
against other public sector practices in 
other states. 

 

 Market trends and market forces in the 
private sector are directly relevant to the 
public sector. 
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Towers Watson Pension Survey 
Average DC Employer Cost – 4.77% to 7.67%  

http://www.towerswatson.com/assets/pdf/mailings/TW-21621_July-Insider.pdf 
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1985 1998 2002 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

Traditional DB Plans 89 67 48 38 32 28 27 23 19 17 14 9 7

Hybrid DB Plans 1 23 35 35 30 29 26 24 24 20 19 23 23

DC Plans 10 10 17 27 38 43 47 53 57 63 67 68 70
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#2    Poor Liability Management 

 Few absolute metrics defining the affordability or reasonableness 
of pension costs given the “perpetual life of the government 
entity”. 

 

 The defined-benefit (DB) financial system for PSERS and SERS is 
predicated upon an annual investment return assumption of 7.5%.   

 

 A 2011 Wilshire Associates study indicated none of the 126 state 
retirement systems (including PSERS and SERS) will be able to 
meet its actuarial assumed rates of return over the next 10 years. 
Likely return is estimated at 6.5%.  

 

 A 2012 study by Welton Investment Corp yielded a composite 
forward expected annual return of 5.69% per annum for the next 
7 to 10 years. 

 

 A 2014 Independent Panel commissioned by the Society of 
Actuaries identified a long-term annual expected return of 6.4%. 
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How Pension Funding Should Operate 

 In the aggregate, pensions should be annually funded as benefits 
are earned and paid-up (“fully-funded”) when a member retires 
based upon actuarial assumptions that are considered “reasonable”. 

 

 The process involves member contributions + employer premiums 
(“normal cost” (NC)) + a supplemental installment payment to pay 
off any deficits (unfunded liability) over the average remaining 
careers of the workforce (usually 15 to 20 years).   

 

 The unfunded liability (UL) is the reconciling item in the funding 
process as it systematically quantifies actual experience versus that 
expected, future assumption changes and benefit design changes 
(including those retroactive). 

 

 The Annual Required Contribution (ARC) is the NC + UL installment  
schedule adopted by the plan. The ARC for PSERS is based on 24 
year amortization (back-loaded) while SERS is based on 30 years. 

  

 Pennsylvania has short-changed the ARCs since 2005. 
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Pensions and Politics in RI 

R.I. pension fund advisers suggest state consider further 
reduction of annual returns  – Providence Journal – September 12, 2013 

 

The Cheiron (actuarial) team … says the board should “consider 
lowering” its assumed 7.5 percent rate of return because there is only a 
40-percent chance the yields will be that good over a 20-year period. 

 
Council 94, R.I.'s largest union, concerned over call to lower 
pension fund investment-return assumptions – Providence Journal 

- September 15, 2013  
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 "Warren Buffett would close down his shop and give his 
money to the city of Orlando" if it could get 8 percent, says 
Edward Siedle, a former federal securities lawyer and 
president of Benchmark Financial Services in South Florida. 

 

 Cities like Orlando have three choices, Siedle says. 

1)"They can cut benefits, which is politically unacceptable” 

 

2)"They can increase contributions from the employer and  
employees, which is politically unacceptable.”  

 

3)“The third choice is called magic. That's what public pension 
funds across the country are doing, coming up with magic.” 

“Pension Magic” in Florida  
     (and elsewhere) 

Orlando Sentinel – July 7, 2010 



#3 Politics 

Pensions as political capital 
 

Pension Fund Surplus = Political Capital & Benefit 
Improvements for Participants and/or Retirees 

 
Pension Fund Deficits = Underfunding by Taxpayers 
 
Maintaining or Improving Benefits = High Political 
Rate of Return 

 
Reforming and Properly Funding Plans = Low 
Political Rate of Return 
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Politics and Defined Benefit Plans  
A Toxic Combination 

Politics means forces within the pension system responsible 
for the following actions, which can be carried out singly or in 
combination.  The following can also be done repeatedly:  

 

1) The tendency to promise and perpetuate retirement 
benefits that are generally benchmarked only against other 
public-sector pension systems rather than their 
counterparts in the private sector  

 

2) The use of rosy economic assumptions to minimize current 
and future costs 
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Politics and Defined Benefit Plans  
A Toxic Combination 

3) Retroactively improving benefits or granting ad-hoc benefit 
improvements  

 

4) The (re)deferral of liabilities to avoid either raising taxes or 
reducing budgets  

 

5) The failure to make the Actuarially Recommended 
Contributions (ARC). 

 

6) Postponing the attainment of a 100 percent funded ratio to 
a time well beyond the average remaining career duration 
of the current workforce  
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True Pension Reform Must Satisfy Three Basic 
Principles – Using Realistic Funding Assumptions 

Comprehensive and sustainable pension reform requires 
both plan design and funding reforms resulting in annual 
contributions that are: 

1) Predictable 

2) Affordable 

 4-7% of payroll (net of employee contributions) 

 

3) Current 
 Benefits should be funded as they are earned and “paid-up” in 

the aggregate at retirement.  This basic principle supports the 
goal of a 100% funded ratio at any point in time. 

 PSERS average age is 44.5, the average retirement age is 60.9 

 This suggest any deficits need to be paid off over closed 
periods not exceeding 16 years. Such demographically-driven 
financing is the basis of sound funding standards.   
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Five Step Public Pension Reform Plan 
1. Establish a DC plan with an annual employer cost of 4% to 7% of pay. 

(Higher match for non-members of social security) 
– Removes politics from pensions 
– No unfunded liabilities, portable benefits 
– Eliminates long-term taxpayer commitments 
– Total employee and employer contributions should target 12% to 15% 

of pay 
 

2. Prohibit pension obligation bonds.  This concept would also preclude 
other borrowing strategies to finance benefit plans. 

 
3. Adopt funding reforms consistent with Government Accounting 

Standards Board (GASB) Statements  #67 & #68, The Society of 
Actuaries 2014 Report and Moody’s approach to valuing liabilities. 
– Demographically-driven amortization periods, market value of assets  
– New GASB requirements now require unfunded liabilities to appear on 

employers’ balance sheets 
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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, 
– Eliminating annual pension COLAs, DROPs 
– 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. 
 

 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 



How Large are the Unfunded Liabilities (UL)? 
(Assuming Annual Investment Returns ~ 7.5%) 
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Plan Reporting 
Date 

UL Based 
upon 
Actuarial 
Value of 
Assets (AVA) 

Funded Ratio 
(AVA) 

UL Based 
upon Market 
Value of 
Assets 
(MVA) 

Funded Ratio 
(MVA) 

PSERS 6/30/2013 $31B est. 66.4% $41B est. 55.4% 

SERS 12/31/2012 $17.8B 58.7% 
 

$17.7B  58.9%  

Municipal & 
County 
Pensions 

1/1/2011 $7B Municipal 

 
$1.6B County 

Not 
summarized 

OPEB – 
State 
(PAYG) 

7/1/2013 $16.3B <1% est. $16.3B <1% est. 

OPEB - 
Local 

Never 
Summarized 

Total $73.7B 



Pennsylvania last version of pension “reform” - 
Act 120 of 2010 

 
 
 
 
 

Contention Fact 

Act 120 of 2010 (HB 2497) 
cumulatively will save taxpayers 
$1.4B for PSERS and $1.5B for SERS 
over the 33 year period 2011-2043. 

  

 The net cost for new PSERS’ 
entrants (after member 
contributions) is approximately 
of 2.2% of payroll. 

This analysis was from 2010:  

a) Assumes an annual 8% asset return. 
PSERS and SERS subsequently lowered 
their assumed rate to 7.5% resulting in 
an estimated immediate unplanned 
combined increase of $6.7B in the 
unfunded liability. 

b) Imposed contribution collars thereby 
compromising sound and proper 
pension funding principles.  

c) Future savings are predicated on PSERS 
payroll increasing from $14B to $45B or 
by 321% by 2044. 

d) Assumes unsustainable future 
contributions will actually be made – not 
re-deferred.  

e) Assumes no future benefit changes 
including ad-hoc retiree COLAs. 19 
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An Example of Politics and Public Pensions 

  

 Quoting from the actuarial note accompanying Act 
120 of 2010: 

 “However, it should be noted that the employer 
contribution collars (in effect through 2015) 
represent a departure from the norms of actuarial 
funding practice.”  

 

 “The effect of the bill as amended would be to 
suppress the employer contributions to both 
PSERS and SERS resulting in significant 
underfunding of both retirement systems.” 
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Illustration of PSERS 
Underfunding (1% of pay ~ $140M) 

  Act 120 

Collared 

Rates 

      Funding 

Rates using 

24 Year 

Amortization 

Backloaded  

      Funding 

Rates using 

15 Year 

Amortization 

Level  dollar 

      

PSERS Employer 

Cost as a 

% of 

Payroll 

Total 

Employer 

Dollars 

State 

Share 

Local 

Share 

Employer 

Cost as a % 

of Payroll 

Total 

ER 

Dollars 

State 

Share 

Local 

Share 

Employer 

Cost as a % 

of Payroll 

Total 

Employer 

Dollars 

State 

Share 

Local 

Share 

FY 

2012-

13 

12.36% $1.77B $.99B $.78B 21.65% $3.10B $1.73B $1.36B 30% (my 

estimate) 

$4.29B $2.40B $1.89B 

FY 

2013-

14 

16.93% $2.32B $1.30B $1.02B 23.82% $3.27B $1.83B $1.44B 33% (my 

estimate) 

$4.53B $2.54B  $1.99B

  

FY 

2014-

15 

 

21.40% $3.01B $1.69B $1.33B 26% (my 

estimate) 

$3.66B $2.05B $1.61B 36% (my 

estimate) 

$5.07B $2.84B  $2.23B
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Illustration of SERS 
Underfunding (1% of pay ~ $55M) 

  Act 120 

Collared 

Rates 

      Funding 

Rates using 

30 Year 

Amortization 

Level Dollar  

      Funding 

Rates using 

15 Year 

Amortization 

Level Dollar 

      

SERS Employer 

Cost as a 

% of 

Payroll 

Total 

Employer 

Dollars 

State 

Share 

Employer 

Cost as a % 

of Payroll 

Total 

Employer 

Dollars 

State 

Share 

Employer 

Cost as a % 

of Payroll 

Total 

Employer 

Dollars 

State 

Share 

FY 

2012-

13 

11.50% $.67B $.67B   26.39% $1.55B $1.55B   37% (My 

estimate) 

$2.18B $2.18B   

FY 

2013-

14 

16.00% $.93B $.93B   31.2% $1.82B $1.82B   38% (my 

estimate) 

$2.22B $2.22B   

FY 

2014-

15 

20.50% $1.13B $1.13B   30.6% $1.68B $1.68B   38% (My 

estimate) 

$2.09B $2.09B   
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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.  
 

24 



S&P warns: Time running out for PA budget gimmicks 
Philly.com 4/28/2014  

• Standard & Poor's Ratings Services says it is ready to "lower 
(Pennsylvania's credit) rating in the next few months" 
unless state officials replace Gov. Tom Corbett's and 
legislative leaders' proposed "one-time" budget gimmicks, 
including: 
– The plan to defer payments to the state's underfunded pension 

systems 

• The agency wants state leaders to make tough choices even 
as they face re-election this fall.  

 

• PA needs to make "a concerted effort to bring revenues and 
expenditures into alignment," rebuild cash reserves, and 
pass "meaningful pension reform," S&P analyst John 
Sugden warns today in a report to investors.  
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My comments as reported in The BOND BUYER  

BY PAUL BURTON - APRIL 29, 2014 
 

• "S&P's comments serve as a timely and most appropriate 
message that Pennsylvania needs to assign a high priority to 
adopting funding reforms by immediately eliminating all 
collared rates and contribute amounts necessary to actually 
eliminate the current unfunded liability over a period of 15 
to 20 years," said Richard Dreyfuss, a senior fellow at the 
Manhattan Institute for Policy Research.  

 

• "This should take place in addition to enacting plan design 
reforms based upon best-demonstrated practices observed 
within the private-sector." 
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In 2014 - Pension Funding Reforms Must Be A Top Priority  
 What will occur?   

(Not a complete summary of items) 
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Item Current 
Practice 
PSERS 

Current 
Practice 
SERS 

Non-
compliant 
Standard 
 

Minimum 
Compliant 
Standard 
(ARC) 

Proper 
Standard 
 

Unfunded 
Liability: 
Amortization 
Period 

Act 120 
Collared 
Rates 
 
ARC % 
FY13-14;71% 
FY14-15;82% 

Act 120 
Collared 
Rates 
 
ARC % 
FY13-14;51% 
FY14-15;67% 

 

Act 120 
Collared 
rates (or any 
lesser 
amounts)   

PSERS: 24 
Years Back- 
loaded 
SERS: 30 
year level 
payment 
 

Average 
remaining 
duration of 
active 
members = 
Approx. 15 
years 

Assumed 
Rate of 
Return 

7.5% 7.5% N/A None 
specified 

50+% likely 
w/ avg. risk: 
~6% to 7%  

Asset 
Valuation 
Method 

10 Year 
Rolling 
Average 

5 Year 
Rolling 
Average 

6+ year 
Rolling 
Average 

5 Year 
Rolling 
Average 

Market 
value or five 
year avg. 



 
2014 Gov. Corbett / Rep. Tobash /PERC  Proposal 

 What Plan Design Reforms will occur?    
  

1) Plan Design Changes Being Considered 
a) New Hires - applicable to all new PSERS and SERS 

members (limits are indexed) 
i. 1st $50,000 of annual income: DB Plan requires a 7% member 

contribution; formula is 2% of pay x years of service.   
ii. Annual retirement benefit subject to a maximum of $25,000. 
iii. Over $50,000 of annual income: DC plan with a 5% employee 

and 5% employer match.  10% employee and employer 
contribution for non-SS participants (State Police). 

b) Current Employees – No changes 

 
Important Notes: 
 The ability to have one single class of members is an important 

standard.  This includes all groups including the following: (Judiciary, 
State Police, All Other Uniformed Employees, SSHE)  

 A flawed transition cost analysis impaired the proper consideration of a 
DC plan. 28 
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1) Why are funding policies of up to 30 years being used for existing 
unfunded liabilities when the average member will likely retire within 15 
years? 

 
2) Why are the best-demonstrated practices of pension design and funding 

within the Pennsylvania private sector being ignored? 
 

3) What is the 50th percentile annual investment return for PSERS and SERS? 
 

4) What is the projected schedule of contributions and unfunded liabilities? 
 

5) What is the financial impact of lowering the rate of return assumption? 
 

6) How will the projected sustained increases in contributions be affordable? 
 

7) What is the net present value of any proposed design and funding 
changes? 
 

8) What is the employer normal cost for new entrants to the DB plan? 
 

9) What is the new member assumption (age, compensation)? 
 
 

 
 

 

 
 

 

 

Nine Concluding thoughts on Pension Reform Nine Questions on Pension Reform 
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1) Deferring unsustainable pension liabilities does not make future 
liabilities sustainable.   Why is contributing less into already 
underfunded plans considered “reform”?   
 

2) We have over-leveraged our pension system.  The challenge is to 
finally restore proper funding while offsetting these increased costs 
elsewhere within the state and local budgets without increasing 
overall spending (or borrowing). 
 

3) PA Municipal Pension Plans are a variation of this theme. 
 

4) It is generally too late for “incremental reform” (common baseline is 
measured against doing nothing).  Most efforts emphasize  plan 
design reforms ignoring funding reforms.  Pseudo-reforms will not 
make plans sustainable.  
 

5) Given all this, what are the financial incentives to live, work, or invest 
in Pennsylvania?   

 
6) This debate is effectively one involving self-reliance while removing 

politics from pensions, protecting current and future taxpayers. 
 

 
 

 

 

Nine Concluding thoughts on Pension Reform Some Concluding Thoughts  



One Final Thought: 
 from Thomas Jefferson in 1813 

 

 “We shall all consider ourselves 
unauthorized to saddle posterity 
with our debts, and morally bound to 
pay them ourselves.” 
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