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October 17, 2007

Honorable Patrick M. Browne, Chairman
Senate Finance Committee

- Public Hearing on Senate Bill 596 (SB 596)

Good morning Chairman Browne and Members of the Committee. My name is Ronald .
H. Bittner,' and I am a Certified Public Accountant (CPA). Since 1996, I have beep the
Senior Pension C;snsultant for the Trollinger Consulting Groui;) (TCG) based in
Allentown and have been involved in all aspects of municipal pension plan design and
operation for more than 60 municipal plans all across the Commonwealth. Prior to
joining TCG, I was an Audit Manager for the Department of the Auditor Gener’al in the

~ Bureau of Municipal Pension Audits supervising 20 field auditors in the performance and

review of more than 300 pension audits annually.

Because our company exclusively serves municipal pension clients, we have a significant

stake in any proposed legislation that would fundamentally change the design or function

~

. of local government police pension plans. In the past, there have been many proposed
amendments to the State’s pension laws, and many have become law, that generally
affected the benefits for one or more employee groups. As a company, we viewed such
changes as part of the natural evolution of the municipal pénsion system and did not

argue their merits. However, in the case of SB 596, we feel that the proposed changes to



the basic structure and functioning of local police pension plans are so substantial and

far-reaching that we must communicate our concerns and opposition.

The Commitfee will hear from a number of different stakeholders regarding this bill, as
- had been the case with earlier versions going back ten or more’years. It is my hope not to
repeat the same arguments against this proposal that have been or will be raiseLi by other
parties, but I do want to echo their concerns and offer further support of their position.
Specifically, I would like to offer comments in four main areas 'Fhat may not be fully
addresséd by any other stakeholder, as follows: -

1. Operating Costs

2. Benefit Variations

3. Funding Requirements

4. Investment Returns ‘ <

Operating Costs

To mandate that all new local government police officers be enrolled in an entirely new
statewide system, we believe, will actually increase the operating costs in the short term,
and possibly in the long term. Proponents of the bill have concluded that a new state
system will be of a size, scope, and structure that will ensure a number of positive
outcomes, one of which is the reduction in administrative costs. From our perspective,
this may occur after 20 years, but it is certainly not a proven fact now. Initially, local
governments will need to maintain their existing plans outside of the new system, with all
of the current administrative requirements and costs, plus- interact with the State

Employees Retirement System (SERS) for new hires with what is sure to entail a number
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of new administrative requirements and forms. We would anticipate that the costs
incurred by SERS would be passed on to the local governments through a billing process,
and we anticipate additional costs involved at the local level, if not in direc\t fees paid to a
service provider to submit information and interact with SERS, then in indirect time spent
by local officials on these tasks. While these costs may be minimal on a plan by plan
basis, they have not been adequately addressed or estimated. It may not be possible to
quantify the exact impact, but we bel’ieve the cumﬁlative effect of these costs among a
broad cross-section of the nearly 1,000 municipalities with existing police pension plans
will be substantial, and likely to signiﬁc’antly reduce or even offset the projected cost
savings assumed to be realized in the distant future after all of the existing plans are part
of the statewide system. Until the system grdws sufficiently to realize economies of
scale, local officials will struggle with a dual reporting structure and the additional costs
associated with it. As a former auditor, I am also surprised that there does not appear to
be any audit oversight requirements within this bill that would verify or moﬁitor these

costs, nor any other aspect of this new system.

It has also been suggested that administrative costs as a whole would be less in SERS
than under the current decentralized system, but this comparison does not appear to be
“apples to apples”. The 2003 Act 205 total administrative cost number for municipal
police pension plans previously presented by the Public Employee Retirement
Commission (PERC) is about $14 million, or $1,209 per active member (excluding
Philadelphia). However, this amount also includes “investment fees” for many of those
same plans. Therefore, in order to obtain a true comparison of total costs between thesé

two alternativés, the total adniinistrative and investment costs should be examined. In the
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SERS 2006 Comprehensive Annual Financial Report (copy attached), you will find fhat

the total amoﬁnt/ of administrative and investment expense is $322 million for 2006 (up

from $257 million in 2005 and $218 miilion in 2004). When this is divided by the 2006 -
active membership of SERS of 110,972, the average Cost per member is $2,902 (up from |
$2,341 in 2005 and $2,011 in 2004) which is more than twice the current local cost of
$1,209 cited by PERC. How can this be a co;t savings? We believe the dramatic
increase iﬁ investment expenses is directly cofmected to the increased purchase of hedge
funds by SERS. We will spend more time on the increased hedge fund exposu;e of
SERS later in our presentation. Even if PERC were to estimate a higher local
administrative cost ﬁgur’e to include more investment expenses that are somehow not
being captured in the Act 205 Forms, we do not believe the average would come c’lose to
what SERS is actually experiencing now. And again, all of these results could only be
realized somewhere in the future after all of the local police pension plans are inside the
statewide system. On the other hand, if all investment expenses reported for municipal
plans were removed from the “Administrative Expense” amount reported by PERC, we
believe the true average administrative expense number would be much lower and much
closer to th‘el SERS amount. Either way, the current PERC and SERS values are not
comparable.  Therefore, one of the main arguments for centralization, that of
administrative cost savings, cannot be confirmed or substantia’ged based on information
currently available.ﬁ To the contrary, our experience with municipal plans, combined W;lth

the available data on SERS, suggests that these costs would be even greater.




Benefit Variations

\

If all new local gdvernment police hires after a certain date are enrolled into a new
- statewide system under one of the four proposed benefit levels, this will create further
disparity in benefits between and among members .of local police plans, and further
conflict between .employers and employees. First, local officials would be inclined to
enroll new hires at the lowest benefit level (P-4) as a way of controlling beneﬁt costs.
However, they may be prevented from doing so because of existing collective bargaining
agreements 'or future modifications to those agreements. If a level is selected that is
lower than the current benefit structure, or even one that most closely resembles it, there
will bé a number of variations in benefits being provided to different officers of the same
municipality. Specifically, the normal retirement benefit and vesting schedule are better
in the statewide system; cpnvefsely, the survivor benefit, the disability benefit, and the
member’s contribution requirements would be viewed as worse in the statewide system,
and; there is no 100% killed-in-service benefit or cost-;)f-living adjustment provision in
the statewide system which many ofﬁcer§ an(; retirees currently enjoy. A more detailed
explanation of these differences is provided in the Executive Summary of Actuarial Cost
Studies Within the report distributed by PSAB. ‘Second, it has been our experience that
regardless of where pension benefits initially begin for any new hires, thegl will, over
time, be improved through collecti\ve bargaihing -until they are consistent with the se;lior
officers. In addition, over time, the benefit package for all officers will naturally migrate
toward the highest benefit level available. So, even if a;n existing plan is entered at the P-
4 or P-3 level, it will move up to the P-2 or P-1 level. This tendency was acknowledged
by PERC in its summary notes Where_it indicated that most plans would fall in the P-1 or

P-2 benefit level, and that those levels would create a $75 million increase in total benefit



costs. Finally, with the exception of P-4, our studies indicate the benefit levels proposed
in this bill generate significant additional costs that will be borne by the members and our
local governments, even if the Act 205 state aid program continues in its present form.

These costs are addressed for two specific cases in the next section.

Funding Requirements

Last fall, we undertook the process of generating actuarial cost studies for two of our
clients with Act 600 bolice pension plans in order to determine the impact of moving
them into each of the four benefit levels proposed in this bill. These studies, as prepared
using the same guidelines rgquired by Act 205 for any actuarial study under the current
system, are also included in the PSAB report. The results of those studies reveal that, at
least for those specific plaﬁs, the total ﬁmdiﬂg requirements and net contributions aﬁer‘

state aid is applied will increase as follows:

EAST HEMPFIELD TOWNSHIP POLICE PLAN (LANCASTER COUNTY)

TOTAL 2005 : TOTAL MUNICIPAL
FUNDING ESTIMATED AND MEMBER
IV. FUNDING SOURCES  REQUIREMENT STATE AID CONTRIBUTIONS

CURRENT PLAN $ 135,354 $(  135,354) $ 0
P-1 $ 277,453 $(  168,000) $ 109453
P2 $ 230,564 $(  137.819) $ 92,745
P-3 $ 153,090 $C  70,650) $ 82,440
P-4 $ 26,572 $( 0) $ 72,135




As you can see above for the East Hempfield Plan, there are no municipal or member’s
contributions expected under the current plan structure because state aid is covering the
costs. Under the P-1 benefit level of the proposed statewide system, state aid reaches its
limit, and the municipality and members would be required to contribute a combined
$109,453. Under P-2 and P-3, state aid is not maxed out because the members are
required to contribute a minimum of $92,745 and $82,440, respectively. Finally, under

P-4, there is no state aid anticipated because the member’s contributions of $72,135 .

exceed the funding requirement of $26,572. In summary, P-1 and P-2 require higher
amounts of state aid and significantly higher local contributions, and P-3 and P-4 reduce
state aid significantly and shift the funding burden to the members.

CASTLE SHANNON BOROUGH POLICE PLAN (ALLEGHENY COUNTY)

-

TOTAL 2005 TOTAL MUNICIPAL

FUNDING ESTIMATED AND MEMBER
. IV. FUNDING SOURCES  REQUIREMENT = STATE AID CONTRIBUTIONS
. 1
CURRENT PLAN $ 119,546 $(  67,200) $ 52,346
p-1 $ 223,596 $(  67,200) $ 156,39
P2 ) $ 205,564 $(  67,200) " $ 138364
P-3 $ 166,352 $( 672000 $ 99,152

P-4 $ 89,738 $( 67,200 $ 37,894

The Castle Shannon Plan results in the second table above are similar, but not identical.
In this plan, the members are already contributing what state aid does not cover.
However, state aid is at the Act 205 limit, and any increase in costs beyond the required
member’s rate will be borne by the municipality. Therefore, under P-1, P-2, and P-3,
member’s contribution are not sufficient and the municipality has a significant liability
where there is none associated with the current plan. Consequently, P-1 would require a
$156,396 combined contribution from the municipality and members, P-2 would require
a $138,364 combined contribution from the municipality and members, and P-3 would
require a $99,152 combined contribution from the municipality and members. Under P-
4, the plan receives more contributions than needed, again due to the required
contribution rate from the members. In summary, both the municipality and members
will have significantly higher contributions under P-1, P-2, and P-3, and the members
will contribute more than needed under P-4.

Il

N

We acknowledge that the results highlighted above are limited, but we strongly believe

that these two over-funded Act 600 plans are representative of a large number of other




police pension plans. Our experience in this specialized field leads us to believe that an
overwhelming majority have a funded status much the séme as one of these two plans,
and that tiley would be negatively impacted in a similar fashion. For those plans that are
-already under-funded, the impact would be even worse, because both the members and
municipalities are probably already contributing. The poiﬁt to be highlighted is that not
all police pension plans, nor the members and. municipalities that pay for them, will be
better off in the proposed statewide system. The determination of those that will or will
not is very much dependent on the specific facts and information relative to each plan.
To date, none of the proponents of SB 596 have supplied any other empirical evidence on
an individual plan level that would contradict this professional observation. Even if you
discount or disregard our studies entirely, PERC’s own projection of the increase in
aggregate normal costs totals $75 million. Based on 970 existing municipal police
pension plans, that translates into an average increase of $77,320 per plan over current

annual costs, which is still excessive.

By extension, it can be argued by proponents that the bill does not require existing plans
to move into the statewide system, but rather only allows them to join, and only if they
have no unfunded iiability (which incidentally will prevent more than 80% of the Cities
in Pennsylvarﬁa from joining). In my discussion earlier about the t;eneﬁt differences, 1
touchea on the point that benéﬁt‘ levels will improve over time up to the maximums
available. In light of this historic trend, we believe egisting plans will move into the new
system through the regular collective bargaining process, or be forced in by an Act 111
arbitration award. We also foresee local officials being asked or required to improve

their plan so that it can enter the system or, if already in, to move to one of the higher
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benefit levels, regardless of costs. Within this bill, membe;’s contributions are currently
capped at certain rates de[;ending on the selected benefit ievel, but thereé is no limit on the
amount that SERS will require mﬁnicipalities to pay. And finally, if an existing plan
enters the statewide system and then experiences escalating funding requirements, there
is no mechanism in place that would allow local officials to challenge those costs, or pull -
out of the system if they cannot pay. This may cause them to reduce their workforce or
elir;linate other municipal services in order to offset these cost increases. In the corporate
. environme—znt, defined benefit plans are being frozen, eliminated, or converted to defined
contribution plans in order to control rising costs, but those options are not possible for

local government officials, because they are mandated to provide defined benefit pension

plans for police officers.

Investment Returns

It has also been “projected” by PERC that an increase in investment returns by the entire
state system of 2.4%, or $82 million, would be expected to more than offset the projected
increase in costs. We take issue with this analysis. There is a justifiable reason why the
municipal returns may be lower than SERS, and it is not that all municipal plans are less
diversified or poorly managed. We know based on first hand experience that local
government officials are more conservative in their investment philosophy, and less
tolerant of risk and large investment losses.\ Therefore, with the possible exception of
Philadelphia and Pittsburgh, we believe ‘you will not find holdings in hedge funds,
residential mortgages (either” Subprime, Alt-A, or Prime), options, futures, venture
capital, limited partnerships, derivatives, or other alternative investrflents in local police

plans, even those that are professionally managed. Local officials are keenly aware of



their fiduciary role when it comes to pension plans, and they also know that taxpayers
ultimately foot the bill if they chose poorly and something goes wrong. Further, many
municipalities do not need to seek out these types of investments (due to their healthy
status or currently manageable costs), nor would they be allowed to by the Auditor
General’s Office, but SERS muSt. Because of the sheer magnitude of SERS and the
members it serves, it must look at any conceivable investment alternative in order to
create the ability to genérate enough investment income to pay for its massive benefit

obligations.

Although recent performance has improved, the ’signiﬁcant investment losses (more than
22%) experienced by SERS in 2001 and 2002, cqm:bined with the recent improvements in
state employee’s benefits uhder Act 9 of 2001 and Act 38 of 2002, have created a;l
absolute need for SERS to invest in ultra-high risk asset types. If they do not, the effects
of these events will lead to substantially higher contribution levels in the future, as are‘
already projected. Again, the comparison offered by PERC does not appear to be “apples
to apples.” If the alternative investment performance is factored out of the SERS returns,
along with any other differences in the asset allocation policy, we suspect that a true
comparison of identical asset allocation strategies would be more app\ropriate, and would
demonstrate a much smaller difference in overall investment returns. Finally, as any
securities prospectus given to a potential investor states, past performance is no guarantee
of future results. A projection is 6nly an estimate, and should not be taken as fact. Under
these circumstances, it is simpIy too big of a risk to take with too many municipal plans if

reality turns out to be any less favorable than estimated.
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