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Good Morning Chairman Metealie, Cha r  ,Josephs and HonorabIe members of the 
Comrmtter I a m  Tony Parisi with the staff of the Public Employee Retirement 
Commission. Thaiik you for mvibng me to speak today on behalf of the Commission. 

As you kno'iv, under the Publlc Employee Retirement Commiss~on Act, the Commission 
bas two main responsibilities One 1s to Issue the statutonly mandated actuar~al notes 
for proposed legislation affecting the Commonwealth's public employee retirement 
systems. The other is to study, on a contlnmng basis, Issues of public employee 
retirement system policy, and thernterreIationships, acmanal soundness and costs ofthe 
Common%-ealth's retirenlellt systems 

I've been asked here today to discuss, m general terms, !he majoi- rcBremeiiL system plan 
des~gns employed in the pubbc sector Time peimlttlng, I'd also like to take ihls 
upportunlty to share with you some of the Commission staff's rrcenl observations 
concelnlng natronal trends 113 this area. 

Kel~rement bellefit plan dcslgns generally Pal1 into one of three catcgoncs I )  defined 
beneflt plans; 2) defined contribution plans, and 3)  hybnd plans. 

Defined Benent and Defined Contribution Retirement Systems 

The two nrairi approaches to perls~on plan design used to  provlde employee retirement 
benefits are the defined benefii (13B) plan and the defined contribution (DC) plan. As 
suggested by the nomenclature, the approachcs fundamentally differ in rcgard to tile 
aspect of the pension plan that is "defined,' or fixed in the plan's governing document. 

111 a "defined bcncfitn (DB) plan, the benefit to be provided at  rrtiremcr~t is  defined, while 
tfie contrib~~tions necessary to fund the ultimate retirement benefit are made over the 
period of employment and are variable based on the experience of the pension fund. 
Upon retirement, a DB plan partiupant is entitled to receive a definitcIy determinable 
benefit, often for life, that is calculated usrng a formula that considers factors such as  
age, service with the employer and compensation. Because the benefit is defined and 
calculated using a formula and is not dependent on an individual's account balance, 
members of DB plans are largely insulated from both favorabIe and unfavorable 
fluctuations of the mr-eslment markets 

Ey conrrasi, in a "defined contribution" (DC) pension plan rhe contribut~ons to be made 
over the period of employment are def~ned. while the penslon benefit to be provided at 
retiremenr 1s varlahle based on the experience of the pension h n d ,  The employer 
contributes a fixed amount (the defined contnbut~on), whlch 1s usually expressed a s  a 
percentageoftheemployee's salary oran employer matchof the employee's contributions, 
u p  to a certain limit. The empIoyee chonses how to invest the assets, usually selecting 
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 standing to the cred~t  ofthe indi~ndual's ret~rement account. Market performance 
dn-ectlg impacts the valuc of a n  individual's retirement account. 

The d~stjnction between the DB and DC approaches is most significant in the ptacement 
of the r~skassociated with investment earnlngs over the period of employment. The Axed 
benefit in a DB pension plan means that the Investment expenence impacts the employer 
contribut~on requirements, increas~ng them when investment earnings are lower than 
ant~clpated and decreasing them when earmngs arc greater than anhcipated. The fxed 
contnbut~ons in a DC penslon plan mean that the in~resment experience impacts on the 
benefit amount, increas~ng it when eai-nlngs are higher and reducmg~t when earnings are 
lower. Therefore, the employer, as contnbulor, bears the investment nsk ul a DB plan, 
and  the employee bears the investment risk in a DC pension pfan 

For most employees, defined contribution plans al-e generally regarded a s  more valuable 
for those in the early stages of-theii- careers or for those who are employed In carerrs that 
requlre greater mobility Defined contribution accounts are portable and can readily move 
with the employee a s  that employee moves from one employer to the next. In  rontrast. 
defined benefit plans are relaUvelymorr valuable for those employees who tend to remain 
with one employer and to long-scrvice employees in  the later stages of t he~r  careers, 
because the value and cost of the defined benefits earned each year increase sign~ficantly 
as e~nployees approach retlremenf age. 

As a mrarrs to prov~de a conclse summary of the major d~fferences between the DB and 
UC approaches and  thereby facilitate an understarid~ng of each approach, the following 
table was develol?ed by the Commission staff to contrast the gcneral characteristics of the 
DR and DC approach~s.  

TABLE I -GENERAL CHARACTERISTICS OF 
DEFINED EEWEFIT AND DEFINED CONTRIBUTION PLANS 

Topic Defined Benefit Defined Contr~buban 

Form of Benefit Benefit 3s determined by 4 formula that Bcneiit is determined by the balance m 
usually ]?seduces a percentsge of salary the elnployee's lndlviduai account and 
to bc provided in tbc ionn of a Me-Lime provider1 ds a lump-sum payment. Other 
annulfgi Other equivalent oe lef~t  forms, eq~lrvalcnt foilns u i  payment may he 
othe- than lump-sum payments, may be available. 
avsulable 

Benefit Lirn~ted portability of benefh; may he Benefit is fidly portable May increase 
Portability suvice purchase author~zatlons or reci- labor costs due to Increased employee 

procity between systems, skch a s  the turnover. Reclrutillenr of younger, mo- 
qs'ians for Starc 2nd scl?ool emplog.ees bile emploj~ees may be fac~liiated. 
in PA May i

m

pede recruitment ofyaun- 
ger. moailc ernpioyeeg 

Benefit Risk S m ~ e i i t  is fiied by a fo~mula and guaran- Yen& is variable and IS Impacted by the 
teed by the emploger, pmvldmg benefit econoln~c envxonment before and a t  
securlty Plredictaole amount of benefit retirement, :be frequency of cash-out 
lnakcs reriremenl planning ea.;ier for the elrct~ons made by ~mployeeupon change 
employee. of e?~lplopers, and the q~iality oieinployec 

investment cho~ces. Vanahle benefit 
makes retlrementplannlilgmo~ e d~fticult 



Toaic Defined Benefit Defined Contribution 

Invest&ent Risk Employer makes investment dec~s~ons  Employee makes 1mTcstrnent decls~ons 
and assu~nes  all investmen? risk Favor- and assunes  all invcstmenl'nsk Favor- 
ab!e canlings decrease the einployer able earnings nlcrease the benefit 
c u n h b u t ~ o n  requirements, wllile unfa- amount, urh~le unfavorable caimngs 
vorable earnings Increase the emplojei clecrease thc b a d i t  amount 
conrr~burion reculremer~ts 

Funding Risk Empioyer assumes future Rmding risk Employer assumes no future funding 
and is respcjnsible for funding any oil- risk. F~mding obligation fully satisfied 
funded liability that may occur as  the concurrently with payroll, providing 
result of unfatnrable pian expel-ience. budgetary pr~dictahility and precluding 

,the occurrence oiunfundcd liabilities. 

Design Ofeater design flexibility, including dis- Preretirement benefits limited to monies 
Flexibility ahilltjr and death benefits may be in- accurnulaied in cmployce's individual. 

eluded. Cost-of-living adjustments may account. 
be provideci to rntk-ed cmpioyees. Pur- 
cl~nses of setirice may be authorized; 
other  ancillary henciiis. 

Personnel Attracts arid retains (and i s  more benefi- Att.rat:ts (and i s  mare beneficial to) ~nn rc  
Management c M  to) long-ser~~icc employees. mobilc cmplayees. 

Administration Co~nplex administration duc lo greater Simple sdminisll-atation. with complexity 
degree of regulation and actuarial calcu- increasing as  investment a!location flcxi- 
1 a~loils. w Long-Lerm budg~? projections bilirg incl-eascs. Long-telm budget pro- 
difficult due l o  variations in funding jechons arc facilitated by predictable 
rcquiremenrs. funding rrq~urcrnents. 

Benefit Accrual Back-loaded. Benefit piccrud rate g rea t  Fro~lt-loaded. Benefit accmd rate grear- 
est in years itnnlediately before retire- est in initial years of ernployme~ll. Fa- 
ment. Favors long-rerm cnrployees. vors ~horr-term cmpioyees. 

Benefit Benefitisonlysvailableupon retirfment. Benefits may bc accessecl pre-retirement 
Distribution *n<kr certain cil-cumsthnces as loans or 

actual disbursements. 

Employee Benriir r o rmla  is a n  abstract concept i3.ccount balance is easily understobd and 
Comprehensian and  may be difflcult For employees to appreciated by employees throughout, 

apprcciaie, particularly in ern1)t years of their careers. 
e,tipIoyinent. 

Hybrid Benefit Plans 

A third c a l e g o ~ ~  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 tianatlons 
in  plan design. Typicallv, hybrid plans comblne both defined benefit and defined 
contribuhon elements F&brld plan designs usually require some level of mandatory 
parricrpation by employees, often pool all or a portion of assets for Illvestment purposes, 
requlre both employer and employee to share responsibil~ry for funding the plan, 
guarantee a cer tan level of benefits to employees, and also share ~nvestment r ~ s k s  
betm-een employee aud employer. 



Combrned DB/DC Retirement BeneM Plans A comblned defined benefit-defined 
contribution plan can be thought of as  'tv.70 plans" that exist side-by-side. Plan 
design s p ~ c i f i c ~  vaq' cons?derab!y. In some cases, parrcipatisn in the DB 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 a smaller DR plan benefit, which may or may not Include a n  
employee contribution component, while all or some portion of the employee's 
contriburion 1s 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 is 
lnvested 

Cash Balance Refirement Benee Plcins. A cash balance plan 1s a type of nontradi- 
tional defined benefit (DB) plan w ~ t h  defimed contmbution-like funding and 
portability elements A cash balance plan calculates benefits in a inailner similar 
to a defined contribution (DC) plan. Under a cash baiance arrangement, benefits 
accumulate throughout a worker's years of ernp1o)rment However, the cash 
balance rebrement benefit differs from the tra&t!onal defined beneht formula. 
Rather than receivingan annwty based upon a fixed benefit formula (accrual rate 
x years of selwce x final average sa1aq.r). th? cash balance benefrt is slmply equal 
to the value of all accumulated enlployee and employcr contributions plus interest 
credltcd to the member's cash balance Iedger account a t  the time of retirement. 

A cash balance plan is classliled as a defined benefit plan becausc, llke a 
traditional DB plan, Lhe employer bears the investment risks and rewards along 
with the mortality risk if the employee elects to receive benefits in the form of an 
annuity and lives beyond the antic~pated retired life expectancy. Ulillke a 
tradihonal DB plan, a cash balance plan establishes allocabons to a hypothetical 
individual account [the cash balance) for each participant j~ndividual account 
balances are usually segregated for accounting purposes only and are pooled for 
investment purposes). Genefits under cash balance plans may be paid a s  a lump 
sum or annultized over th? retireek cxpected remaining llfetimr 

Similar to what tends to occur with DC plans, employees who move from employer 
to employer frequently, or othenvise leave service early, will tend ro benefit more 
from a cash baiance plan than a traditional DB plan, because the accrued benefits 
will tend to be greater than would be the caseunder the traditional defined benefit 
formula. Conversely, l o n g - s e n ~ c  employees will tend to benefit less irom a cash 
balance plan arrangement as  compared with a tradihonal DB plan, because the 
portion of the benefit accrued in later years of service xi11 tend to be less tlmn 
under a traditional DB plan. 

Cash balance plan des~gns have the potent~al to provlde the plan participant with 
the benefit predictability and secunv  of the tradilional DB plan, wh~le  providing 
budgetary predictability to the employer by limiting empIoyer contribution 
reqwrements to a fixed amount, siinilar to a defined contribution plan. 



Recent Trends 

?n December 2002, the Comm3ssion issjued 2 report in response to Hoq~se Ri-sol~~tion 
Number 266, adopted in the session Of 20012002. A s  part of the Commission's report, 
entifled Selected Issues Related to Govemmentai Deflned BmeJit & Defined Corzfnbuhon 
Pensron Plans, the Cominission staff conducted a natlonal revlew of statelade public 
employee rebrement plans and Identified the plans by plan type - DB, DC or hybrid. In 
the course of its research for the 2002 report, the Comm~ssion staff identified a total of 
21 state-level publrc employee reurenlent plans m 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 of the late 1990s may have influenced the increasi- of DC plans at that time. 

The staff updated the original 2002 revlew for today's testimony, wtth ail emphasis on 
retiremcnt bencfit plan changes that have occurred ~n recent years. The following 
summarizes the stafrs findlngs 

PureDefiaed Contribut~on Plans. In 2002, thc staff identified nine public employee 
retirement systems with pure defir~cd contribution plans. Of these, foui- required 
employccs to participate in the defined contribution plan and five made particlpa- 
tion optional As of 20 12, the number of systems with pure drfincd contribution 
plans had dechned from nine to seven. Alaska and Michigan remain the only 
stares xwth retirement systems that require rnandato~y parttcipation in a defined 
coiltribution plan Also, West Virginia, whlch had transirioned to a inandatoiy DC 
plan for public scbool employees in 1991, returned lo a mandatory DR plan 
beginning in 2005. 

Hwbrid Defined ContnbutionPlans. In 2002, the staff had identified twelve systems 
with hybrid defined contr~bulon ptans. Of these, seven were coinb~ned defined 
benef~t-defined contribution plans, one was a money p c h a s e  opt~on plan (a  type 
of DC plan), and foui used some other hybnd pIan design. As of 2012, the number 
of sjrstems with bybrrd defined c~ntribution plans has ~ncreased to sixteen. 
Ret~rement sysleins in Georgia (begxnning in 2009), MicT~igan, for public school 
employees (beginning in 2010), Utah (begmning in 201 I), and Rhode Island 
(beginning in 2012j have all  trans~honed to mandatory hybrjd defined benefit- 
defined contribution plans, w ~ t h  only Utah being an optional plan. 

Cash Balance Plans. Nebraska switched from a mandatory defined contribution 
plan to a mandatory cash balance plan for new ~mployees beginning in 2003. To 
date, Nebraska is the only statewide system ro have adopted tile cash balance 
approach. However, several other states, including Louisiana, Maryland anti 
Kansas are considering cash balance proposals 

Defined Befiefit Plans. The majority of legislative changes enacted in 2009, 2010 
and 201 1 remained wthln the framcworkof a traditional defined benefit retirement 
plan. These changes were implemented as  benef~t cost containment measures and 
generally took the form ofreduced benefit hers applicable to new employees. Here 
in the Comrno~~~vealth. such benefit reductions were implemented with the passage 
of Act 120 of 2010 From 2009 to 201 1, a totaI of 40 Stales have lmplemcnted 
some form of DB plan benefit reduction. 



Table II - CURRENT DISTRIBUTION OF STB.TEWIDE DEFINED BENEFIT, 
DEFINED CONTRIBUTION AND OTHER RETIREMENT PLANS BY STATE 

Plan Characteris8cs State Employees' Plan State Teachers' Plan 

DB plan only 35 r ' i  42 

DC plan o n l y  3 121 1 

DB/DC Hybrid plan 7 2l 7 )i 

D% plan, plus ophollal DC plan 6 1 

" includes New Jersey, where. depend~ng on amount of maxlmum cornpensatton some employees are elig~bie to 
joln a supplemenlal defined co~itr~bubon plan 

12' includes the Nebraska cash-balance plan for state employees 

l3] Not lndudtng Vlrglnta, whete, beglnn~ng lt112014, all new employees wtll he enrolled m a mandatory hybr~d plan 

S--r:ns Fjzs,-,-i nn 1116. C/.ec>s!  i,ISJ?ir DP 92 ?vi :> ih , i~R; / i ,~ r i r r~~ L-la,~.? Y3t'?r.a Cunicrericc 3f SI,IIP 
LZC] ,iat.rec .Jr.l'~?.-, 2312, :lm;r!ri! 8f.o rev 5.x c)  Coii.o!~5-. 3n 5l;i" 

Conclusion 

In conclusion, it appears tha t  for state-level plans, the mqonty of states have elected to 
retain the DB design as  the sole or pr~rf~aryreui-emrnt benefit plan, but havermplemcnted 
some form of benefit reduction in the interests of cost containment Relatively few states 
rely solely on DC pIans. H o ~ ~ e l ~ c r ,  in certain jurisdictiOl1s, there does appear to be interest 
in nmving toward hybrld 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 a t  this time. 


