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1. Introduction

The Pennsylvania League of Cities and Municipalities (the “League™), on behalf of its
members, supports a uniform pension system for full-time police forces and has indicated
general support for the concept of a statewide pension system. There is merit in addressing the
issues of administrative inefficiency, decentralized pension systems, lack of benefit uniformity,
lack of benefit portability, and decentralized asset management. Nevertheless, the League does
not and cannot support Senate Bill 596 (the “Proposed Legislation™) as the Bill is presently
written. The current proposal will cost municipalities an enormous amount of money potentially
far exceeding the cost savings of the proposed centralized system. The League, through its
membership, will commit their resources to assisting in the development of a statewide system
that provides adequate benefits for their dedicated employees and which makes financial sense
for local government through a centralized, uniform system.

A. The Impact of Act 111 of 1968

A statewide police pension system cannot be established in a vacuum. The pension
benefits set forth in the Proposed Legislation will not be created and set solely by that legislation,
but will be intimately connected to Act 111 of 1968 which would be used to award benefits
within the proposed statewide system.

Act 111 provides police officers with the right to bargain collectively with their
municipal employers through a labor union, concerning the terms and conditions of their
employment. While Act 111 prevents police officers from striking, it provides for compulsory
interest arbitration. If collective bargaining reaches an impasse and proceeds to the interest
arbitration level, the determination reached by the arbitration panel is final and binding on both
parties.

A basic premise of Act 111 that is important to understand is the longstanding principle
that the benefits a municipality is authorized to provide (or voluntarily offer) are issues open for
discussion during collective bargaining and can be awarded at arbitration over the objection of
the municipality. This point cannot be understated and must not be ignored. Furthermore,
arbitration awards work on.a domino effect.

414 North Second Street, Harrisburg, PA 17101 ¢ Phone: (717) 236-9469
Fax: (717) 236-6716 « Web Site: www.plem.org
John D. W, Reiley, Mayor, Pottsville, President * John A. Garner, Jt., Executive Director
Est. 1900 = Member, National League of Cities
Official Publication — Municipal Reporter

{DocNo=00070859.1 }



One award in one municipality creates the basis for an award in other municipalities with similar
benefits until, eventually, the benefit is commonplace and awarded without question. This
theory was born out in a recent Act 111/Pension Study performed by the Governor’s Center for
Local Government Services. A quote from the introduction from that draft report is instructive.

In the past twenty years, the Pennsylvania legislature has enacted
nine major bills which created additional police pension benefits.
Many of these benefits were meant to be optional. In spite of these
benefits being optional, in effect, they have become mandates to
the arbitration process set forth by Act 111 of 1968.!

It is important to note that a majority of municipal police collective bargaining
agreements are the product of Act 111 interest arbitration, not traditional collective bargaining.
As aresult, the outcome of Act 111 arbitrations will affect many aspects of the statewide pension
plan pursuant to the Proposed Legislation, including the benefit level at which new hires enter
the system, the existence and terms of the supplemental retirement benefit, the benefits of part-
time officers awarded as part of this Proposed Legislation and the ability to move an existing
plan into the statewide plan.

B. A More Generous Benefit Structure

The P-1 and P-2 classifications of benefits found in the proposal provide a benefit
structure that is more generous than what is currently allowed by state law. The Third Class City
Code, police pension provisions and Act 600 of 1956, which governs police pension benefits in
boroughs and townships, allow, inter alia, pension payments at 50% of final average salary, a
cost of living escalator, a service increment as high as $500 per month, as well as a disability
benefit and benefits for dependents. When compared to a police department where all of these
benefits are provided and where the officers are paid well, the public pension obligation will,
nevertheless, be greater under the P-1 or P-2 classification. Additionally, under the proposed
legislation, the potential exists for an arbitration award to give officers a P-1 or P-2 benefit when
the municipality’s existing plan is more comparable to a P-3. The Public Employee Retirement
Commission (the “Commission”) readily admits in its report studying the financial impact of this
legislation, that the collective bargaining process will ultimately place all plans in the P-1 or P-2
classification of benefits. In the end, these wealthier benefits mean more expenses for the
employer and ultimately the taxpayer. Finally, nothing in the legislation prohibits future
increases in the benefit levels. It is a foregone conclusion, that employees and the organizations
that represent them will ask the General Assembly for increased benefit levels when most
officers have reached the P-1 or P-2 levels.

' Analysis of the Impact of the Act 111 Arbitration Process on Optional Pension Benefits
prepared by the Center for Local Government Services, Department of Community and
Economic Development.
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C. The “Voluntary” Supplemental Benefit Plan

The “voluntary” supplemental local government benefit accumulation plan established
under Subchapter 3 of the Proposed Legislation will also be a subject of collective bargaining
and arbitration awards because it is a benefit municipalities are authorized to provide. As such,
the arbitration award will dictate the amount of the benefit and the amount of matching
contributions. The cost of this supplemental plan is not included in the Commission’s cost
analysis. Any savings realized under a statewide plan will vanish when arbitration awards begin
devoting the savings to establishing mandatory supplemental plans.

D. New Benefits for Part-time Officers

In general, Pennsylvania’s municipalities do not provide retirement benefits to part-time
police officers. This Proposed Legislation would require pro-rated pensions. Act 111
proceedings will determine how part-time officers receive credit toward their years of service.
Adding part-time officers to a municipality’s pension liability increases the pool of retirees,
increases the pension entitlements, and increases the potential for disability pensions — all
leading to increased costs for taxpayers.

E. Unfunded Liability of Existing Plans

The Proposed Legislation allows municipalities to move existing plans into the statewide
system if the municipality and current members agree and if the municipality has paid all
unfunded liability associated with the existing plan. A question remains as to whether the
municipality has to be fully funded to the level required to enter the plan at one of the proposed
benefit levels or just meet its existing obligations. It is a reasonable assumption that a
municipality must meet the proposed benefit obligations as well. As such, it will be much less
likely that a municipality can afford to move the members of an existing plan over to the
statewide system. Additionally, because the legislation gives a municipality the authority to
move plans into to the statewide plan, the move could be forced under Act 111 arbitration. An
arbitration award could mandate a municipality to make the payments necessary to prepare for
entry into the statewide system, even if it does not have the funds to do so without increasing
taxes or cutting services.

F. Other considerations:
1. Legality of the Two-thirds Provision

Another aspect of the proposed legislation that will lead to increased costs for
municipalities is the provision that allows a vote by only two-thirds of the presently active
members to move current officers and beneficiaries into the statewide system. There is strong
legal support to conclude that this provision is illegal and will spur legal action by officers and
dependents that find their existing benefits to be better. The Pennsylvania Supreme Court has
routinely held that, constitutionally, government should not act to impair contracts. Allowing the
threshold to be only two-thirds of active members, instead of 100% of members and
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beneficiaries, leaves local governments open to potential law suits. The outcome of such
litigation can be accurately predicted. Municipalities will be required to pay, and therefore fund,
the set of benefits which most rewards each plan participant or beneficiary.

2. Administrative Cost of Two or More Plans

The Commission estimates that it will take 20 years to transition to the statewide system.
Municipalities may have all police officers in the system in 20 years, but those municipalities
will have to continue administering the old plan for an additional 20 or 30 years because there
will be dependents receiving benefits well beyond the 20 year transition period. This is another
administrative expense not considered by the Commission. Incidentally, the current proposal
only deals with police officers, municipalities will continue to administer pension plans for
firefighters and non-uniform personnel.

An unintended consequence of continuing to administer two or more plans will be that
the members of the existing plan will want the same pension benefits as the new hires. Again,
this will be an issue decided in arbitration. Local governments will constantly find themselves
having to deal with union demands for enhanced benefits to existing plan members.

3. Defined Benefit Versus Defined Contribution Plans

The statewide plan set forth in the Proposed Legislation continues to provide a defined
benefit for police officers. In other words, no matter what the market bears, the employees are
guaranteed a specific benefit at retirement. The defined benefit approach made sense when
public sector salaries and benefits were not comparable with the private sector.

Today, our police officers are well compensated and in many cases receive salaries and
benefits that are more generous than that received by the taxpayers and citizens in the private
sector. As the private sector realized long ago, true pension reform will require the public sector
to make the shift to defined contribution plans.

4. Post-Retirement Health Care Benefits

Many of our cities are providing a post-retirement healthcare benefit to retired officers.
Under new standards for governmental accounting (GASB 45), local municipalities must account
for the cost of post-retirement benefits other than pension benefits. For many municipalities, the
new accounting standard will result in a significant financial impact, which could negatively
affect the municipality’s fiscal well-being and credit rating. Under the proposal, any new hire
coming in under P-1 will also receive that benefit and will be able to retire after only 20 years of
service. This means a municipality may be paying at least five additional years of post-
retirement health care for new hires than it would under existing plans where retirement is at a
minimum age 50. This will, when combined with the new standards for governmental
accounting, dramatically and negatively, influence the fiscal health of municipalities.
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II. Conclusion Regarding the Proposed Legislation

The pending legislation is pension reform in name only. The significant costs to local
government associated with Act 111 arbitration have not been addressed or even acknowledged
in this proposal. As stated at the beginning of this analysis, one cannot look at a statewide
pension system without taking into account Act 111 because it, alone, drives the benefit structure
of both the existing pension plans and a future statewide plan. The Proposed Legislation may
produce savings related to having a centralized, uniform system, those savings, however, will be
overcome by higher pension costs that local government cannot control because of the nature of
binding arbitration in Pennsylvania.

In order to begin to view this proposal as true reform that makes financial sense for local
government and its taxpayers, the following amendments, among other changes, need to be
made:

Protections must be in place to eliminate the impact of Act 111 on a statewide system;
The benefit levels in the proposed plan must be reduced to reflect true reform;

The supplemental benefit plan must be eliminated;

Part-time officers should not be eligible for a pension;

The threshold to move into the statewide plan must be increased to 100% of active
officers and adult dependents; and

e The State must assume financial responsibility for funding and administering the Plan.

Before making such monumental and expensive changes to police pensions, all interested
parties need to make sure that such changes are the right changes for the right reasons. Once
these changes are implemented, there will be no turning back, no scaling back of the benefits.
Pennsylvania’s taxpayers will be footing the bill and paying the price which will be higher taxes,
smaller police forces and reduced municipal services.

II1. The Alternative to Senate Bill 596

A. Pennsylvanians have Already Mortgaged our Future

The gap between the funding of our public sector pension obligations and the costs of
delivering on our pension promises are huge--they total in the billions. This gap does not exist
only as to police pensions, though it certainly applies to them. The gap also relates to firefighter,
Commonwealth employee, public education employee, elected official, municipal non-
uniformed employee, and authority employee pensions. In about four years the Commonwealth
will have to increase its annual funding for PSERS and SERS by 1 billion dollars (presently, the
Commonwealth's entire budget is 25 billion).

To the extent that police pensions are part of this problem, the communities with the
largest amounts of unfunded liability are generally the communities that are also under
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significant financial strain and which do not have the tax base to alleviate that strain. The
problem also does not even consider the need to fund the significant cost of retirement benefits
other than pension benefits, such as severance benefits and post-retirement health care benefits.
It is conceivable that the funding gap for the latter benefit exceeds, in percentage terms and
actual dollars, the pension funding gap.

The amount of money necessary to fix these "gaps" is so large the mind cannot easily
comprehend it. It took decades of poor decision-making to get into this fix and it will take
decades to get out. THIS FUNDING PROBLEM WILL NEVER BE FIXED BY A "BULL
MARKET" AND IT IS NOT ALL THE RESULT OF A "BEAR" MARKET. The problem also
will not be fixed by enhancing pension benefits — even for just new hires — under the guise of a
new statewide pension program that must be funded by local municipalities as the Proposed
Legislation does in its current form.

B. Asto Pensions There Can Be No Retro-Active Fix

Unless we are willing to amend the Pennsylvania Constitution to "undo" our public sector
pension promises, we are legally obligated to keep them. Under longstanding, often repeated,
judicial interpretation of our Constitution's ban against government impairment of contracts,
once a public sector employee is no longer probationary his/her pension benefits may be
liberalized but they may never be reduced. Therefore, any legislative effort to make pensions
less costly must involve a line-drawing exercise which declares that employees hired after a date
certain will enjoy a different (reduced) benefit scheme than those hired before the selected date.

Employee organizations are currently attempting to apply this no impairment of contract
rule to non-pension retirement promises. That application, however, is far from clear and does
not necessarily follow from the reasoning used by our Supreme Court in its pension cases. It
would be hard to overstate the importance of the resolution of this confusion relative to the future
economic health of Pennsylvania and relative to the scope of services Pennsylvania local
governments will be able to provide. As a result, any pension "fix" must involve a long term
perspective, a focus on funding pension promises already made, and a focus on prospective
relief.

C. Stopping the Bleeding

The public sector pension "mess" will continue to get messier if we do not, first, and
quickly, draw a line in the sand. Until this line is drawn, Pennsylvania will most resemble
Sisyphus. We cannot ultimately fix the funding gap until we create a more affordable benefit
structure (i.e., lower costs). Taking into account all other governing responsibilities (costs) and
the unwillingness of taxpayers to continue to absorb ever increasing state and local taxes, there is
not enough money to permanently maintain the present benefit structure. (This point
acknowledges that the present benefit structure cannot be stripped down for those hired prior to
the date the line is drawn.)

Every session of the General Assembly bills are introduced to, directly or indirectly,
further expand state and municipal pension benefits and to improve the pension benefits of
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former public employees already retired. These bills routinely gain large numbers of co-
sponsors. This cannot continue. Pension reform will be meaningless if the General Assembly
does not learn to say "NO" to the continued liberization of public sector pensions.

The fiction that our pension funding problems will be solved on the next stock market
boom must be permanently shelved. The actuarial analyses which demonstrate the depth of our
pension funding problem do so only after taking into account a long term understanding of
investment earnings averages. Reliance on short term stock market analyses is demonstrably
worthless.

Police pensions are not strictly determined by statute. As previously analyzed, such
benefits are also the product of the Act 111 interest arbitration process (including bargaining,
which must take into account the results of arbitration since these results are controlling). Unless
pensions are removed from the barcaining process as to hires after a certain date and are better
regulated as to those hired prior to that date, no long term effort to fix the pension funding issue
can achieve success, given the domino nature of Act 111 interest arbitration awards, which create
an insular and practical market place of police contracts unconnected with, and not reflective of,
the stressful fiscal reality facing the municipalities and their tax payers in the every day world.

D. Elements of Control of Pension Costs and Funding

The two basic types of pension plans are “defined benefit plans” and “defined
contribution plans.” Defined benefit plans guarantee the benefit during retirement, and the risk
of having enough assets to fund those obligations is on the employer. Defined contribution plans
typically guarantee the employer’s contribution level during employment, and this risk of
investment loss and thus having enough assets to retire, is on the employee. The former
predominates in the public sector; the latter in the private sector.

There are two types of defined benefit plans: (i) dollars times years of service; and (ii)
specified benefits keying off a calculated average salary. Private sector defined benefit plans
tend to be the former; public sector defined benefit plans the latter. Set forth below are the
elements and concepts of defined benefit plans, which control costs and funding.

(1) years of service requirements

(i)  age of eligibility for a superannuation calculation

(ili)  definition of "final average salary" (i.e., what is included in the calculation, the last three
year average, the last year; the highest; base salary only; all W-2 income; etc.)

(iv)  benefits in addition to the basic benefit (COLAs; Service Increments; Disability
Pensions; etc.)

(v) the point when a participant vests an entitlement to some pension in the future
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