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Good morning, and thank you for the opportunity to testify on the topic of Pennsylvania’s
local government pension system. My name is Eric Montarti and [ am a Policy Analyst
with the Allegheny Institute for Public Policy, a non-profit, non-partisan research and
educational organization focused on issues affecting southwestern Pennsylvania.

Local government pensions have been an area of our research agenda for a few years now
as the topic is becoming incredibly important to the City, region, and state. The majority
of the data I will present comes from the Public Employee Retirement Commission report
of November 2006, reflecting year-end 2005 data.

This morning I’d like to address and answer the following three questions:
1. What is the makeup and characteristics of local pension plans in Pennsylvania?
2. What do troubled pension plans look like?
3. What should be done?

1. The Makeup of the State’s Pension Plans

There are over 3,000 local government pension plans in the Commonwealth. This
number represents about a quarter of all the public pension plans in the nation. Unlike
the state workers system or the state teachers system, local government pension plans are
not consolidated into a single administered retirement system. As such, there is a wide
variation in size, amount of assets and liabilities, benefits, and how much state pension
aid is distributed to them. We cannot today, in the allotted time, discuss all 3,000 of
those plans. So I will try to organize these pension plans around their defining
characteristics: by municipal class, by funded ratio, and by state aid distribution.

Since municipalities almost always separate pension plans by type of employee—that is
one for police, one for non-uniformed personnel, and one for fire (if they have a paid fire
department)—it is easy to see why there are so many plans. Every type of municipality
and special purpose (authority) government in the Commonwealth is represented
somewhere in the pension picture. In terms of sheer number, most of the plans are
administered by Townships of the Second Class. Cities and Townships of the First Class
represent 15 percent of the pension plans of municipalities while they represent 6 percent
of the share of total municipalities statewide. (See page 2 of Power Point presentation for
Pension Breakout by Class)

How well funded are these plans? First, let’s imagine that all of the individual local
government plans were aggregated much like the state workers and school teachers. That
would make the local government system larger than the state system with 137,000 active
members to the state’s 108,000 active members. It would hold $16.1 billion in assets
with $20.9 billion in liabilities, leaving unfunded liabilities of $4.8 billion. Its funded
ratio—its assets divided by its liabilities—would be 77 percent, lower than that of the two
statewide systems. (See page 3 of Power Point presentation for Comparison of aggregate
funded ratios)



If we separate out the pension plans by range of funded ratio, we see that the majority are
very well funded. Nearly 1,900 plans reported a ratio of 100 percent or greater to the
commission. Many others are 79 percent funded or better.

There are not many plans at the crisis stage of a 59 percent funded ratio or less. About
140 plans—4 percent—fell in this range. The problem is that this group includes the
non-uniformed, police, and fire pension plans of the state’s two largest cities,
Philadelphia and Pittsburgh. The total unfunded liabilities of these plans represent about
three quarters of all unfunded liabilities of all pension plans in the state. (See page 4 of
Power Point presentation for Comparison of aggregate funded ratios)

Part of the pension cost is offset by the pension aid system administered by the Auditor
General’s office. Now I am aware that there have been claims made that maybe the
pension aid system is unfair because there are municipalities that are is good shape that
apply for aid and get it and in some cases have all of their pension cost covered by the
allocation. Other complaints are raised that when a municipality cuts workforce and thus
the unit count it submits to the office decreases the aid diminishes. To the first point,
unless the state means-tests the aid system, any municipality will be able to apply for aid.
To the second, when a member of the workforce is cut, the future pension liability for
that employee stops accumulating. The aid is thus justifiably cut off. Bear in mind too
that counties and authorities cannot apply for aid, nor can defined contribution plans,
plans not funded for three years, or plans not in compliance with state law.

Here’s what we can pin down:

e Revenues from the tax that funds the state aid program have more than doubled
from $62 million in 1985 to $190 million in 2005 (See page 5 of Power Point
presentation on state aid)

e The percentage of municipalities having their entire pension cost covered by state
aid has fallen from 75 percent in 1985 to 48 percent in 2005. (See page 6 of
Power Point presentation on state aid)

e The unit value—that is, the resulting per unit amount of the total pool of state aid
divided by the number of units submitted—was $1,146 in 1985 and $2,927 in
2005. (See page 7 of Power Point presentation on state aid)

2. What do troubled pension plans look like?

As stated earlier, there are not a lot of plans with low funded ratios, but the biggest ones
tend be in this group. There are a multitude of reasons why pension plans have low
funded ratios. Are there any defining characteristics? It is hard to say for all pensions
across the state, but a brief look at Pittsburgh’s municipal plans might provide some
answers. (See page 8 of Power Point presentation for detail on the three pension plans)

The Pension Bond Issuance Provided Only Temporary Relief

According to the Act 47 Recovery Plan from 2004, pension debt issuances in 1996 and
1998 pushed the funded ratio to 67 percent in 2000 from where it stood at 18 percent in
1996. Then the decline in net assets led to a drop in funded ratio to the range of 40
percent some three years later. That caused an increase in the City’s MMO. A 2002




study written by the Allegheny Institute likened the pension bond issue to “a deep in the
hole gambler who takes out a sizable loan to help win back his losses”. Stated another
way by the Pgh21 Task Force, “the City traded an increase in debt and debt service
payments for a decrease in the unfunded liability and pension payments”.

Growth in Liabilities

The most recent data from the Pittsburgh controller’s office shows that liabilities of the
three pension plans in the City totaled $899 million. The assets of these plans stand
around $377 million, a 42 percent funded ratio for all three plans. Since 2002, the
liabilities of the three plans have increased 19 percent from $752 million in 2002. (See
page 9 of Power Point presentation for detail on liability growth)

More Retirees than Active Members

The number of vested participants—active members, retirees, beneficiaries of retirees,
and terminated but vested members—has fallen 9 percent since 2002. There are more
retirees/beneficiaries/terminated members (4,538) than there are active members (3,248)
in the three plans, a ratio of 1.4 to 1. In 2003, it was .95 to 1. (See page 10 of Power
Point presentation for detail on retirees and active members)

3. What Should Be Done?
How is the state to deal with pension plans like Pittsburgh’s that have significantly low
funding levels? Could the state take over local pensions?

There seems to be little interest at the state level to consolidating plans based on past
discussions. It has been mentioned before, but nothing has come to pass. The problem
with such an approach is that municipalities with well-funded pensions will view a
merger or consolidation as a bailout of the lower-performing plans. In addition, the
nationwide experience shows that it is almost non-existent for a state to assume total
control and responsibility for local pension plans.

An official at the National Conference of State Legislatures could think of one instance,
in Oklahoma in the early 1980s, where such an event happened. While characterized as a
“wholesale takeover” by one official of the fire pension system as the state assumed all
assets and liabilities of police and fire pensions, local governments still pay into the
system as do employees. If a local government decides to enhance the pension benefit
above and beyond what the state has its base pension benefit package, then they assume
the entire cost of the enhancement. Based on conversations with these officials, they
cannot recall an instance in their recent professional history of being contacted by another
state looking how to consolidate and administer local pension plans. It is also worth
noting that the local non-uniformed pensions are still administered locally in Oklahoma.

Another example of a partial state involvement in local pensions is a recent change in
Massachusetts which came about when the Public Employees Retirement Commission
assumed investment control—but not total management—for local pensions in trouble if
they fall below a threshold of 65 percent in funded ratio and underperform the benchmark



of a statewide investment return measure for the previous decade. The local government
still owns the liabilities of the plan and is not absolved of the pension system entirely.

Closer to home, recommendations come from the City’s Act 47 team, which is supposed
to tackle pensions and legacy costs in the near future. The most recent recommendations
for the City’s municipal plans were made in the Recovery Plan, which stated that the City
should make its contributions to the pension plans earlier in the year, seek state changes
to pension aid, apply any windfall to the pension funds, and enact a moratorium on
further benefits. The Aon Consulting group recommended “it may be advisable to
increase the rate of funding”. We now know that under the current gaming law the host
fee for Pittsburgh is to be intercepted by the oversight board and used for pension and
debt purposes.

Here are some of the recommendations the Allegheny Institute has made over the last few
years:

Phase in Defined Contribution Plans—Many states are phasing in a transition from
defined benefit plans—where the retirement payout is pre-determined—to a defined
contribution plan, like a 401k, where the performance of the individual’s investments
determines the payout. The problems with this approach are obvious: it would take a
long time, and you can’t abruptly end the defined benefit system for current employees.
It also requires changing many existing statutes that require defined benefit pensions for
certain classifications of employees.

But this is an emerging trend that may warrant serious consideration. There are examples
of states going this route for state employees or classifications of state employees (school
teachers, higher education employees) in recent years. Georgia, New Jersey, Colorado,
Alaska, and Ohio have created a new defined contribution plan for new hires or
categories of existing employees since 2003. This could hold some promise for the
municipal pension system. Combined with downsizing of the number of employees and
outsourcing functions that can be performed by employees with defined contribution
pensions, there could be achievable savings.

Sell Assets to Provide Aid—TIf a new revenue source for pension aid or pension debt
retirement were to be sought out, perhaps looking again to a divestiture of the state liquor
stores as a revenue source could work.

Keep Benefits and Government in Line With what Community Can Afford—Above all,
the municipality has to ensure that it is keeping benefits in line with what its available tax
base can absorb. Reducing the number of employees to stop further liability accrual is
also a good way to start bringing the problem under control. Outsourcing or eliminating
non-core functions are two good ways to accomplish the need job count downsizing.
Offering early retirements is not a useful option as that just increases pension liabilities
further.



All of these approaches could be used in a “carrot and stick” approach in which the state
could extend aid or matching funds to pension plans in need in return for a tradeoff on
moving to defined contribution plans for new hires and an overall reduction in payroll.
Then, for every $1 in savings on the pension end the state could contribute $0.50 in aid.
Thank you for your time.

Sources:

e Public Employee Retirement Commission, 2006 Status Report on Local
Government Pension Plans

e City of Pittsburgh, Comprehensive Annual Financial Report, for the year ended
December 31, 2007

e Act 47 Recovery Plan for the City of Pittsburgh
¢ Aon Consulting Report for the Intergovernmental Cooperation Authority
e PGH21 Panel Report

¢ Phone Conversation with Herb Bradshaw, Deputy Director, Oklahoma
Firefighters Pension and Retirement System

e Phone Conversation with Linda Ruckman, Administrative Officer, Oklahoma
Police Pension and Retirement System

e Phone Conversation with Michael DeVito, Director of Strategic Planning,
Management and Public Affairs, Massachusetts Public Employment Retirement
Commission

¢ Phone Conversation with Ronald Snell, National Conference of State Legislatures

Enclosures for Committee Record:

e Testimony of Eric Montarti
e Power Point Presentation

e “An Analysis of Local Government Pension Plans in Pennsylvania”
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PA’s Local Government Pension Plans,
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Aggregate Funded Ratio Comparison
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Local Pension Plans Segmented By
Range
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I.ocal Pension Plans: Full and Partial

Reimbursements
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Pittsburgh’s Municipal Pension Plans:
Funded Ratios
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Pittsburgh’s Plans: 2002 to 2007,
Change 1n Assets and Liabilities
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