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Reform Proposals (Revised)· 

The specific reiorm proposals below are divided into two groups 

The first reform proposals are those that can be achieved by individual counties 
through existing law, via collective bargaining , for implementation on employees 
first hired after their implementation. These reform proposals are used as guide­
posts for individual counties for implementation of future ceiling benefit levels: 

1. Miscellaneous Employee Benefit formula : Two percent (2%) at age sixty 
(60) . 

2. Safety Employee Benefit Formula Two percenl (2%) at age fifty (50). 
3, Highest Compensation Earnable: Based upon highest three year average 

compensation. 
4. Safety retirement eliaibility: Restrict safety retirement status to those 

categories of employees who must endanger their own physical safety to 
protect the public as a major component of their employment. 

;). Benefits That Exceed the Reform Proposals: Paid in full by employees. 
6. Retroactive Enhancement in Benefi! formu las: When permissible in 

current law, enhancements in benefits should be prospective only to avoid 
unfunded liability resulting from extension of retroactive benefit increases. 

7. Final Comoensation Earnable Determination for 1937 Act County 
Retirement Systems: Cash conversions of any accrued benefits that are 
eligible to be included as compensation earnable but that were earned 
prior to the final compensation period shall not be recognized for final 
compensation determination. End of career or termination cash payouts 
shall not be paid prior to termination of employment and shall not be 
recognized for final compensation determination . 

Reform Proposals that require State legislative change: 

1. Final Compensation Earnable Determination for 1937 Act Countv 
Retirement Systems : Reverse the impacts of the Deputy Sl1eriffs ' 
Association v. Ventura County and subsequent judicial decisions that 
greatly expanded the factors used to determine final compensation 
earnable. Restrict final compensation earnable determination base salary 
compensation irrespective of any pay differentials or other remuneration 
paid in cash . 

2. Sunset Selection of Specified Benefit Options: For agencies that have not 
implemented the following , and for agencies that have abandoned the 
following in favor of other benefit options. close the following as future 
benefit options for public agencies when selection of such benefits would 
result in a benefit enhancement: 

a. Miscellaneous employee benefit formulas that exceed two percent 
(2%) at age sixty (60). 
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b. Safely employee benefit formulas that exceed two percent (2%) at 
age fifty (50). 

c. Computation of highest compensation earnable based upon a 
single year. 

d. Optional safety membership. 
3. Retroactive Enhancement in Benefit Formu las: Ban retroactive benefit 

enhancements. 
4. Exclusion from Benefits: Provide maximum flexibility to public agencies to 

exclude from receipt of retirement benefits non~career employees 
including those n temporary , provisional and contract employment 

5. Retirement Benefit Cost Sharing: Normal costs of the retirement benefits 
shall require equal percentage contributions from employees and 
employer. Permit employers and employees to share responsibility for all 
retirement system costs , including unfunded liabilities as result to the 
collective bargaining process. 

6. Cost of Living Adjustments (COLAs) for Retirement Benefils: Eliminate the 
option for public agencies to increase their annual COLA increases above 
two percent (2%). 

7. Industrial Disabil ity Reti rement (lOR): 
Implement cost saving efficiencies including : 

a. Provide publ ic agencies maximum flexibility to rehabilitate and/or 
accommodate disabled workers and return those workers to the 
same or similar employment in lieu of lOR. 

b. Provide public agencies maximum flexibility to provide alternative 
employment to disabled employees in lieu of lOR. 

c. Employees eligible for lOR should first be afforded applicable 
service retirement benefits and then provided lOR benefits up to the 
applicable "cap" on total retirement benefits. 
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1937 Act Key Events 

Pension Law G C. 51000 

1933. Social Security 

1933 CalPERS Generally G.C. 21000 

1935: local Agencies added to CarPERS 

1937 Act: Generally G.C. 31000 

1969: Meyers Milias Brown Act 

First benefit break-through 

o 1968: "CHP" 2% at 50 

o 1990: 2% at 55 Local Miscellaneous 

Industrial Disability Visibility 

1981 : Removal of Constitutional lnvestmenl Limitations 

1992 : Prop 162 

1996: Ventura Decision 

2000: AS 1937 (Correa) : 3% 50 and 55 local Option 

2000: AS 448 (Floyd) : 2% 55 Local Option 

2001 : AS 616 (Calderon): 3% at 60 and 2.7% at 55 local OptIOn 

2003: AS 1587 (Committee): Eliminate option to exclude portions of workforce and require 

second tier to result from collective bargaining 

2004: Defined Contribution Constitutional Proposition 

2004: CAOAC/CSAC Pension Reform Principles 

2009: SB 752 (Second Tier Orange County Hybrid DC/DB) 

2010: Retirement Reform Initiatives 



1937 Act County Retirement Systems 
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CSAC Guiding Principles for 2005-06 Pension Reform 

In response to legislative, administrative, and initiative proposals early th is year, CSAC staff has 
worked with a technical advisory group to develop proposed principles to guide our participation in 
discussions about reform of public pension systems, Our efforts have been guided by a firm belief 
that a legislative solution to pension reform Is the best course to ensuring reform with clear cost ­
benefit outcomes for local government retirement systems and for taxpayers. 

This document has been prepared with the understanding that it remains a work In progress and 
should be flexib le in order to accommodate CSAC's coalition-building efforts. Staff will continue to 
modify and refine this document as necessary, under the guidance of our technical advisors and the 
Government Finance and Operations Policy Committee, 

Preamble 

Public pension reform has garnered widespread interest and has generated significant debate 
among policy leaders about the appropriate remedy for actual and perceived abuse, rising costs, 
and accountability to taxpayers. CSAC welcomes this discussion and approaches the concept of 
reform with the overarching goal of ensuring public trust in public pension systems, and 
empowering local elected officials to exercise sound fiduciary management of pensions systems, as 
well as maintaining a retirement benefit sufficient to assure recruitment and retention of a 
competent local government workforce. Proposed reforms should meet these broad goals, as well 
as CSAC's guiding principles. 

The guiding prinCiples and reform proposals are listed below and are intended to apply to new 
public employees hired after June 30, 2007 in both PERS and 1937 Act retirement systems, 

Guiding Principles 

.:. PROTEcT LOCAL CONTROL AND FLEXIBILITY 

Local elected officials should be able to develop pension systems that meet the needs of their 
workfo rce , maintain principles of sound fiduciary management, and preserve their ability to 
recruit and retain quality employees for key positions that frequently pay less than comparable 
positions in the private sector. A statewide mandated retirement system is neither appropriate 
nor practical, given the diversity of California's communities. Further, a mandated defined 
contribution retirement system could force a reconsideration of the decision of local 
governments not to participate in Social Security . 

• :. ELIMINATE ABUSE 

Public pension systems provide an important public benefit by assisting public agencies to 
recruit and retain quality employees. Any fraud or abuse must be eliminated to ensure the 
public trust and to preserve the overall public value of these systems . 

• :. REDUCE ANO CONTAIN COSTS 

Public pension reform should provide for cost relief for government, public employees, and 
taxpayers . 

• :- INCREASE PREDICTABILITY OF COSTS AND BENEFITS FOR EMPLOYEE AND EMPLOYER 
Responsible financial planning requires predictability. Employers must be able to predict their 
fi nancial obligations in future years. Employees should have the security of an appropriate and 
predictable level of income for their retirement after a career in public service. 



.:. STRENGTHEN LOCAL CONTROL TO DEVELOP PLANS WITH EQUITABLE SHARING OF COSTS AND RISKS BETWEEN 

EMPLOYEE AND EMPLOYER 
Equitable sharing of pension costs and risks promotes shared responsibility for the financial 
health of pension systems and reduces the incentive for either employees or employers to 
advocate changes that result in disproportionate costs to the other party, while diminishing the 
exclusive impact on employers for costs resulting from increases in unfunded liability . 

• :. INCREASE PENSION SYSTEM ACCOUNTABILITY 
Public pension systems boards have a constitutional duty to (a) protect administration of the 
system to ensure benefits are available to members and (b) minimize employer costs. The 
constitutional provisions and state statutes governing such boards should promote responsible 
financial management and discourage conflicts of interest. 

Reform Proposals 

The following proposals represent specific reforms that serve to promote the principles outlined 
above. Proposals that directly affect employee benefits are intended to apply only to employees 
hired after June 30, 2007 . 

• :. Restrict public safety retirement eligibility to only those groups of employees who must 
endanger their own physical safety to protect the pubUc as a major component of their 
employment. 

.:. Establish a formula cap for pubLic safety at 2% at 50 and a formuLa cap of 2% at 60 for 
miscellaneous employees. The cost of any defined benefit or defined contribution retirement 
enhancements beyond the base pension formula must be paid in full by employee contributions 
unless the employer agrees to share not more than 50% of the cost . 

• :. Require that "final compensation" be calculated using highest consecutive three-year average, 
as opposed to a single highest year . 

• :. Provide local agencies the option to impLement defined contribution retirement plans within 
both PERS and 1937 Act systems, as stand-alone benefits or hybrid systems. Remove barriers to 
providing defined contribution plans to individual employee units within retirement 
membership categories . 

• :. Amend the County Employees Retirement Act to eliminate the cost of the Ventura court 
decision by removing factors outside direct salary in determining " final compensation ." Note: 
awaiting definition of "direct salary." 

.:. Limit application of pension formuLa increases to prospective service in order to avoid 
unfunded liabHi ty resulting from extension of benefits retroactively. All costs for the extension 
of retroactive benefits are the sole responsib ility of the employee . 

• :. Limit pension benefits to career employees by excluding from eligibility temporary employees 
and contract employees. Wi thin the PERS system, seek a definition of "employee" that 
restricts the effect of the Cargill v. Metropolitan Water District case . 

• :. Require that surplus excess earnings be used according to the following priorities: pay down 
unfounded Liability, offset employer cost for Pension Obligation Bond (POB) debt service, and 
pay for benefits in effect as of January 1, 2006. Surplus excess earnings may not be used to 
pay for enhanced pension benefits . 

• :. Utilization of rate stabilization "best practices" including: 5-year direct rate smoothing; 
establish a rate funding corridor of 85%-1 15% of assets after system is 100% funded; if funding 
leve\is outside of the corridor, provide a 5· 15 year time frame for adjustment of rates to get 



back into the funding corridor; rate funding corridor should not be utilized to pay for new 
benefi ts; rate stabilizat ion surcharge may be utilized . 

• :. Pension Obligation Bond debt service should be disclosed in both employer and pension system 
actuaria l reports . 

• :. Upon agreement, permit employers and employees to share responsibility for all retirement 
system costs, including unfunded liabilities . 

• :. Retirement boards and arbiters should not have the authority to grant pension formula 
increases nor should they act as advocates for pension formula increases. Note the PERS 
mission statement: "Our mission is to advance the financial and health security for all who 
participate in the System." 

.:. Clarify the two-fold responsibility of retirement boards to (a) protect retirement system assets 
for the benefit of participants and (b) minimize employer contributions . 

• :. Reform Industrial Disability Retirement (lOR) . 
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Executive Summary 

Public Sector Defined Benefit Pensions Have a History of Success 

The histOl)' of public employee defined benefit pension systems in this countr'y cun ,lIld 
"hould be viewed llS 11 talc ortong-term Sliccess, Since their beginnings in the e111'ly part 
of the last century, these plans have served pllln sponSOl'!;, participants, beneficial'ies 
and taxp ... yers vcry well as an eff{.'Ctivc vehicle for dcliver'iug cost-efficient, adequate 
and secllre t'etircmcnl benefits lor employccs ofslalC nnd local governments, I 

Through UlCir' long history and with only a few exceptions, stale and local government 
defined benefit pension plans have met the benefits ,md lin;mcilll objcctives for which 
they wet·c originally cstablishcd. Thc r'etirement income sL'Cut'ity provided for many 
covet'ed employees could not hnve been achieved without the successful establishment 
and opel'ation of the public employee defined benefit retit'ement systems that serve 
nine out often Statc and local govemment fulJ-lime employees, 

... But Fi scal Constraints Pose Tough Choices for Public PoHcyrnakers 

Most public employee deli llcd bendit retir'ement sysLems remain wcll runded and 
financially sound. But an illct'easing number al'c not. Many or the slate and local 
governments that sponsor plans, even those that are well funded, arc watching their' 
budgets become stmined to the brcaking point, partially oocmlSC of the increasing cost 
of supporting growing numbers of workers in rclil'ement. 

Now, at <l time of uncerUlin futul'C economic gr'owth, rccord fedel';rl deficits, and 
burgeoning costs of entitlcment pt'ograms, some public sedor' cxecutives and 
legislators aI-e ask ing the question: 

Are 0111' public sector defined benefit plans 811siaillilble gOJilg forll';wd? 

They arc not alone. Many prlV3t.c sedor companies, too, arc making wrenching 
decisions to cut back on pension and retircc health promises just La Survive, 

The concel'lls and purposes of govel'llments are not the same as the private sectOl" It 
would be a mistake for public policy makcrs to assume that the Lt'ct1([ in the pri vate 
sector to move swiftly to ofnoad defined benefit pension risk to wot'kers is lhe right 
decision ror the public secwl" However, it would also be a mistake fot, public sector 
policy makel's not to reassess just how much pension funding risk they can r'ealistically 
uc.:cepL going fOl'w:rrd. Taxpayers will hold Lheil' feel to the fir'c to aLlcnst consider plan 
dcsigns that share that risk rOt' the future, 

The DiSCUSSion Is Not as Black and White as ~DB VS. DC" 

We seek in this pal>cr W show how new risk-managed l'ctil'Cment designs can protect 
public sector' wOl'kers at the same time as they help apportion l'isk morc evenly 
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between sponoors and participants to avoid the liseal disconm,.'cL .. that, in some cases. 
threuten fiscal stability for 11 growing number ofgovernrnent l)()(lics. 

In some instances, public scdor cmtiLies m:l.Y wish to consider providing new (Ielinet! 
contribu tion plans as l'eplaecmcnts 0 1' alternatives, I f that sWp is taken, care nC(..'{ls lo 
be wken that lhe risk.shm'ing pendulum docs nol swing lou far. A deli lled conb'ibutioll 
plan that is inlcnded lo be the primal'y 01' core sow'ce of retirement benefits should be 
designcd diffet'cnlly than the t radi tional private seclot' 40l(k) plan or the stmu\:ml 
457(b) ot' 403(b) supplcmcntal lux defcl,t'ed compenS:.ttioll arl':mgemenls common in 
the public sector, 

Un likc these other phms, which focus on wealth ilccumulation as a primary objective, a 
core defined eOlltr'ibution plan can and shou ld focus on pl"Oviding retirement income 
and security, The plan design must, thcrefore, include features that miligille 
investment risks lo employ~s and the t'isk of outliving theit, account balance illlet· 
l'eUt'emelll. Tl'udiLional 40](k), ']57(b) Hlld 403(b) plalls arc nll'ely designed with these 
objectives in mind and subject participants to <Ill ulll'easonabic level of risk th,lt their 
relit'clllent income needs will not be met, 

Public Rnances Took a Big Hit in the Recent Recession and Bear Market 

Currently many state and local govemmenls, like many eQl'lxwutions in ~he auto and 
aviation industries, find themselves struggling LO financially maintain their' long­
stunding defined benefit pension arrangements.! The reasons for this financia l stress 
arc sevcral and ValY fl-om stale to state. A major factor lies with the 2000·2002 
rccession and bear mHl'ket. During the recession almost evet'y slate and local 
govcrnmcnt experienced dramatic decreases in lax t'Cvenues. This, coupled with 
budgel expenditures that did not drop proportionately, causcd many enti ties to dive 
deeply into thc finllncial mserve cushions that many had previously est..'lblished, 
UIt.imHtely, thesc "rainy day" and other t'cSCl've funds wet'c dt'umatical1y diminished by 
investment losses and as govet'nments drcw on them to prop up beleaguered budgets. 

Public Sector Defined Benefit Plan Costs Are Increasing 

'I'he beat' market investment losses expcrienced by public cmployee defined bencfit 
pension plans have added to the financial burucns of slate and local governments. The 
invcsl.ment losses were sevel'e enough in m:lI1y cases to completely eliminnte the 
surplus positions many public pension systems h:ld enjoyed. It WIIS not unusual for 
runding levels to drop from ovcr 110% to 60·75% during this period and sometimes even 
lowcl'. I Signi ficanUy higher pension contribution requiremenl.!; have t'CSulled at a time 
when public sector budgets am already highly stressed. 

Other factor's havc 111so acted to incl'Case the costs of delined bcnefit pluns, [n some 
cases, large benefit improvements wcre adopted shortly befOre the markct down tul'tl, 
adding liabilities just lit the wrong time. In other cases, Lhe pilln hud not been rundcd 
adequately, and investment losses compounded the situation by putting these plmrs 
even further' inlo the t'cd, 



DESIGNING PtJOU C·SECTQR PENSIONS FOil THE 21" CENTURY: A IlISK MANAGED APPROACH 10 

The magnitude of the incrensed pcnsion contdhUlion re(luiremenL'l wa~ sUl"Jlrising to 
many. During the "easy" yeat·s of the 19!1Os, puL)lie tldilled hcnertL plans oneil Cit joyed 
funding: surpluses. Yet, (with the benelit of hindsight), we have leamed lhat few fully 
tlndel'slood that these favorable funding levels mask(..'(1 :1Il importanll~lct - that. ovcr 
lime alUl IlS the plans hud Illl1ttll'Cd, lheir fimll1cial undel'pinnings had b(.'(.'Ollu! 
im:I'ellsingly less sL:tblc than beforc. 

As these plans have matured, cerl:lin dcstabilizing trends occul'r(.'(I. The lluml)Ct"s of 
t'etirccs naturutly inCI'Cascd ovet· the years. Benefit payments fro m the plans increased 
as welL With highet' benefit pllyments, lhe plans became more reliant on investment 
income Lo covel' these ouLf1ows. Plan liabilities became larger ns a pCl"ccntnge of 
covel"ed compensation Dnd as a percentage of cntity lax bases and l'eVCtllles" 

Changing GASB Accounting Rules Could Threaten Government 
Credit Ratings 

Govel'llment Accounting Standards Board (GASI3) !'liles isslied in 1994 imposed a 
higher level of l"epOl'ting and disclosure of public sectot· pcnsion plan funding stuLus. 
This additional transparency was lIseful to pl:1I1 SpOllSQl'S in evaluating the linancial 
health of their delined benelit plans" However, hindsight shows that few entities 
conducted lhe kinds of studies thal would h,tve shown thal the m:tluratioll of these 
plans had incl'C<lscd the potential volatility of pension funding I'cquit'ements, especially 
in the face of economic downLUI'ns. 

Thus, the impact of the recession on pension costs was hll'gely unanticipated and 
shocked the budgets of state and local governments across the eOlltut")'_ State and local 
govel'lnnents that had grown used to I'elulivcly low contribution levels during the 1990s 
(and spent the savings elsewhere in their budgets 01' made benefit improvements when 
investment J'etUI'llS were high) hnve most acutely felt the fiscal pain. 

The Funding of Pension Costs is Less Predictable than Ever 

In the yem's following the rccession, most state and locul governments have stancd on 
a slow path to I"CCOvcry_·1 Improvements in t-cvenuc !lows and linandnl positions have 
been following a generally improving economy" Despite this improving rtscal 
envil'onment, slate and local governments continue to experien(.'C a high level of 
financial s tJ'css and instability. Public colTers arc improving, but conti nue to be tight as 
expenditures keep puce with l"ising revenucs_ 

ineI'C3sing and [:tent-up demands for Medicaid, public education, lnw enforcement, 
trtmspot·t.. ... tion nnd inrrastnlctul'e funding continue to draw heavily on limited financial 
resources. The highcI" investment rclurn funding assumptions of public pension plans 
in the past m"c also in qucstion rOt- the futUre Icaving thc funding of pension costs less 
predielable than ever. 6 
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Retiree Health Costs Are Adding to the Pain 

Nf)W financial concc!'1lS '.\l'C being addcd to tha cquation because or an I!mcrging 
:!warenes." of very IIwgc liahilities l""II" "cLil'()() 11eallh bcnelits. AIt.hollgh full ,Icelll'nl e 
data ,we not readily available nationally, partial ,md anCl.'t:lotal cvidcnce suggests tlwt 
the liability I' OJ" lim promiscd hcalth bcnefiL<; to t'cLirces by slaLe ,.md local government,; 
is mostly unfunded. 'l 'II£.' 11';111 Stl"{.oet JOIIl"fwl has estinlitled that t'etil"Ce hell11h 
oLJligatiolls rOi' some slatcs nmge from $.'>00 million to as much as $40 billion. Some 
estimate thc rctiree health liabilities of stale and local governments may exccc<i 81 
ll"illion. 

Undm' new GASH t"Ules set lo go into cffect fo r most hu"ge enlities for liscal ye .. n·s 
beginning aller 200fi, state and local governmenls will need to begin reporting and 
disclosing (but noL expensing) their level of retiree health liabilities and Lhe eosL ellch 
yell r 1O fund the liability. The new l"Cporting and disclosure al.'Colln1ing requirements 
may ncgatively impact ct"ooitt"atings of govcmnlental entities that do noL1ake I"emedi,ll 
'lction. 

Hcalth cam costs for active and reLit"ed employees are esLimated to consume about 15 
percent of state and local total compensation (with expectations that this will increase 
to 20 pereent of wages by 2008). This, coupled wilh estimales that a 65 year old will 
need $210,000 and pt'obably mOl'C in S<1Vings to pay fOl" Mcdic'lI"c pat·t B pl'enl iurns, 
Medicare supplement insut'unce and OUL-or-pocket health expenses, adds additional 
emphasis on Lhe importance for state and 10Clli governments to find alternaLives for 
designing" funding, refinancing, and l'educing cun'enL retiree health benefits. 

Aitematives will include cutting Lhe level of benefit promises for cm"rent employees 
and l'Clil"ees where possible, I'educed insul"ance benefit designs. and issuing so-called 
~retil'ce health obl igation bonds". Related solutions will lliso include changing the 
natUI'C of the retiree health bencfit promise ftom one that is n promise of continucd 
insurance coveragc to one t1Hlt on ly pl'ovides ./Ccess Lo insurance coverage with a fixed 
DB or DC based health ca t'e cost subsidy. 

Economic and Global Uncertainty Adds to Fiscal Risks 

The prospect for highel" costs to fund ft..'tIc ral Social Security und Medical'C 
cntitlements also loom on the budget hot"izons of state and local governments. The 
ballooning rederal delicit will limit the abilit.y (JfsLate and 10c:11 govcl"lunents to lind new 
SOUI'ces of revenues to denl with these linancial demands. 

The world's political s ituation, including the global war on terrorism, creates additional 
uncertainLy fOI" the economic stability that is 1lCl.'CSS<lry fOI" predictable funding of 
retirement benefits. 

Budget-Constrained Policy Makers Are Taking a New Look at Pension Design 

All of these factors have crented ,In environment in which st.ate and local governmellts 
(like theil' private Sl.'Clor corporate counwrpal"ls ) have begun to lake a new look at the 
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design, funding, administration and governance or public sector l'dh'(!ITlcnt 1}CIUJrlt 
plans, This proees-'> will not be an CHSy flnc, The tom! of lhe discus.'iioll so far hus rarely 
been collegial. The I'clative mcrit.'> of defined benefit vel'sus delincd contribution plan 
designs hllve been dcblltcd using strong rhclOl'ic with predictions or disastel' or 
calamity if olle side 01' the oLhel' side should prevail. 

In this hellted envil'Onment. t.he 0PP()1'tunity for effectivc and sound policymakillg cnn 
easily be lost. Yet it is essential lhat public 1)OIicymakers pause <md engage in a 
thoughtful and considered r(!CxaminaLion or the basic tenets of these plans, This 
reexlltninalioll should focus on the bcneliLs and l'isk rnnnagcment objcctives 
surl'Oundi ng public I'etirelllent bencfit dcsign amJ funding: 1) workforce Htt.racLion and 
retention, 2) benefit adC<IUllcy and sccw'ity, and:l) funding afford,Jbility l111d volatility, 

An Alternative Approach: Risk-Managed Pension Policy And Hybrid Plans 

Reccnt expet"ience has shown clearly that therc is no such thing: as a riskless I>cnsion 
plan, 'I'he Slandard appl'Oach to public pension desi!,.,!l and runding has, however, railed 
to identify and measure the risks lhn t do exist. I-listot·ically, the approach and has 
principally been to: I) establish benefits objectives, 2) determine the cost and 3) budget 
as much toward achieving the objective as could be afforded. 

Largely missing ft'om this process is all assessment of the risks associated with any 
pm'liculul' plan design, Key questions nbout 1) whnt risks exist, 2) the magnitude of 
each risk, 3) who bem's any pllrticulnl' risk and 4) how that risk can be mitigated have 
o!len been inadequately addt'essed, The failure to assess these risks can be serious for 
both public sectOl· plan sponsors and theit" employees in Lel'tIls of failed pension 
financing schemes andlor inadequate and insecure retirement benefits. 

One of the likely advantages of identifying and mnnaging rctirement plan risk areas is 
that there will be a gl'e,lter tendency to adopt plan designs that m·e more npproprialely 
balanced or which share the I"Inaneiul risks between employers and employees, Going 
forward, using th is approach will rne,lIl the inel'ensing usc of "hybrid" and 
~combination" approaches that include clements of both traditional DB und DC plans, 

This paper pt'oposes that public seetOt' policy makers add financial risk management 
pt'Ocesses whcn reconsidering the futurc of public retirement design alld funding. '('he 
principal risk m'cas Lo be assessed include the following: 

• Defi ned benefit plnn risks 
Long-term funding risk - the risk that investment ancl othel' !letuurial 
experience m!ly be worse than expected, forcing eontl'ibuliul\ I',ltcs to inCI·CHse 
above acceptable levels over the long-term 
Short-tcl'ln funding volatility risk - the risk that investment retUl'n volatility 
will cause contribution nltes to increase nbovc acceptable levels over the 
shOt,t-term 
Inflation risks - the risk that the value of nccrued benefits will be eroded by 
infhttion 
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• Defi ncd conl l' il.m l ioll pia II I'is ks 
l.ongcvity risk - the risk of p.l rticipnnts oliLli villg th(!ir rctil'cmcnL asSl~ t..; 

InlbLioll risk - the ri sk Uwl L1u: value of :tecrued bmu:fi ls will be ero(kotl by 
innatioll 
Inves tment rhik - the risk that by the end or the illvcstmcllt period not cllClu J.:"h 
has been acclimulated to fund all adC(luate and SL'ClIre relil'Clllcnt benefi t 

In many cascs the Icv(!1 of risk f01' both on ;111<1 DC plans c:m be m<llwg:cll Lo ;1 

signilicant extent t1u'ough more :Jppropri:Jle plan design and funding policies, This wil! 
inCr(mse Lhe chance of mecting the henelils and li nanci:!1 objedives or bolh the plan 
l'ponsor and the pmticipanl, regardless of whether the plan is defined benei"lt IW 
defined contribution in design, 

The Goal Is to Reach the Best Achievable Solution with the 
Available Resources 

The currcnt challenge t.o public seclOl' policymakCl's is linding a pro('ess Ihal dead y 
identiJies the issucs and the basis for deciding the best achicvable solution under t.he 
circumSlances, 

One way to meet Lhis challenge is to arpr!Xlch rctirement plan design as follows: 

• First, develop II bl/sic n : I i r emell f bellefits polic)'. Define the goals and objectives 
the sponsOi' wants the I·cti l'cmcnt bencli l program to achievc, 

• SL'COfld, Ilpp~" JI /iruw d u/ risk 1111111//!fVmcu t fill er. Identify the plun des ign 
clemcnts that arc most and least. likely to achieve t.he benefit goals and objeclives 
in light of available /inancial resoU1"(:es and potential market Ilucluations, 

The advmll~lge of using this approach is tha t. it docs not prejudge what. plan design is 
better, It do(!s not. assume that eit.her delinC(1 bcnelit or dclined contribution plans am 
inherently superiol' to the other, Instead, iL identities the most. appmpl'iate design liS 
the one that. is most likely to meet both the Iin:1Jlcial ;md benefits objectives of the plan 
sponsor. 

Usi ng a li n;mcial risk m;magement filter wilt also help reduce the political aspects of 
the discussion thm on(!n imped e the ability Lo move toward sound solut.ions, It allows 
policymakcrs the opport.un it.y to pnldently strik e the right balance between meeting 
100% of (Ill the benelils goals IJ nd objectives and dealing wilh the long and ShOl't. term 
financial realities faced by governments, 

Publ ic Pension Stakeholders Will Need to Forge a New Consensus 

A consensus on worknble solutions will not. be C:lSy Lo come by. Emel'ging demands on 
budgets to mlch'ess aud fu nd health benelits for retil'ecs, baby bOOlllel' demognlphic 
trends, investment market. volatility, and inere;lsing longevity, among many other 
factol'S, will eomplieat.c the process, l.egal constraints on changing benelits for ex ist. ing 
employees will be a majOl' ban'ier to short-term lixcs. Public sector policy makel's will 
also ollen need to balancc the m.'t.'ds or existing employC(.'s and taxpayers against future 
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employees and taxpayers. The equity of shifting: current pens ion liauility bu n lens to 
futut'e generations of t.axpayers nnd employees shoul(1 be a cen tral part. ur t.1l( ' 
discussion. 

The stakdlOlders involved in forging a new public sector retiremenl uencti t policy a rc 
myrind, bul !nllst be taken into account. T hey include govel'!lol's ami other executive 
level oflicials, legis lative bodies, public employees and theil' l'epl'escntativcs and unions, 
public pension tl'ustees and staff, taxpayel' advocacy gt'oups, investment managcl's, 
actuaries, lawyers and the mcdia, The process is inherently poli tical in nature because 
that is the nature of govcl'llmcnt. In this context, creutive approaches to moving 
fonvlll'd on the rCl1ssessment of puillic pension policy will Ileed to ile developed, If a 
new basis for the design and I'unding of publie pensioll plans is 1I0t estllillished, it will 
not. maUel' which side of the DB vs, DC debale wins - becallse the IlUmbCl' 01' winnCl'S 
will be far outnumbered by the losers. 
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