House Box 202094

House Republican Policy Committee Harrisburg, PA 17120
Hon. Stanley E. Saylor (717)783-4704
Chairman www.pagoppolicy.com

Senate Majority Policy Committee Senate Box 203026
Hon. Edwin B. Erickson Harrisburg, PA 17120
Chairman (717)787-1350

www.senatorerickson.com

Pennsylvania’s Pension Systems: Joint Public Policy Hearing
Thursday, March 25, 2010
1:00 p.m. to 3:00 p.m.
TEK Park
9999 Hamilton Boulevard
Breinigsville, PA 18031
1* Floor, Multipurpose Room

Opening Statements

Pension System

1:00-1:50 Jeffrey Clay, Executive Director
Pennsylvania School Employees’ Retirement
System (PSERS)

Retirees and Employees
1:50-2:10 Richard Rowland, Executive Director
Pennsylvania Association of School Retirees

James P. Testerman, President
Pennsylvania State Education Association (PSEA)

School Districts

2:10-2:30 Roberta Marcus, President
Pennsylvania School Boards Association
Jeffrey Sultanik, Esq.
Fox Rothschild LLP

Taxpayers

2:30-2:50 Gerald B. Shesney and John Diamond

www.seniortaxfreeze.com

Closing Remarks



Pennsylvania School Boards Association
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Roberta M. Marcus
PSBA President and Parkland School District School Board Member

Good afternoon, Chairman Saylor and members of the House Republican Policy Committee. Thank
you for allowing me to offer testimony on the important issue of pension reform. My name is Roberta
Marcus and I am the Pennsylvania School Boards Association president and a Master School Board

member of Parkland School District.

While my co-testifier, Jeffrey Sultanik, will be able to delve into the effect the pension crisis will have
on school districts on a larger scale in his testimony, I would like to take this opportunity to discuss the
actual impact that the employer contribution rate “spike” and subsequent plateau will have on an
individual school district. Taking a look at Parkland School District as an example, the employer
contribution rate at 8.22% will cost the district an additional projected $1.2 million (gross) for the
2010-2011 school year. The following school year, 2011-2012, calculating at a projected employer
contribution rate of 10.59% will cost the school district an additional projected $1.8 million (gross) and
the projection of 29.22% for the 2012-2013 school year will amount to an additional projected $13.5
million (gross).' The additional net cost to Parkland School District will be approximately $6.7 million

or 2.87 mills.?

What tangible impact do these figures have on Parkland School District? I am not overstating in saying
that if nothing is done to mitigate the impending increase in employer contribution rates that are being
projected, the school district will be forced to examine and consider cuts to every expenditure it

makes, from nonessential programs to class-size to personnel.

! The projected dollar amounts for Parkland School District for the 2010-2011, 2011-2012, and 2012-2013 school years are
provided as gross figures. The gross figures represent the amount the Commonwealth and school district will be responsible
for, combined. The school district is reimbursed for fifty percent of the gross amount by the Commonwealth.

2 Please note that projections for Parkland School District were calculated assuming a three percent increase in payroll per
year. These numbers provide for a reasonable assumption of growth for the school district but are obviously subject to
change based upon actual growth.



As Mr. Sultanik will further explain, the economic crisis that the entire country has been battling has
had and will continue to have an impact on the financial state of school districts in the Commonwealth.
The largest funding source for Parkland School District, providing 71% of the district’s total funding,
is the local real estate tax, with the next largest local source of revenue, 7 % of the district’s total
funding, being derived from the collection of the Earned Income Tax (EIT).> Employment trends in
the Parkland School District are worrisome, affecting EIT collections, and the district has certainly felt
the effects of the downturn in the real estate market. Interest rates have moved downward meaning
that, for budgeting purposes, earnings from investments for 2010-2011 will decrease based on current
and projected interest rate movement. It is also important to note that other budgetary issues must be
considered when evaluating the school district’s overall financial state, including the Governor’s

budget proposal to level-fund special education for the second year in a row.

Parkland School District is not alone in the impact that will be felt. Attached to my testimony, you will
find the projected PSERS pension increases occurring in the school year 2012-2013 as compared to
2008-2009 for school districts located in Lehigh and Northampton counties, including numbers for
career and technical centers, area vocational technical schools and intermediate units that serve these
counties. For the school districts located in Lehigh County, the net employer contribution in dollars for
the 2008-2009 school year is more than $6.6 million; the net employer contribution in dollars for the
2012-2013 school year is projected to be more than $45.6 million, for an increase of more than $39
million. For school districts in Northampton County, the numbers are very similar, with the net
employer contribution in dollars for 2008-2009 at more than $6.3 million and the net employer
contribution in dollars for 2012-2013 at more than $46.2 million, there will be an increase of nearly
$40 million. That means that by the 2012-2013 school year, the net employer contribution will have
increased by 590.56% and 626.93% for Lehigh County and Northampton County, respective:ly.4 These

are obviously not small increases—these are valuable dollars that the district will not be able to spend

? Please note that the EIT collections are the second largest source of local revenue. Parkland School District receives 10.8
percent of its funding from the Commonwealth.

* The total figures for Lehigh and Northampton counties were calculated by PSBA staff using projections and calculations
provided by PSERS for each individual school district (see attachment). The PSERS projections were calculated using an
anticipated percentage of growth of payroll that differed from those used specifically for Parkland School District, based on
the pension system as a whole, which may account for some discrepancies between the numbers provided by PSERS and
those provided by Parkland School District.



on programs to improve the academic achievement and learning experience of its students making

them workforce or college ready.’

Also attached to my testimony today, you will find an outline of the short-term and long-term solutions
proposed by PSBA in response to the PSERS pension crisis. The long-term solution is embodied in
House Bill 2135 introduced by Representative Glen Grell and Senate Bill 1185 introduced by Senator
Gene Yaw. These bills create a hybrid pension system for future public school employees, changing
the current system from a 100% defined benefits system to a hybrid defined benefits/defined
contribution system. This hybrid system proposed by PSBA would still provide a viable pension
benefit to school employees, providing individuals at the time of retirement with the benefits earned by

both the defined benefit investments and their defined contribution benefits of the system.

We believe that the short-term solution to the spike will take a combination of finding a temporary
source of new revenue for the fund and employing some deferral of the system’s liability. Therefore, a
comprehensive solution to the pension crisis will involve a combination of three actions; first, reducing
benefit levels for future employees, second, finding a new source of revenue for the system and third,
deferring the system’s liabilities. Most importantly, however, is the reality that any one of these three
potential solutions without employing the other two will not completely resolve the problem. Both the
rate spike and the ensuing rate plateau must be addressed and that can only be done by implementing

all three actions.

At this time, I would like to turn it over to Mr. Sultanik who will discuss the challenges facing districts
overall, such as the impact the current economic recession has and will have on school districts and the
considerations those districts will have to make when addressing collective bargaining issues. Again, I
would like to thank the committee for the opportunity to present testimony here today and I and Beth
Winters from PSBA’s Governmental and Member Relations department would be happy to address

any questions that you may have.

> The net amounts provided in this testimony are the amounts the school districts alone are responsible for, calculated by
taking the total employer contribution amounts less the Commonwealth’s share.



the

PENSION CRISIS

Talking points -Pension Hybrid Legislation — HB 2135, SB 1185

HB 2135 (Grell — R- Cumberland) and SB 1185 (Yaw — R- Lycoming) represent PSBA’s long
term solution to the pension issue. These bills call for the creation of a hybrid pension system for
school employees, one that combines the advantages of a defined benefit and a defined
contribution system.

The bills would do the following:

Create a new class of employees, T-E, comprised of individuals who join the system after
June 30, 2010. These employees would be enrolled in the new hybrid system rather than
the current defined benefit system

Class T-E employees would earn the benefits of a defined benefit system, albeit at a
lower benefit level. Changes in the DB portion of the hybrid plan are:

o Multiplier lowered from 2.5% to 1%
. Vesting time increased from 5 years to 10 years
o Employee contribution lowered from 7.5% to 3.25%

Would create a defined contribution program to accompany the defined benefits portion.
The defined contribution plan would:

o Require a minimum 3% contribution on the part of school employees
o Require a 2% maximum contribution on the part of school employers
° Require PSERS to create a series of investment portfolios so that

members could invest their contributions. At least one of the investment
packages would be designated a default investment should a member not
choose any specific investment
o Requires PSERS to set the rules and regulations for investing in the D/C
fund
Sets a minimum employer contribution so that even when system is fully funded, the
lowest the employer rate could go would be 4%
Provides that increases in school district contributions to the pension system would be
capped at the Act 1 index. Should the increase in the school district share of the employer
contribution rate exceed the current year Act 1 index, the state would pick up the
difference between the new employer contribution rate and the index.



Advantages to taxpayers, school employers and the commonwealth:

System would gradually reduce the employer contribution rate as more members of the
current system retire and are replaced with members of the new hybrid plan

A reduction in the liability of taxpayers, school employers and the commonwealth to
ensure the provision of pension benefits

Provides a sensible method of reducing system costs and liabilities while continuing to
provide an adequate pension

Advantages to school employees:

Provides a sensible method of reducing system costs and liabilities while continuing to
provide an adequate pension.

Will provide anywhere from 53% to 63% of final average salary depending on stock
market performance and amount invested

Provides a pension system that is better than most private employers



2012-13 Employer Contribution Projections
Showing Increase for
Total Employer Contributions, Commonwealth Share & Net Employer Share

Over 2008-09 Year
1/27/2010
NON-SCHL 2008-09 2008-09 2012-13 Projected Proj d Proj d
PSERS | COUNTY| ENTITY? EMPLOYER ENTITY Tot Emp! Cont 2008-09 Net Projected Tot Emp Projected Projected 2012-131 2012-13 I 2012-13 Increase
EMPLR NAME | CHARTER NAME (Rate = 4.76% of Comm Employer Cont 2012-13 201213 Over Over Over
NBR SCHOOL? payroll) Share Share (Proj Rate = 29.22% | Comm Share | Net Emp Share 2008-09 2008-09 2008-09
of Payroll) Tot Emp Cont Comm Share Net Emp Share

5525 LEHIGH SD ALLENTOWN CITY SD 4,892,561.71 3,156,572.26 1,735,989.45 35,474,439.68  24,913,326.27 10,561,113.41 30,581,877.97 21,756,754.01 8,825,123.96
5530 LEHIGH SD CATASAUQUA AREA SD 576,611.96 288,305.98 288,305.98 4,180,833.57 2,228,471.91 1,852,361.66 3,604,221.61 1,940,165.93 1,664,055.68
5545 LEHIGH SD EAST PENN SD 2,261,972.09 1,130,886.04 1,130,986.04 16,400,854.42 8,200,427.21 8,200,427.21 14,138,882.33 7,069,441.17 7,069,441.17
5565 LEHIGH SD NORTHERN LEHIGH SD 574,394.17 317,373.90 257,020.27 4,164,753.04 2,417,074.48 1,747,678.56 3,580,358.87 2,099,700.59 1,490,658.29
5568 LEHIGH SD NORTHWESTERN LEHIGH SD 787,460.90 393,730.45 393,730.45 5,708,504.01 2,854,252.01 2,854,252.01 4,921,043.11 2,460,521.55 2,460,521.55
55670 LEHIGH SD PARKLAND SD 2,852,376.42 1,426,188.21 1,426,188.21 20,682,081.84 10,341,040.92 10,341,040.92 17,829,705.42 8,914,852.71 8,914,852.71
5575 LEHIGH SD SALISBURY TOWNSHIP SD 630,165.53 315,082.77 315,082.77 4,569,133.82 2,284,566.91 2,284,566.91 3,938,968.29 1,969,484.14 1,969,484.14
5580 LEHIGH sD SOUTHERN LEHIGH SD 989,603.59 494,801.80 494,801.80 7,174,977.02 3,587,488.51 3,587,488.51 6,185,373.43 3,092,686.72 3,092,686.72
5594 LEHIGH SD WHITEHALL-COPLAY SD 1,124,227.33 562,113.67 562,113.67 8,154,916.37 4,077,458.19 4,077,458.19 7,030,689.04 3,515,344.52 3,515,344.52
6808 NORTHAM SD BANGOR AREA SD 1,027,067.16 580,153.35 446,913.81 7.446,943.75 4,305,883.50 3,141,060.25 6,419,876.60 3,725,730.16 2,694,146.44
€818  NORTHAM SD BETHLEHEM AREA SD 4,505,507.83 2,252,753.91 2,252,753.91 32,668,954.83 16,334,477 .42 16,334,477.42 28,163,447.00 14,081,723.50 14,081,723.50
6852 NORTHAM sD EASTON AREA SD 2,589,799.42 1,326,538.69 1,263,260.72 18,774,721.61 9,387,360.81 9,387,360.81 16,184,922 19 8,060,822.11 8,124,100.08
6901  NORTHAM sD NAZARETH AREA SD 1,263,388.00 631,694.00 631,694.00 9,160,432.54 4,580,216.27 4,580,216.27 7,897,044.53 3,948,522.27 3,948,522.27
6910 NORTHAM sD NORTHAMPTON AREA SD 1,543,722.65 771,861.33 771,861.33 11,193,051.70 5,596,525.85 5,696,525.85 9,649,329.04 4,824,664.52 4,824,664.52
6923 NORTHAM SD PEN ARGYL AREA SD 503,981.54 257,863.45 246,118.09 3,653,730.26 1,905,913.91 1,747,816.35 3,149,748.72 1,648,050.46 1,501,698.26
6875 NORTHAM sD SAUCON VALLEY SD 831,760.01 415,880.00 415,880.00 6,028,117.58 3,014,058.79 3,014,058.79 5,196,357.57 2,598,178.79 2,598,178.79
6978 NORTHAM sD WILSON AREA SD 674,138.15 340,883.24 333,254.92 4,887,965.59 2,443,982.80 2,443,982.80 4,213,827.44 2,103,099.56 2,110,727.88
5554 LEHIGH CTC LEHIGH CAREER & TECHNICAL IN¢ 532,528.40 266,264.20 266,264.20 3,861,197.44 1,935,646.49 1,925,550.95 3,328,669.03 1,669,382.28 1,659,286.75
6819 NORTHAM CcTC BETHLEHEM AVTS 229,107.00 114,553.50 114,553.50 1,661,183.43 830,591.71 830,591.71 1,432,076.43 716,038.21 716,038.21
6963 NORTHAM CTC CAREER INSTITUTE OF TECHNOL( 158,249.96 80,983.66 77,266.31 1,147,421.15 573,710.58 5§73,710.58 989,171.19 492,726.92 496,444.27
92914 LV} CARBON-LEHIGH | U 1,612,626.28 812,835.11 799,791.17 11,692,650.40 5,865,017.64 5,727,632.76 10,080,024.12 5,152,182.53 4,927,841.59
9922 LV} COLONIAL U 1,656,103.74 890,672.74 765,431.00 12,007,891.95 6,351,751.21 5,666,140.73 10,351,788.21 5,461,078.48 4,890,709.73
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Testimony of PSEA - Joint Hearing on PSERS March 25, 2010

Good morning, Chairman Erickson, Chairman Saylor, and members the Senate and
House Republican Policy Committees. My name is James Testerman. | am a middle
school science teacher currently on leave from Central York School District while | serve
my elected term as President of the Pennsylvania State Education Association (PSEA).
On behalf of PSEA’s 191,000 members representing all aspects of education services
throughout Pennsylvania, thank you for inviting me to share our views on the critical
issue of the Commonwealth’s pension system for public school employees.

In my decades of involvement with PSEA, | have never seen an issue motivate our
members more than the issue of preserving retirement security now and into the future.
I'll share with you four important truths that are motivating our members to speak out:
1) The current defined benefit pension plan is critical for recruiting and retaining
quality public school employees, which benefits students, their families, and their
communities.

2) The projected spike in employer payments has almost tripled from 2007 to today.
This increase was not the result of any change in benefits. It is primarily the
result of significant investment losses in 2008 and 2009, the continued lack of
employer funding and a change in PSERS earnings assumption.

3) School employees have never stopped making their pension contributions. They
have paid more than twice as much into the system as their employers over the
last 10 years.

4) Many of the “solutions” being discussed make for good sound bites but will do
nothing to lessen the projected payment increases. In fact, some of them would
actually cause an increase in employer payments in the near future and hurt the
ability to attract and retain quality education professionals over the long term.

The Pew Center on the States recently released a survey of state-administered pension
plans. It appears that Pennsylvania is not alone in facing a funding challenge, and Pew
has blamed a decade’s worth of poor policy decisions for leaving pension plans short
funded.

Pew deemed 16 states as solid performers in how they fund pensions and they are not
in the situation we find ourselves today. Fifteen states, including Pennsylvania, were
determined to need improvement, and 19 more states were considered to be facing
serious concerns.

Ironically, the seeds of the problems confronting many of these states were sown during
the best of economic times in the late 1990’s.

During the late 1990’s, PSERS investment earnings topped 15% each year, on
average, over a 5-year period, and PSERS funded ratio increased to 123%.
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As a result of these high funding levels and a lack of an employer contribution rate floor,
one of the major line items in the state and school districts’ budgets began to disappear.
Employer pension contributions, which averaged 12.67 percent of payroll in the period
between 1960 and 2001, suddenly fell to 0.

For one brief moment, it looked as though pension benefits could be funded totally
through investment earnings. Then the economy went into a tailspin. Starting with the
bursting of the dot.com bubble, PSERS incurred significant investment losses and the
losses continued to mount over a two year period.

There was a need at this point to appropriately increase PSERS’ employer pension rate
to reflect the total costs of Act 9, which were amplified by the investment losses;
however, it could not have come at a worse time for the Commonwealth. State
revenues were falling due to the recession, and a large budget deficit was developing.

So the Legislature passed Act 38 in 2002 and then Act 40 in 2003, in both cases
deferring payment of pension liabilities. As a result, the pension rate has remained
artificially low, averaging 3.56% from 2001 to today.

PSERS funded ratio declined from 123% in 2000 to 104.8% in 2002, and today stands
at 79.2%. This will continue to drop unless there is a substantial increase in employer
contributions.

Meanwhile, employees have been making their contributions all along.

The problems developed when the employer rate was allowed to fall to such a low level
that even getting it back up to normal levels became a huge challenge. This set the
stage for the current problem. PSERS has been shortchanged for 10 years, and,
effectively, they were not allowed to build up any reserves to help weather the next
economic downturn when it came.

This problem has been apparent for many years.

PSEA has been concerned about the situation since talk of a pending crisis of
underfunding for PSERS and SERS arose. In fact, members of the Committee who
have been here for a few years might remember PSEA’s previous testimony that
pointed to two giant warning flags of the 2004 Joint State Government Commission
report and a performance audit conducted by the Auditor General.

We all have known that legislation was necessary to adopt a proper funding strategy for
PSERS as long as five years ago, but no steps have been taken to shore up finances or
make adequate contributions.

So what are the options? They are exactly the same as they were back in 2006, except
the problem has now gotten much larger due to delay.
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As PSERS has indicated, the solutions fall into three categories:
1) Increasing the funding,
2) Deferring the payment of liabilities, or
3) Decrease costs/liabilities.

We expect that any final plan will probably include some changes in each area. PSEA
is willing to work with you in coming up with a responsible solution that at the same time
keeps alive the promise of a secure retirement for our members.

Where PSEA is most concerned is with some of the ideologically-based proposals that
abandon the current system for a defined contribution plan with 401(k)-type accounts.

We see these as “silver bullet” solutions that may make for good sound bites, but would
have absolutely no impact on the pension spike. Even if retirement benefits were totally
eliminated for all new school employees — mind you not something | am advocating -
the pension spike would still exist. These are costs that have been deferred by previous
General Assemblies and they will still need to be paid regardless of what is done on the
benefit side of the equation.

Any potential savings from a defined contribution plan only comes from a reduction in
the level of benefits, not the move to a defined contribution plan itself. Defined
contribution plans are actually more costly for the same level of benefits.

Even if the legislature would put all new employees in a defined contribution plan, with a
greatly reduced level of benefits, any savings would be 30 years away. Meanwhile, the
additional cost of running two separate plans would start immediately.
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| also urge you to consider the unintended negative costs to the education profession
and the Commonwealth, which would start immediately accruing. Defined benefit
pension plans are not just better for the employees you represent, they are also better
for employers. Investment returns in a defined benefit plan cover a large portion of
retiree pension obligations. These plans also cost half as much to administer as
defined contribution plans; reduce turnover, which contributes to a stable learning
environment for children; and provide employee dollars for the Pennsylvania economy,
business, and job creation.

Finally, | would like to challenge the argument that defined benefit pension plans are not
sustainable.

Ten years ago, PSERS was 123% funded and the Governor’s Office and the
Legislature were operating from the premise that public pension funds could be
sustained from investment earnings alone. There would be no need for employer
contributions.

This was all based on a run of 5-years when PSERS earned more than 15% on average
each year.

Perhaps we can borrow a phrase from Alan Greenspan and call this a period of
“irrational exuberance.”

Then PSERS suffered losses in 2001, 2002 and underperformed in 2003, and the
irrational exuberance was shaken but not lost. It returned as PSERS earnings climbed
to 19.67 percent in 2004, 12.87 percent in 2005, 15.26 percent in 2006, and 22.93
percent in 2007. Policymakers continued to assume that PSERS would generate
enough money to allow them to continue on a payment holiday and avoid making
proper contributions.

| think all of us here today will today agree that these assumptions were irrational and
helped set the stage for the looming funding crisis.

PSERS has now had two years of losses, -2.82 in 2008 and -26.54 in 2009. The scale
of the loss in 2009 was almost unprecedented; the largest since the Great Depression.

Again, borrowing from Alan Greenspan, we have entered a period of “irrational despair”
and we hear from some that PSERS is unsustainable. We have swung from irrational
exuberance the whole way to irrational despair, all with a 10-year period.

Sound policy decisions require a longer term perspective.

First, | want to remind the committees that PSERS was formed in 1917, and it has
survived the Great Depression and all the ups and downs in the economy for a period of
93 years.
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The current rate spike comes on the heels of a decade when the median annualized
investment returns of public pension funds like PSERS have averaged 3.9%* as a result
of two very severe recessions. It also comes on the heels of a decade in which
Pennsylvania and many other states have shortchanged their pension funds.

Members of the committee should reflect on the fact that the median annualized
investment returns of public pension funds over a twenty year period has been 8.1%*,
even with the two recessions. They were actually even higher, 9.3%*, over a twenty-
five year period. Both of these figures point to the sustainability of the fund.

Defined benéefit plans benefit have long investment horizons. As long as cash is flowing
into the plans, the pension funds can ride out a down market and stand ready to
participate in the next recovery.

it is these long-term investment horizons that permit defined benefit pension plans don't
just provide retirement security not only for participants, but also strength and stability to
the U.S. economy as well.

With a sustained level of contributions by employees and their employers, and
investment returns at nearer to these long term averages, defined benefit pension plans
are sustainable.

PSEA urges the Senate and House Policy Committees to do some homework on all the
proposed solutions, assess them, and examine the impact on the pension spike.

Our members trust that you will make informed and responsible decisions about the
future of the fund into which they contributed to achieve the promise of a secure
retirement. We stand ready to work with you to ensure that you fully consider the
impact on school employees of any changes you adopt.

Thank you for the opportunity to testify on this important issue.
*March 2010 NASRA Issue Brief: Public Pension Plan Investment Return Assumptions
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Chairmen Saylor and Erickson, members of the House and Senate Republican Policy
Committees, thank you for this opportunity to present our views and to offer some
suggestions for resolving the very real and very serious funding problems with our
Public School Employees’ Retirement System (PSERS). My name is Richard Rowland
and | am the Executive Director for the Pennsylvania Association of School Retirees,
otherwise known as the PASR, and | have served in this capacity for nearly 22 years.
Our organization is a volunteer membership organization, consisting of over 36,000
retired public school employees-- including retired teachers, administrators, and school
support staff in every county and having past or present ties with all of the active
employee unions and professional organizations. We are, though, an independent
organization that is governed exclusively by school retirees elected by our members
across the state.

Since our founding in 1937, PASR has served as a watchdog for PSERS and as a
retirement security advocate for all persons retiring from the public schools of
Pennsylvania. Our mission is to help ensure that PSERS is managed in the best
interests of both the members and the taxpayers of this state, and to promote the
changes necessary to ensure continued financial security in retirement for all persons
who retire from the public schools of Pennsylvania.

| appear here today not to reiterate the funding problems or add any more facts and
figures to what our very able PSERS administrators have presented. Nor am | here to
point fingers of blame at any or all of the administration officials, legislators,
employee/retiree organizations or individuals who may have played a role in bringing us
to this point. | am here at the direction of my Board to offer you ideas for solving the
problems we face, all of the retirement problems, and to urge you to take action now to
pass a comprehensive pension reform measure that addresses the concerns and
serves the needs of all Pennsylvanians, the members of the systems and the taxpayers
of Pennsylvania who support our systems.

The funding problems of our retirement system and the causes are well known, if not
entirely understood by everyone. They have been known for a very long time,
harkening back to 2001 when the legislature enacted the infamous benefit changes in

1



ACT 9 of 2001 and the nation experienced its last economic recession. Those of you
who served in the legislature at the time may recall what your colleague and
representative on the PSERS Board in 2001, Representative Steve Nickol, stated
publicly when he voted against the measure and declined the pension increases offered
to legislators in the bill. He voiced concern for projections showing state and local costs
rising dramatically in the next decade, saying “Even if we have normal market
conditions, there will be a price to pay at that point in time and the employers will have
to pay it.” (Patriot News, May 8, 2001) In reality, the warnings began in 1993 when our
Association held a rally on the Capitol steps with more than 3,000 members to protest a
proposal by then Govemnor Bob Casey to balance the budget with actuarial
manipulations and reductions in the employer contribution rates.

It is what it is, though. We can waste more time arguing amongst ourselves and
between the various groups and organizations about whether our dilemma was caused
by the market declines, the benefit increases enacted in 2001 and 2002, or the fact that
the state and school districts have contributed less to the retirement systems than what
the actuaries have said is necessary to pay for the benefits that employees were
earning each year for twelve consecutive years. Or, we can accept the fact that all of
these things contributed to cause the problems and take appropriate actions to fix the
Systems.

In our view, there are three main areas that need to be addressed in a comprehensive
pension reform measure and we wish to offer specific suggestions to resolve each.
First, without question, we must take action to avert the dramatic increases in employer
contribution rates set to occur in 2012 that would undoubtedly trigger massive state and
local tax hikes. Second, we must address the public’s concerns with the relatively high
level of retirement benefits promised to public sector workers and work to bring down
the costs of providing those benefits. And, third, we must enact a better, more cost
efficient way to provide for annuitants’ cost of living needs.

To avert the 2012 spike in employer contribution rates (which many are now rightly
calling a rate plateau) there is no question in our minds that the state must direct a
fresh-start refinancing of its retirement systems and impose constraints on the amounts
that employer contribution rates can either increase or decrease over the next decade.
We agree with the experts at our retirement systems that the funds can not earn their
way out of this mess. We do not agree, though, that the taxpayers have to contribute all
that the systems need to pay their existing unfunded accrued liabilities. What will fix the
problem is a combination of higher employer contributions and higher than expected
investment earnings that will occur as the national economy recovers from this
recession.



Specifically, we recommend the following:

¢ Direct a fresh-start refinancing of the retirement systems.

e Establish consistent 30 year amortization periods for recognition
gains/losses and funding active member benefit obligations, i.e. reinstate
proper actuarial funding methods.

¢ Reinstitute 20-year amortization periods for funding past and future ad hoc
COLAs.

o Extend smoothing period to at least 10 years for recognition of annual
investment gains/losses used in the calculation of actuarial value of assets.

¢ Increase minimum employer contribution rates to equal normal cost rate
determined by the actuaries.

e Impose temporary collars on annual changes in the employer contribution
rate (+/- 3% of payroll per year), to expire when systems fully implement
new 10-year smoothing method--allowing the contribution rates to rise
gradually if markets remain depressed and/or not decline dramatically if
markets take off.

Please note that some elements of this approach were recently advocated by Governor
Rendell in his budget address, specifically the implementation of a fresh start
refinancing and collaring of the employer contribution rates over the next 10 years.
There are some significant differences, however, in that the Governor’s proposal as we
understand it would seek to prevent the employer contribution rates from rising more
than 1% of payroll this year, and 3% of payroll in subsequent years. Nor do we believe
that the Governor’s proposal seeks to raise the minimum employer contribution rate to
equal the systems’ normal costs.

We urge your caucuses to oppose the Governor’s refinancing plan as it will add to the
existing funding problems. It would cause more havoc for school districts in their budget
processes this year. And it will do nothing to prevent the state and school districts from
underfunding the retirement systems again in subsequent years.

The PSERS Board of Trustees voted last December to increase the employer
contribution rates to 8.22% of payroll for fiscal year 2010/2011, including 7.58% for
pensions and .64% for the health insurance premium subsidies. School districts are in
the process right now of constructing and adopting budgets containing the required
increase in contribution rates, which is up from the 4.78% that the state and school
districts are contributing this year. By the time the General Assembly might get around
to passing legislation requiring PSERS to reduce the employer contribution rates for
next year, as advocated by the Governor in his budget address, most if not all school



districts will have already adopted their budgets containing the higher, 8.22% rate set by
the PSERS Board last December.

Everyone understands, we hope, that employer contribution rates need to be increased.
We cannot continue contributing substantially less than what the actuaries calculate is
needed to pay for the retirement benefits that employees earn with each additional year
of service. The state and school districts need to contribute 8.08% just to pay for the
benefits that active employees earn each year. That is what the actuaries refer to as the
normal cost. The Governor’s proposal will further delay getting the employer
contribution rates up high enough to cover the normal cost each year, to stop the
bleeding and adding to the systems’ unfunded accrued liabilities each year that occurs
from failing to contribute what is necessary to pay for the benefits earned each year.

As our retirement systems have reported, the markets have begun to turn around. Now
is the time to give the systems more money to invest, when the values are low and the
markets are rising, not a year from now when stock and bond prices will be much
higher. Remember, the more the systems are able to generate from investment
earnings, the less taxpayers will ultimately need to contribute to ensure that the benefit
obligations are met. We need to give PSERS money to invest now, so they can do
what prudent investors always do...buy low and sell high.

The employer contribution rate increase to 7.58% for pensions in 2010/11 will bring us
close to the 8.08% stated by the actuaries as necessary to meet the system’s normal
cost obligations, and provide the opportunity to increase the minimum contribution rate
prescribed in the Retirement Codes for subsequent years. We believe raising the
minimum contribution rate to equal the normal cost is essential to prevent a recurrence
of underfunding by the employers.

Employer contribution rates will need to continue increasing, to begin paying down the
unfunded accrued liabilities, but not in the manner nor to the degree that the PSERS
Board will be required to raise rates under the existing provisions of the Retirement
Code. Much of the existing unfunded liability is attributable to the decline in investment
asset values wrought by the recession. The markets will rebound as the economy
recovers and the appreciation of investment values will eradicate much of the unfunded
liability that appears today. Exactly when and/or how much PSERS’ assets will
increase to help pay off the unfunded liabilities is unknown. No one can predict the
markets. But history has consistently shown that following economic recessions and
periods of market declines the systems experience multiple years of higher than
expected investment returns. We need time to determine how much of the unfunded
liabilities will be eradicated by investment earnings as the economy rebounds.



Taxpayers should not be required to bear the entire burden of eradicating the systems
debts at this time.

Our proposal, to extend what is called the “smoothing method” for calculating the
actuarial value of assets, will promote greater stability in employer contribution rates.
The present 5-year method is too short for today’s economy and the volatility of the
markets. Our proposal is to move to a 10-year smoothing period and over the next 10
years, while the systems are working to fully implement the changes in actuarial
methods, impose constraints on the total amounts that employer contribution rates can
be raised or decreased in any one year. We agree with the Pennsylvania School
Business Officials (PASBO) Association and the Governor that a provision limiting
annual increases or decreases in the employer contribution rate to 3% of payroli is
reasonable and appropriate.

There are some, perhaps in the media, who might want to characterize these
suggestions as another attempt to avoid paying down the systems’ unfunded accrued
liabilities and seeking to “kick the can down the road” another 10 years. That is
absolutely not the case. A key difference and essential component of our proposal is to
raise the employer contribution rate to equal the normal cost and allow the employer
contribution rates to continue rising at a controlled rate each year, a rate that is within
the ability of the state and school! districts to plan for and incorporate in their budgets
without having to raise taxes.

The actuarial method changes enacted by the legislature previously, in ACT 9 of 2001,
ACT 38 of 2002, and in ACT 40 of 2003, all sought to constrain the increase in
employer contribution rates and keep the rates below the normal cost. Those actions
did indeed kick the can down the road and, in fact, grew the unfunded accrued liabilities
for our systems. Our suggestions to set the minimum employer contribution rate to
equal the normal cost and allowing the contribution rates to rise above the normal cost
in subsequent years, in a controlled and affordable manner, would stop the bleeding—
the adding to the unfunded accrued liabilities—and begin paying down the debt.

As | noted earlier, the normal cost for PSERS is now 8.08% of total pay. That is what
the state and school districts need to contribute to ensure that the PSERS Fund will
have enough to pay the retirement benefits earn each year when they ultimately retire
and live out their lives in retirement. Many will argue that this is too high a cost burden
on the taxpayers of Pennsylvania. It is well above that which most large scale
employers contribute to retirement savings plans for their employees. We agree that
the costs are too high and need to be reduced.



As you know, the Pennsylvania School Boards Association (PSBA) has advanced a
proposal to establish a hybrid pension plan for all individuals hired to work in the public
schools going forward. One of the things we find troubling about PSBA’s advocacy of
this proposal is that they and others so often preface discussion on the proposal with
fear mongering about the projected employer contribution rate increases currently
prescribed in the Retirement Code. We need everyone to be absolutely clear in their
understandings that PSBA’s hybrid proposal does nothing to eliminate or reduce the
dramatic employer contribution rate increases, the so called rate spike or plateau that
will devastate the budgets of the state and all school districts. It does nothing to avert
the massive tax increases that would be required if the legislature fails to amend the
actuarial funding methods currently prescribed in the Retirement Code.

The only thing PSBA’s proposal would do about the spike is shift most of the
responsibility for paying the contribution rate increases needed to fund the existing
benefit promises onto the State. This is but taking the dollars out of the pocket from
which Pennsylvanians pay state sales and income taxes, instead of the pocket from
which we pay our local school taxes. In fact, as PSBA readily acknowledges, adoption
of their proposal would impose higher costs on Pennsylvania’s taxpayers in the short-
term. The state would have to incur the additional and very significant expense of
setting up and operating an entirely new retirement plan serving future employees, while
continuing to operate the existing defined benefit plan for current employees and
annuitants. They need also understand that adoption of their proposal would aggravate
the funding problems of the existing system, robbing the current fund of contributions by
and for new hires that could be invested and help retire the existing unfunded accrued
liabilities.

It is difficult for people to recognize, looking at things at this moment in time, from the
depths of this great recession, that PSERS historically has generated more than it has
expected from its investments over extended periods of time. When we are looking at
mature, defined benefit plans like we have with PSERS it is important to keep a long-
term perspective. The current benefit obligations are not all due for payment today.
The System is obligated to pay the pension benefits that have been earned to date over
the next 50 or more years. Take any twenty year period in the System'’s history and you
will find that PSERS has generated more than it expected from its investments. Look at
the past 20 years. If | am not mistaken, from Jeff Clay’s testimony to the Senate
Finance Committee, | believe he reported that PSERS generated an average annual
return of 10.6% over the past 20 years-—well above the 8.5% annual eamings
assumption it used during that period.

The PSBA proposal seeks to reduce costs over the long-term by capping the amounts
that the state and school districts will contribute to provide retirement benefits to new
6



hires. The proposal, as | understand it, wouid continue to require that employers
contribute a minimum of 4% of payroll for the defined benefit portion of the benefit, and
up to 2% into individual savings accounts for the employees, for a total of at least 6%.
Yes, 6% is significantly less the 8.08% normal cost to fund the existing benefit levels
promised to current emplioyees. But there is a simpler and more cost effective way to
bring down employer contribution rates for new hires to the levels advocated by PSBA
and that is to reduce the promised benefit levels for new hires that are currently
prescribed in the Retirement Code.

We are advocating that a comprehensive pension reform proposal contain
provisions to restore the 2% formula and revert to the 10-year vesting
requirement that was in place prior to ACT 9 of 2001, for all new hires. We believe
the 10-year vesting requirement that existed previously served well to promote
longevity, to encourage teachers and other highly skilled professionals working in our
schools to remain in education, and we believe that the previous 2% formula was
sufficient to enable school employees to achieve their personal goal for retirement—the
same goal we all have.

It is the goal and dream of all workers, public and private sector employee alike, to be
able to retire with an income that enables them to maintain the standard of living they
achieved for themselves at the end of their working careers. We want to stop working,
yet have the ability to continue spending that which we have become accustomed to
spending to serve our personal needs and interests. Financial planners and retirement
experts will all tell you that individuals need incomes at retirement equal to between 80-
90% of their pre-retirement income, with provisions to regularly adjust those retirement
incomes upward to offset inflation, in order to maintain their standards of living
throughout retirement.

The 2% formula in effect prior to the enactment of ACT 9 of 2001, coupled with the
Social Security benefits that school employees are entitled to receive, was right on
target in terms of providing career employees (those who spend 30-35 years in service
to the Commonwealth and its school districts) with a retirement income equal to
between 80 and 90% of their pre-retirement income. The 2.5% formula that exists
today is overly generous and should be reduced for new hires.

In 2001, prior to the enactment of ACT 9, the employers normal cost rate was 5.63% of
payroll—less than the amount that PSBA is advocating employers contribute for new
hires in its hybrid proposal. We don’t need to incur higher costs in the short term setting
up a new system in order to produce long-term savings. We don’t need to rob the
current system of the means to generate higher than expected earnings over time to
reduce the unfunded liabilities. And we don’t need to run the risk that employees will fail
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to contribute enough, or earn enough, in this new system to retire and maintain their
standards of living in retirement. We need simply to reinstate the 2% formula for new
hires.

The contributions required to pay for the benefits accrued by new hires will fall to around
6% or less, and will remain around that level consistently throughout their careers if our
funding suggestions are adopted as part of a comprehensive pension reform measure.
The setting of minimal contribution rates equal to the normal cost, and extending the
smoothing method to 10 years will serve to stabilize annual empioyer contribution rates
and keep them close to 6% for the new hires.

The Public Employees Retirement Commission (PERC) conducted an analysis and
issued a report in 2003/04 of the benefits provided from ACT 9. It concluded that for
individuals retiring with 35 years of service, when Social Security benefits kick in, their
total income in retirement would range from 120-140% of their pre-retirement income.
That is excessive and it is unnecessary to attract individuals to choose careers in public
education.

What is often overlooked in that report and other reports issued by PERC are their
discussions and analysis of cost-of-living adjustments (COLAs) and our state’s unusual
practice of enabling individuals to withdraw their contributions and a portion of the
earnings generated from those contributions in lump sum at retirement. If you are to
enact a comprehensive pension reform measure, and we believe it is vital that you do
$O, we urge you to address and resolve these issues as well.

Please understand, COLAs are a vital component of any retirement plan. Ask any
financial planner. One must have the ability to receive periodic adjustments in their
retirement income, to offset inflation experience; otherwise he/she will experience
continuous declines in their standards of living. That is certainly not good for the
individual and it is harmful for the economy. What happens when individuals on fixed
incomes don’t receive COLAs is that they are forced to curtail spending, first on
discretionary things like taking their families to dinner, golfing, or whatever recreational
activities they enjoy. That may sound trivial, unnecessary to some, but it is important to
recognize that it is that discretionary spending that fuels so much of our economy.

It is simply not true that only retired public employees receive COLAs. All Social
Security recipients receive COLAs. Social Security is also a defined benefit pension
plan, albeit a very poorly constructed plan in terms of its funding and not at all like our
pension plans. Social Security is essentially a pay as you go system, whereas our
public employee systems are structured to provide that the full amount needed to pay



the promised benefits to the recipients for life is on reserve in the system on the dates
the individuals retire.

The majority of private sector employees today, if they have any retirement savings plan
at all provided by or through their employees, have defined contribution, 401-k type
plans. In this kind of plan, the individual manages withdrawais from his/her account. If
their costs of living increase, they can withdraw greater amounts from their retirement
accounts to pay those costs at will. Prior to this current recession, when the markets
were running strong, all retirees with private retirement accounts did just that—gave
themselves COLAs. Pennsylvania’s retired public school employees have not received
any cost of living adjustments in their pensions for eight years now.

in a defined benefit plan, the funds are managed for the members of the plan by
professionals and disbursements are governed by law. The Legislature has ultimate
oversight responsibility and the decision making responsibility for benefit levels and
distributions. In short, when retired public employees need cost of living adjustments,
as all retired persons do, they must beg for their legislators to enact legislation
authorizing additional disbursements from their collective retirement fund.

PERC has consistently pointed out in its reports over the years that Pennsylvania’s
state and public school employee retirement systems have a serious deficiency in that
they are not authorized to provide COLAs. Moreover, the Boards are prohibited in their
process of determining employer contribution rates from anticipating the enactment of
COLAs and accumulating the reserves necessary to pay for the increases if and when
the legislature authorizes one. When a COLA bill is passed, the funds to pay for the
increases are borrowed from the assets accumulating in the Fund to pay for the pension
benefits of the active employees who will be retiring in the future. The employer
contribution rates for succeeding years are increased to repay the monies borrowed to
pay for the COLA and reimburse the fund for the investment earnings that it expects to
lose from having taken those monies out.

PERC has recommended for many years, as have we, that COLAs need to be
anticipated and provisions made to prefund these benefit obligations. Few people
recognize or understand that the pension benefits provided by these systems are not
funded entirely by taxpayers (from the state and school district contributions), or by
employees from their contributions, but primarily by investment earnings generated from
those contributions. 70 cents of every dollar paid out in pension benefits was derived
from investment earnings. The same principles applied in our System to fund the basic
pension obligations should have been extended to fund COLAs... contribute relatively
small amounts, invest those contributions over many years, and enable the investment
earnings to pay most the costs of providing the benefits.
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Unfortunately this was not done and the numbers of individuals expected to retire in the
next several years will grow the annuitant population to the point where the Fund will
simply not be able to provide COLAs that are paid for as they have been in the past. An
alternative means of providing for the COLA needs of these future retirees needs to be
enacted now.

We are advocating that all current and future employees be extended an option at
retirement to secure the purchasing power of the annuities they earned from their years
of service. Specifically, we are recommending that employees be given the option
of leaving their accumulated contributions in the Fund, instead of withdrawing
the contributions in lump sum and receiving a reduced monthly annuity as they
can elect to do now. The system could then continue to invest those contributions for
the members and, from the earnings generated from the members’ contributions, adjust
their monthly annuities each year in accordance with the rates of inflation they
experience.

We have been told that the retirement systems have conducted some internal analyses
and concluded that the accumulated contribution and interest amounts that employees
withdraw today have risen to the point where they could, if left in the system, provide the
employees annual COLAs with a 3% cap. Employees should now be given the option of
securing their own retirements. If they want to continue taking their contributions out in
lump sum, inform them that in doing so they will be assuming personal responsibility for
investing those funds and providing for their own COLA needs. Or, give employees the
option of letting PSERS continue to invest their contributions and returning the
contributions and investment revenues generated from those contributions in the form of
COLAs.

This change would address the COLA needs of future retirees, leaving us with the
challenge of addressing the COLA needs of our current retirees. It is important to
recognize and understand first that, prior to this point in time, the lump sum withdrawal
amounts taken by employees at retirement were not large enough for them to invest
and generate enough earnings to provide themselves COLAs. There are many retirees
still with us who didn’t even have the option of taking a lump-sum withdrawal when they
retired. The great majority of today’s retirees began and spent most of their careers
working for very low salaries and, thus, did not contribute and receive back great
amounts in lump sums at retirement—certainly not great enough to invest and totally
provide for their own COLA needs.

The ad hoc COLAs enacted by the Commonwealth in the past have always sought to
render partial assistance for retirees to maintain their standards of living, not provide
adjustments to fully compensate for the inflation experience. All prior COLAs were
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generally structured to provide the eligible annuitants with adjustments equal to one half
the rate of inflation they experienced since the previous COLA was enacted and most
employed graduated scales of percentage increases granting higher replacement
amounts to longer term retirees. The COLA policies and practices started more than 40
years ago when the voters approved an amendment to the Constitution granting the
General Assembly authority to increase pension amounts for annuitants.

The one-half inflation experience target with greater adjustments for the elder retirees
recognizes the fact that public school retirees generally have three sources of income in
retirement—their state pension, their Social Security benefits which are fully indexed to
inflation, and their private savings and investments which should generate returns
greater than inflation. In order to help retirees maintain their standards of living in
retirement the amount of adjustment needed for their pensions is generally one-half the
rate of inflation, because their private savings and investments are expected to produce
returns greater than the rate of inflation. The private savings and investments, for public
school retirees, consist mainly of the amounts they withdraw in lump sum at retirement.
Again, the lump sums withdrawn many years ago by the elder retirees, if they were able
to take a lump sum, were too small to generate much additional income. That is the
principle reason why higher percentage adjustments have historically been provided to
the relatively small groups of long-term retirees in most previous COLAs.

What we are suggesting, as part of a comprehensive pension reform measure, that you
address the urgent needs of the existing retirees with a COLA similar to all those the
General Assembly has enacted in the past, with one very important change. The data
and study conducted by PERC in 2003/04 clearly indicates that the COLA needs of
individuals who retired since 2001, with the higher benefit pension formula provided
from ACT 9, are different than the needs of individuals who retired before then. They
differ not though in terms of their need for COLAs, everyone needs COLAs in retirement
to maintain their pre-retirement standards of living, but in terms of timing.

The study indicates, for at least the career employee with 30+ years of service, their
pension and Social Security retirement incomes combined produce between 120-140%
of their pre-retirement income. According to that study, these individuals, who were
able to in effect raise their incomes by retiring, should not require a cost-of- living
adjustment for ten years. At that point, inflation will have eroded their pension income
to the point where adjustments will be needed to help them maintain their pre-retirement
level of income/purchasing power.

We recommend the provisions of HB 1970 be incorporated in a comprehensive
pension reform bill, with a restriction added to delay receipt of the proposed
adjustments for beneficiaries of the ACT 9 pension formula change in accordance
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with PERC’s benefit study and recommendations. HB 1970 is the COLA bill
advocated by all state and school employee organizations, and it is structured just as
most previous COLAs were structured, with the inflation replacement targets discussed
above. In short, we are suggesting you treat ACT 9 beneficiaries like you have treated
early retirees in past COLAs. Early retirees, those who retired before achieving the
superannuation or normal retirement age requirements, were not excluded in the
COLAs passed previously, but they were restricted from receiving the increases until
that point in time when they would have achieved superannuation had they continued
working. Don't exclude ACT 9 beneficiaries, but don’t give them the adjustments until
they actually need them.

| hope you appreciate the risk we are taking, a volunteer membership organization,
suggesting that some of our colleagues be subject to further delays in receiving an
increase in their pensions. We would all like to receive more money. The present
realities dictate, however, that we focus on providing not what people want but on what
they need.

There is a tremendous need by school retirees for cost-of-living assistance. | could
easily spend days providing you with real life examples of our members’ suffering. As
legislators, though, | suspect you have heard the cries for help from your constituents,
first hand and many times over. The dilemma has been how do you provide for their
needs with the funding challenges the retirement systems have now and the threat of
massive tax increases these challenges pose for all of us taxpayers. The answer is to
do it as part of a comprehensive pension reform proposal, like we are advocating here.
A proposal to raise contribution rates gradually and sensibly, so as not to trigger tax
hikes, and provide time to gauge the extent to which the systems’ assets will recover
with the market rebound that will follow this recession. A proposal that brings down the
long term costs to state and local taxpayers, by returning to the basic purpose of a
retirement plan—to provide just enough for a person to retire and maintain his pre-
retirement standard of living, not raise his standard of living by retiring. A more
sensible, economical proposal for dealing with the COLA needs of future retirees. That
is what we are suggesting.

So much attention is focused on the costs of public employee pensions to the taxpayers
who don’t work for the state or local school districts. Scant attention is focused though
on the benefits that these pension systems provide, not the benefits provided to the
pubilic retirees, but for the public at large. | think most people believe that retired public
employees are living high on the hog with fat pension checks piling up under their
mattresses. The reality is that the average annual pension for retired school employees
is but $22,000 per year—just a little more than half the medium household income for all
citizens in this state.
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The pension checks aren't piling up under their mattresses. School retirees are
spending their pension incomes in their communities, using them to pay their school
taxes, by goods and services from their local businesses, helping to create jobs. We
need to recognize the huge economic engine that public employee pension
disbursements provide to this state. There is more money poured every year into
Pennsylvania’s economy by public employee pension recipients than from the
agriculture, mining, tourism, and recreation—our state’s largest industries combined. It
is the one constant source of funds into our economy that we have going for us is bad
economic times like we are experiencing now.

Increasing the pension amounts for retired public employees with a modest COLA is
also the fastest and most effective means you have of strengthening our economy.
Every economist will tell you that what the economy needs now is increased consumer
spending. Give tax breaks or otherwise find ways to get more money to people who are
working will not guarantee that they will spend the additional money. They are likely to
put it under their mattresses and save it for that day when they might lose their jobs and
their regular paychecks. Give more money to retired public employees, who receive on
average but $22,000 per year and don'’t have to live in fear of losing their regular
pension checks, and they will absolutely spend those additional dollars. They might
then be able to take their families out to eat again, go golfing again, and otherwise
provide those additional dollars to local businesses to help them stay in business,
expand, and create more jobs.

If not for the retirees own benefit, you need to give the retirees a COLA so that they can
spend the money to benefit the businesses and non-public sector employees in your
legislative districts. It is no accident that most COLAs enacted by the General
Assembly in the past were passed during an economic recession, including the last
COLA in 2002. They were approved in large part to help stimulate the economy and it
worked! The economy is in very dire straits now and the need for a COLA has never
been greater.

We have heard the question so often put to you by your non-public employee
constituents, “Why should-we be forced to pay more to pay for public employee
retirement benefits when we do not have retirement benefits ourselves?” This proposal,
we believe, is an answer to the first part of that question. They should not have to pay
more in taxes. Not if the reforms we suggest here are adopted in total.

It is the second part of their question we urge you to provide greater attention to, once
you have fixed the problems with the public employee retirement systems. Most
workers in the private sector are not receiving pension benefits from their employers
any longer. Those that have are provided defined contribution, 401-k plans, that every
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study | have read clearly shows are not working in terms of enabling individuals to
accumulate sufficient savings to sustain their standards of living in retirement. The
statistics are startling. Before this recession hit, individuals within ten years of
retirement accumulated an average of but $50,000 in their 401 (k) accounts. Of course,
the recession and market collapses declined their savings balances to an even greater
degree than the losses experienced by our retirement systems.

The much greater retirement crises looming in Pennsylvania is posed by the millions of
private-sector employees nearing retirement with insufficient savings to provide them
income in retirement. The question needs to become why don't private sector
employees have adequate retirement plans and what can we do to help them, not why
do public empioyees have an adequate retirement plan and what can we do to hurt
them?

Our Association urges this General Assembly to consider the retirement needs of all
Pennsylvanians, public and private sector employees alike. Direct a study of the
retirement savings plans and opportunities available today in the private sector and give
strong consideration to creating a means for all citizens to earn more from their
retirement savings investments, at less cost, and with greater security. Essentially,
these are the strengths of the public employee retirement systems. Our systems have
achieved tremendous success by pooling the contributions of hundreds of thousands of
individuals, diversifying the investment of those contributions in all investment vehicles
all over the world, sharing the costs of investing among such large numbers of
participants, and pooling risks of individuals outliving their retirement savings.

Our systems have generated higher returns, at less cost and over a longer period of
time than any 401 (k) plan in existence and made available to workers in the private
sector. And in more than 90 years of existence, PSERS has never found itself unable
to pay the promised benefits to its retired members. We must seek to create a means
of sharing these positive experiences and providing similar retirement security for all
Pennsylvanians.

Thank you again, Chairmen Erickson and Saylor and members of the Policy
Committees, for this opportunity to present our ideas for reforming the public employee
retirement systems and for rendering retirement security to all Pennsylvanians.
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Eliminate the Projected Contribution Rate Spike/Plateau

Direct a fresh-start refinancing of the retirement systems.

Establish consistent 30 year amortization periods for recognition gains/losses and
funding active member benefit obligations, i.e. reinstate proper actuarial funding
methods.

Reinstitute 20-year amortization periods for funding past and future ad hoc COLAs.
Extend smoothing period to at least 10 years for recognition of annual investment
gains/losses used in the calculation of actuarial value of assets.

Increase minimum employer contribution rates to equal normal cost rate determined by
the actuaries.

Impose temporary collars on annual changes in the employer contribution rate (+/- 3% of
payroll per year), to expire when systems fully implement new 10-year smoothing
method--allowing the contribution rates to rise gradually if markets remain depressed
and/or not decline dramatically if markets take off.

Reduce Long-Term Costs and Address Public’s Concern with
Private/Public Sector Retirement Benefit Disparity

Revert to Pre ACT 9 of 2001 formula for new hires (2% multiplier).

Revert to 10 year vesting period for new hires, perhaps not state employees.

Direct a comprehensive study of the pension/retirement savings plans available to
employees in the private sector, including a long-term economic impact analysis for the
Commonwealth.

Address Long and Short Term COLA Needs of Annuitants

Establish new option for all future annuitants to forego lump-sum withdrawals, electing to
receive the reduced annuity that would have occurred with the withdrawal and accepting
annual COLAs tied to inflation with a 3% cap on the annual adjustments.

Provide ad-hoc COLA for all current annuitants, as provided in HB 1970, but add
restriction on receipt of increases by beneficiaries of ACT 9 in accordance with the
benefit analysis conducted in 2003/04 by the Public Employees’ Retirement Commission

(PERC).



