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Good Morning Chairman Metealfe, Chair Josephs and Honorable members of the
Cornmittee | am Tony Parisi with the staif of the Public Employee Retirement
Commission. ‘Thank you for inviting me to speak today on behalf o the Commission.

Asyou know, under the Public Employee Retirement Commission Act, the Commission
bas two main responsibilities One s to issue the statutority mandated actaarial notes
for proposed legislation affecting the Commonwealth's public employee retirement
systems. The other is to study, on a ceatinuing basis, 1ssues of public employee
retirement system policy, and the interrelationiships, actiarial soundnessand costsof the
Comrionwealth's retiredient systems

I've been asked heretoday to discuss, i general terms, the major retirernernt system plan
designs eraployed in the public sector  Time permitiing, I'd also like to take this
opportunity to share with you some of the Commission staff's recent observations
concermng national trendsin this area.

Reliremeént benefit plan designs generaly fall into one of three eategories 1) defined
benefit plans; 2) defined contribution plans, arid 3) hyhrid plans.

Defined Benefit and Defined Contribution Retirement Systems

The two main approaches to pension plan design used to provide employee retirement
benefits are the defined berefil (IDB) plan and the defined contribution (DC)plan. As
suggested by the nomenclature, the approaches fundamentally differ in regard to the
aspect d the pension plan that is "defined," or fixed in the plan's governing document.

In a “defined benefit” [DB) plan, the benefit to be provided at retirement i sdefined, while
the confributions necessary to fund the ultimate retirement benefit are made over the
period of employment and are variable based on tte experience d the pension fund.
Upon retirement, a DB plan partiupant is entitled to receive a definitely determinable
benefit, often for life, that s calculated usmg a forsiula that considers factors such as
age, service with the employer and compensation. Because the benefit s defined and
calculated using aformula and is not dependent on an individual's account balance,
members of DB plans are largely insulated from both favorable and unfavorable
fluctuations of the inrvestment markets

By contrast, in a“definied contribution” (DC)pension plan rhe contributions to be made
over the period of employment are defined: while the pension benefit to be provided at
retirement 1s variable based on the experience o the pension fund. The employer
contributes a fixed amount (the defined contribution), which 1s usually expressed asa
percentage of the employee’s salary or an employer match of theemployee's contributions,
up to acertain limit. The emplovee chosses how to invest the assets, usually selectirig
from a menu of investment options offered by the employer. Upon retirement or
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separation from the employer, a DC plan participant is generally entitled only to the
balance standingto thecredit ofthe individual’s retirement account. Market performance
directly impacts the value of an individual’s retirement account.

The distinction between the DB and DC approachesis most significant in the placernent
of theriskassociated with investment earnings over the period o employment. The Axed
benefitin a DB pension plan meansthat thelnvestment experience impacts the employer
contribution requirements, increasing them when investment earnings are lower than
anticipated and decreasing them when earnings arc greater than ariticipated. The fixed
contributions in aDC pension planmean that theinvestment experience impactson the
benefit amount, increasing itwhen earnings are higher and reducing it when earningsare
lower. Therefore, the employer, as contributor, bearstheinvestment nsk 1z a DB plan,
and the emplayee bears theiiivestrnent risk n a DC pension plan

For most employees, defined contributicn plans are getierally regarded as more valuable
for thosein theearly stages of their careers or for these who are employed 1n cargers that
reguire greater mobility Defined contribution accounts areportableand can readily move
with the employee as that employee movesfrom one employer to the next. In rontrast.
defined benefit plansare relatively more valuabl e for those employeeswho tenid to remain
with one employer and to long-service employees in the later stages of their careers,
because the value and cost of the defined benefitsearned each year increase significarntly
as ernployees approach retirement age.

As a mearts to provide a concise summary of the major differences between the DB and
DC approaches and thereby facilitate an understanding of each approach, the following
tablewasdeveloped by the Commission staff to cantrast the general characteristics of the
DB and DC approaches.

TABLE | -GENERAL CHARACTERISTICSOF
DEFINED BENEFIT AND DEFINED CONTRIBUTION PLANS

Topic Defined Benefit Defined Contribution

Form of Bemefit  Benefit 1s defermiined by = formulathar  Berefit s determinet By the balaiee n

usually produces a percentage of salary
to bc provid&d in tbc form of a Me-Lime
annuuty  Other squivalent benefit oris,
other than lump-sum payments, may be
avaiizble

the employee’s individual account and
provided as alump-sum payment. Other
equivalent forms of payment may he
available.

Benefit Limited portability of benefits; may he Benefitis fully portable May increase
Portability service purchase authotizations Or rect-  labor costs due to Increased employee
procity between systems, such as the tusnover, Recruitment of younger, mao-
systems for State and schoel employees  bile employess may be facilitated.
INPA Mayi pederecruitmeit of yourn-
ger. mobile emplovees
Benefit Risk Bencfit is fived by aformiula and guaran-  Benefit iSvariable and 1s impacted by the

teed by the employer, providing benefit
secunty  Predictaple amount o benefit
makes retirement plarning eagier for the
employee.

economic ehviromment before and at
retirernert, the frequency of cash-out
elections made by emnployee upea change
sfemplayers, and the quality of employee
investment choices. Variable benefit
malies retiveimeént planningnor edifficult




Topic

Defi ned Benefit

Beafined Contribution

Investinent Risk

Employer makes investment decisians
and assumes all frivestment risk Favor-
able evarmngs decrease the etnpiover
eonfribution requirements, while unfa-
vorable earmngs Increase the employer
comtribUition reguirgiments

Employee makes imvestment decisions
and assumes all investment ek Favor-
able eamungs mecrease the benefit
armcent, while unfavorable earmings
decrease the benefit amount

Funding Risk

Employer assumes future funding risk
and is respdrsible for funding any un-
funded liability that may occur as the
result of unfavoerable pian experience.

Employer assumes no future funding
risk. Fumding obligation fully satisfied
concurrently with payroll, providing
budgetary préedicrahility and precluding
the occurrence of urifurided liabilities.

Design
Flexibility

Gregter design flexibility, including dis-
ability and death benefits may be in-
chaded. Cost-of-living adjustments may
be prewided to retired emplovess, Pur-
chaseés of servide may be authorized;
other anciilary hencfits.

Preretirement benefits limited to monies
accumiated in cmplovee’s individual.
account.

Per sonnel
M anagement

Attracts arid retains (and is more benefi-
cial to) lomg-service employees.

Aftracts {and i Smare beneficial to) more
mabile emplayaes.

Administration

Tomglex administration cue |0 greatsi
degree of regulation and achiarial calea-
arzons.  Long-Lerm budget prejections
difficult due lo variations in funding
rcquiremenrs.

Simple adminisiration, with complexity
inereasing asinvestment atlocation flesxd-
bility increases, Long-term budget pro-
jectiems arc facilitated by predictable
funding requirements.

Benefit Accrual

Back-loaded. Beanefil acerual rate great
gst in years ifiriiediately before retire
ment. Favorslong-term employees,

Fromi-lnaded. Benefitaceruai rate great-
est in initial years of employment. Fa-
VOrs shart-term employesés.

Benefit
Distribution

Benefit is only available upon retiremeint,

Benefils may bc accessecl pre-retirement
under geertain cirotingtances asloansor
actual disbursements.

Employee
Comprehenision

Benefit forzmula is an abstract concept
and may be difficult far employees to
appreciate, particularly in early years of
employment.

Actount Balarice iseasily widerstobd and
appreciated by employees throughout,
their careers.

Hybrid Benefit Plans

A third category of retirement benefit plan design is the hybrid plan. In the context of
pension plan design, the term "hybrid" is a generic term. and there are many variations
in plan design. Typically, hybrid plans eombine both defined benefit and defined
contribution elements Hybrid plan designs usually require some lével of mandatory
participation by employees, ofteri pool al or a portion of assetsfor investment purposes,
reguire both employer and employee to share responsibility for funding the plan,
guarantee a certaan level of benefits to employees, and also share investment risks

betweerr employee arid employer.



Combined DB/ DC Retirement Benefit Plans A combined defined benefit— defined
contribution plan can be thought of as “two plans” that exist side-by-side. Plan
may be mandatory, while DC plan participation may be optional, or participation
in both the DB and DC plans may be mandatory Generally, the employer's
contribution funds asmaller DR plan benefit, which may or may not include an
employee contribution component, while all or some portion d the employee's
contribution 18 used to fund the DC benefit. Depending upon the plan, the
employee may or may not have some rights to direct how the DC portion s
invested

Cash Balance Eefirement Benefit Plans. A cash balance plan 1s a type d nontradi-
tional defined benefit (DB) plan with defimed contribution-like funding and
portability elements A eash balance plan calculates benefitsin amanner similar
to adefined contribution {DC) plan. Under a cash balance arrangement, benefits
accumulate throughout a worker's years of employment However, the cash
balance retirement benefit differs from the traditional defined bhenefit formula
Rather than receiving an anidity based upon afixed benefit formula (accrual rate
x years o service x final average salary), the cash balance benefit is simply equal
to thevalueof all accumul ated eniployee and ernplsyer contributions plusinterest
eredited to the member's cash balance ledger account at the time of retirement.

A cash balance plan is classified as a defined benefit plan because, like a
traditional DB pian, tle employer bearsthe investrment risks and rewards along
with the mortality risk if the employee elects to receive benefitsin theform d an

annuity and lives beyond the anticipated retired life expectancy. Unlike a
traditiotzal DB plan, acash balance plan establishes allocaticns to a hypothetical

individual account [the cash balance) for each participant {individual account
balances are usual ly segregated for accounting purposes only and are pooled for
investment purposes). Benefits under cash balance plans may be paid as alump
sumor annuitized over the retiree’s expected remaining lifetime

Similar towhat tends to occur with DC plans, employees who movefrom employer
to employer frequently, or othenvise leave service early, will tend te benefit more
from acash balance plan than atraditional DB plan, because theaccrued benefits
will tend to begreater than would bethe caseunder the traditional defined benefit
formula. Conversely, long-service employeeswill tend to benefit less from a cash
balance plan arrangement as compared with a traditional DB plan, because the
portion d the benefit accrued in later years of service will tend to be less than
under a traditienal DB plan.

Cash balance plan desigrnis havethe potential to provide the plan participant with
the benefit predictability and security o the traditional DB plan, while providing
budgetary predictability to the employer by limiting employer contribution
réquirements to afixed amount, similat to adefined contribution plan.
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Recent Trends

In December 2002, the Commrission issued a report 1n response to House Resolution
Number 266, adopted in the session of 2001-2002. Aspart d the Comntigsien’s report,
entitled Selected | ssues Related t0 Governmernital Defined Benefit & Defined Contribution
Pension Plans, the Commission staff conducted a national review of statewide public
employee retirement plansand ldentified the plans by plan type — DB, DC or hybrid. In
the course d its research for the 2002 report, the Commiission staff identified a total o
21 state-level public employeeretirermrent plans in 16 states that were DC or had a DC
component. Nearly one-quarter of these plans had been implemented during the five
years immediately preceding the staffs review, suggesting that the strong investment
returns o thelate 1990s may have influenced theincreasi- of DC plans at that time.

The gaf updated the original 2002 review for today's testimony, with an emphasis on
retirernent benefit plan changes that have occurred in recent years. The following
sumrnarizes the staff's findings

Pure Defiried Contribution Plans. In 2002, the staff identified nine public employee
retirement systemswith pure defined contribution plans. Of these, four required
ernployees to participate in the defined contribution plan and five made participa-
tion optional Asof 2012, the number of systems with pure defined contribution
plans had declined from niine to seven. Alaska and Michigan remain the only
states with retirement systems that require mandatory participation mn a defined
contribution plan Also, West Virginia, which had transitivned toainandatoiy DC
plan for public school employees in 1991, returned to a mandatary DR plan
beginning in 2005.

Huybrid Defined Contribution Plans. In 2002, thestaff had identified twelve systems
with hybrid defined contribution ptans. Of these, severn were eombined defined
beriefit-defined contribution plans, onewas a money purchase option plan (atype
of DC plan),and fsut used some other hybnd plan design. As of 2012, the number
of systems with hybrid defined contribution plans has increased to sixteen.
Retirement systems in Georgia (heginning in 2009}, Micligan, for public school
employees (beginning it 2010}, Utah (beginning in 2011), and Rhode |Island
(beginning 1 2012] have all transitioned to mandatory hybrid defined benefit-
defined contribution plans, swith only Utah being an optional plan.

Cash Balance Plans. Nebraska switched from a mandatory defined contribution
plan to amandatory cash balance plan for new etnployees beginningin 2003. To
date, Nebraska is the only statewide system 1o have adopted the cash balance
approach. However, several other states, in¢luding Louisiana, Maryland anti
Kansas are considering cash balance proposals

Defined Berigfit Plans. The majority o legislative changes enacted in 2009, 2010
and 2011 remained within theframework of atraditional defined benefit retirement
plan. These changeswereimplemented asbenefit cost containment measures and
generally took the form ofreduced benefit tiers applicable to new employees. Here
intheCommaonwealtii. such benefit reductions wereimplemented with the passage
of Act 120 o 2010 From 2009 to 2011, atotal of 40 Stales have implemented
some form of DB plan benefit reduction.




Table il = CURRENT DISTRIBUTION OF STATEWIDE DEFINED BENEFIT,
DEFINED CONTRIBUTION AND OTHER RETIREMENT PLANS BY STATE

Plan Characterisiics State Employees' Plan State Teachers' Plan
B plan only 85 1 42
DC planonly 3. 1
DB/DC Hybrid plan 73 77
DE plan, pluseptional DC plan 6 1

includes New Jersey, where. deperiding on amount of maximum cernpensatioss some employees are efigible to
Jon a supplenental defined contribution plan

2! includes the Nebraska cash-balance plan for state employees
13 Not inciuding Virginia, whiare, begirning 1172014, all new employees wiil he enrolledn a mandatory Frybrig plan

Sources Based on tne Checkiist of State D DC and Other Retiremen! Plans Nationa Conterence of State
.eq slatures January 2017, updated aro rev see oy Commiss on staff

Conclusion

Inn conclusion, it appears that for state-level plans, the majority of states have elected to
retain the DB design asthesole or primary retirement benefit plan, but have implemented
some form of benefit reduction in theinterests o cost containment Relatively few states
rely solety on DCplans. However, in certain jurisdictions, theredoesappear to beinterest
1n moving toward hybrid plans that combine both DB and DC elements.
That concludes my testimony today. I'll be happy to answer any questions from the
Committee members at this tirne,
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