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REPRESENTATIVES House Resolution 299 of 2005 directed the Legislative Budget and Finance
R%Z'cfﬁf,r NP Committee to conduct a comprehensive fiscal and policy analysis of two bills cur-
FRANK 1. PISTELLA rently pending before the General Assembly: House Bill 130, pertaining to early
N T retlre.m.ent Incentives for state ar‘ld' pubhc? school employees, and House B111'13 1,
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The resolution also calls for the analysis to include “such logical variations of those

proposals which may be suggested by the study, even though not specifically named

in each bill.”
EXECUTIVE DIRECTOR
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Due to the specialized nature of this study, the Committee issued a Request
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JOHN H. ROWE, IR. for Proposal for assistance in July 2005. In September 2005, the Committee con-
tracted with Milliman Consultants and Actuaries to conduct the study.

Milliman’s report is contained herein. As with all LB&FC reports, the re-
lease of this report should not be construed as an indication that the Committee or
its individual Committee members necessarily concur with its findings and recom-
mendations.
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March 30, 2006

Mr. Philip R. Durgin, Executive Director

Pennsylvania Legislative Budget and Finance Committee
Finance Building, Room 400A

PO Box 8737

Harrisburg, PA 17105-8737

RE: HR299 Study - Report on HB130 and HB131
Dear Phil:

House Bill 130 and House Bill 131 describe potential early retirement incentive
programs (ERIPs) and automatic cost-of-living increases (COLAs), respectively, for
members of the State Employees Retirement System (SERS) and the Public School
Employees Retirement System (PSERS). In House Resolution 299 the Legislature
requested a comprehensive study to answer several questions relating to the cost and
personnel impacts of these bills.

Our analysis begins with a Background section that reviews the current funding
arrangements of the pension and insurance benefits provided to members of SERS and
PSERS and also reviews the potential impact of the new retiree healthcare accounting
standard on the insurance benefits. In Section 1 we analyze the cost and liability
impacts of the HB 130 ERIP and the HB 131 COLA. In Sections 2 through 7 we review
past ERIPs and COLAs and provide additional analysis of the potential impacts of these
bills. Our high level findings and recommendations are provided in the Executive
Summary.

This report would not have been possible without the cooperation and guidance of
representatives of several agencies and organizations. We would like to thank in
particular the Committee staff, SERS, PSERS, the Pennsylvania Employees’ Benefit
Trust Fund and the Office of Administration for their extensive assistance in providing
data and answering our questions regarding the operation and funding of the systems.

We are members of the American Academy of Actuaries and meet its Qualification
Standards to render this actuarial opinion.

eree Pennsyivania Legislative Budget and Finance Committee
@ Milliman HR299 Study - Report on HB130 and HB131



Mr. Philip R. Durgin
March 30, 2006

Page 2

Sincerely,

William A. Reimert, FSA, CFA, EA Glenn D. Bowen, FSA, EA
Principal and Consulting Actuary Principal and Consulting Actuary"

This report was prepared exclusively for the use and benefit of the Pennsylvania Legislative Budget and Finance
Committee for a specific and limited purpose. It is a complex, technical analysis that assumes a high level of knowledge

@ MI"ImaB concerning the operations of the retirement systems and the insurance programs covering retired members, and uses
data that Milliman has not audited. Any third party recipient of Milliman’s work product who desires professional guidance
should not rely upon Milliman’s work product, but should engage qualified professionals for advice appropriate to its own
specific needs.
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INTRODUCTION

House Resolution 299

House Resolution 299 directed the Legislative Budget and Finance Committee to
prepare a comprehensive fiscal, actuarial, and policy analysis of the early retirement
proposals found in House Bill No. 130, Printer's No. 631 (2005) and the cost-of-living
proposals found in House Bill No. 131, Printer's No. 632 (2005), as well as logical
variations of those proposals. These proposals would, if enacted, affect the State
Employees’ Retirement System (SERS) and the Public School Employees’ Retirement
System (PSERS).

The Legislative Budget and Finance Committee retained Milliman, Inc. to perform this
study.

Specifically, the Study was to address the following with respect to these Bills:

1. The costs and assets required to fund initiatives, now and over the next ten
years.

2. The past impact of early retirement incentives on budgets and work force needs.

3. The actual value of past cost-of-living increases for retirees.

4. The value of early retirement programs in providing employment for younger
workers.

5. The potential impacts on the mix of critical skills and experience within
Commonwealth agencies and school districts and the various alternatives to
maintaining or ensuring adequate staffing in the context of retirement
enhancements.

6. The impacts likely on the General Fund of the Commonwealth and various types
of school districts according to size, aid ratio, and other relevant factors.

7. The health and welfare of retirees.

Summary of House Bills 130 and 131

We have summarized our understanding of the effect of the changes proposed in HB
130 and HB 131 below.

House Bill 130

HB 130 would allow eligible members of SERS and PSERS to retire and receive (1) an
annuity without reduction and (2) any insurance coverage under a contract affecting the
member in the event that the member has not yet attained superannuation eligibility
provided that the member has:

e completed 30 years of service, or
e the sum of the member’s age and years of service totals 80 or more years.

These special early retirement incentive programs (ERIPs) would be available to
members of SERS who retire from July 1, 2006 through June 30, 2008 and to members

This report was prepared exclusively for the use and benefit of the Pennsylvania Legislative Budget and Finance
Committee for a specific and limited purpose. It is a complex, technical analysis that assumes a high level of knowledge
@ Mllilman concerning the operations of the retirement systems and the insurance programs covering retired members, and uses
data that Milliman has not audited. Any third party recipient of Milliman's work product who desires professional guidance
should not rely upon Milliman’s work product, but should engage qualified professionals for advice appropriate to its own
specific needs.
2



INTRODUCTION

of PSERS who apply for retirement during March 1 through June 1 in either 2006 or
2007, with an effective date of retirement not later than July 1 in the respective year.
The incentive under HB 130 would effectively apply to:

e SERS and PSERS members under age 50 with between 30 and 35 years of
service;

e SERS and PSERS members between age 50 and 60 for whom the sum of their
age and service totals 80 or more years but who have completed less than 35
years of service (e.g., a member age 50 with 30 years of service or a member
age 59 with 21 years of service); and,

¢ PSERS members age 60 who have completed between 20 and 30 years of
service or age 61 with between 19 and 30 years of service (under current law,
SERS members can retire at age 60 or later provided they have completed 3
years of service.)

This report was prepared exclusively for the use and benefit of the Pennsylvania Legislative Budget and Finance
Committee for a specific and limited purpose. It is a complex, technical analysis that assumes a high level of knowledge
@ Mi“iman conceming the operations of the retirement systems and the insurance programs covering retired members, and uses
data that Milliman has not audited. Any third party recipient of Milliman’s work product who desires professional guidance
should not rely upon Milliman's work product, but should engage qualified professionals for advice appropriate to its own
specific needs.
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The following graphs illustrate the current superannuation provisions (shaded areas) for
SERS (Class AA) and PSERS, and the enhanced provisions of HB 130 (X'ed areas).

SERS Class AA Superannuation

40—
" 35 years
X X X g
X X X[
X ELIGIBLE X X
30 X FOR X X §
X INCENTIVE X X1&
X X X X X X X1{
X X X X X X X
X X X X X X
X X X X X1
25— X X X X}
k] X X X§
g X X§
(7] X
p 20—
]
D
>
Age 60 with
15 — 3 years
10 —
5 —
T L I 1 1
45 50 55 60 65 70
Age

This report was prepared exclusively for the use and benefit of the Pennsylvania Legislative Budget and Finance
Committee for a specific and limited purpose. It is a complex, technical analysis that assumes a high level of knowledge

@ Miﬂlm an concerning the operations of the retirement systems and the insurance programs covering retired members, and uses

data that Milliman has not audited. Any third party recipient of Milliman’s work product who desires professional guidance
should not rely upon Milliman’s work product, but should engage qualified professionals for advice appropriate to its own
specific needs.

4



INTRODUCTION

PSERS Superannuation
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We have interpreted the insurance coverage mentioned in the Bill to refer to the
insurance coverage a SERS member would be eligible to receive from their employer or
the Commonwealth if he or she had satisfied the requirements for superannuation
retirement at the time of retirement (e.g. — members eligible for the ERIP would receive
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retiree healthcare insurance). With respect to PSERS members, we have interpreted
the insurance coverage mentioned in the Bill to refer to the coverage provided by the
member’s employer pursuant to Act 110 (1998) and Act 43 (1989), by the PSERS
Health Options Program and Premium Assistance Program, or pursuant to a collective
bargaining agreement, if any.

House Bill 131

HB 131 would provide annual cost-of-living adjustments (COLAs) to annuitants equal to
the percentage change in the Consumer Price Index for all Urban Consumers (CPI-U)
for the Pennsylvania, New Jersey, Delaware and Maryland area, officially reported by
the United States Department of Labor, Bureau of Labor Statistics.

Report

This report summarizes the resuits of this Study. In order to place those results into
their proper perspective, the report first will present a summary of the costs and assets
required to fund SERS, PSERS and insurance coverage to retirees, such as that
provided to SERS retirees under the Pennsylvania Employee Benefits Trust Fund
(PEBTF), now and over the next ten years, based on their current provisions. It then
discusses each of the areas addressed in the study in the sequence listed above.
Descriptions of the study methodologies and actuarial assumptions are contained in the
Appendices.

Reliance on Data and Other Information Provided to Milliman

In performing this analysis, we relied on data and other information provided by the
Committee, SERS, PSERS, the systems’ actuaries, PEBTF and various other State
agencies. We have not audited or verified this data and other information. If the data or
information are inaccurate or incomplete, the results of our analysis likewise may be
inaccurate or incomplete.

We performed a limited review of the data used directly in our analysis for
reasonableness and consistency and have not found material defects in the data. If
there are material defects in the data, it is possible that they would be uncovered by a
detailed, systematic review and comparison of the data to search for data values that
are questionable or for relationships that are materially inconsistent. Such a review was
beyond the scope of our assignment.

Assumptions and Methods

Except where noted, we have used the actuarial assumptions and methods used to
prepare the December 31, 2004 actuarial valuation of SERS and the June 30, 2005
actuarial valuation of PSERS to prepare the cost estimates and projections presented in
this report. While these do not necessarily represent Milliman’s best estimate of future
experience under SERS and PSERS, we believe that these assumptions, which were

This report was prepared exclusively for the use and benefit of the Pennsylvania Legislative Budget and Finance
Committee for a specific and limited purpose. It is a complex, technical analysis that assumes a high level of knowledge
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adopted by the Boards of SERS and PSERS, are reasonable assumptions for the
purposes of this report.

Differences between our projections and actual amounts depend on the extent to which
future experience conforms to the assumptions made for this analysis. It is certain that
actual experience will not conform exactly to the assumptions used in this analysis.
Actual amounts will differ from projected amounts to the extent that actual experience
deviates from expected experience.

Additional Material

Subsequent to our completion of our analysis upon which this report is based, additional
information regarding SERS and PSERS recent results was provided to us. Please see
our letter dated June 8, 2006, attached as Appendix E, that discusses the impact of the
additional information on the analysis contained in this report.

This report was prepared exclusively for the use and benefit of the Pennsylvania Legisiative Budget and Finance
Committee for a specific and limited purpose. It is a complex, technical analysis that assumes a high level of knowledge
@ Mil;iman concerning the operations of the retirement systems and the insurance programs covering retired members, and uses
data that Milliman has not audited. Any third party recipient of Milliman’s work product who desires professional guidance
should not rely upon Milliman’s work product, but should engage qualified professionals for advice appropriate to its own
specific needs.
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EXECUTIVE SUMMARY

Our findings are summarized below.

Current Funded Status and Contributions to SERS and PSERS

As of December 31, 2004, SERS had a funded ratio of 95% based on the market
value of its assets and the traditional actuarial measure of its liabilities - $26.6
billion of assets vs. $28.0 billion of liabilities. As of June 30, 2005, PSERS had a
funded ratio of 85% on a comparable basis - $52.0 billion of assets and $61.2
billion of liabilities. These funded statuses rank above median relative to the
reported funded status of other public sector retirement systems.

These funded ratios are projected to deteriorate through the end of FY 2011-12,
based on the current contribution rates required by law, to 82% for SERS and to
77% for PSERS, which would be below median for public systems. This
deterioration will be due to the fact that annual contributions (calculated as
specified in the Retirement Code per Act 2003-40) currently fall short of covering
the normal cost of SERS and PSERS; i.e., the cost of benefits earned by
employees each year exceeds the contributions required under current law
through FY 2011-12.

Annual employer contributions to SERS are scheduled to increase by $1.0 billion,
or 15.5% of payroll, in fiscal year 2012-13 based on current law. Similarly,
annual employer contributions to PSERS are scheduled to increase by $2.3
billion, or 16.3% of payroll, at that time. It is not clear how the Commonwealth
and the other contributing employers will find the resources to satisfy those
scheduled contribution increases at that time.

While the funded status of SERS and PSERS are currently above median based
on public sector accounting rules relative to other public systems, they are well
below median (in the bottom quartile) relative to corporate pension plans when
their funded statuses are measured based on current private sector accounting
rules. We anticipate that the Governmental Accounting Standards Board (GASB)
will review the current public sector pension accounting rules to determine if they
should be updated in light of criticisms of the current standards. Future
movement toward private sector rules could adversely affect the reported funded
statuses of SERS and PSERS which might adversely affect the Commonwealth’s
borrowing costs.

Current Funded Status and Contributions to PEBTF

PEBTF provides health insurance benefits to the majority — roughly 85% - of
state employees and retirees.

No assets have been accumulated by PEBTF to “pre-fund” the cost of retiree
health insurance benefits during active employment as has been done for
pension benefits provided by SERS and PSERS.

New accounting requirements from GASB will require public sector benefit plans
and employers to report the cost of these benefits on a “pre-funded” or actuarial
basis. These new requirements take effect starting with PEBTF’s 2006-7 fiscal

This report was prepared exclusively for the use and benefit of the Pennsylvania Legislative Budget and Finance
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year. We have roughly estimated that the annual cost of the retiree health
insurance benefits provided by PEBTF on the new basis will be approximately
$1.2 billion, or 26.7% of payroll, which is significantly higher than the $0.5 billion
contributed by the state in fiscal year 2004-5.

Potential Impact of HB 130 on the Funded Status and Contributions to SERS and
PSERS and on Contributions to PEBTF and Premium Assistance

Total cumulative payroll savings due to the early retirement incentive program
(ERIP) proposed in HB 130 are estimated to total $0.6 billion during the 10 years
through FY 2015-16 for SERS members and $2.0 billion for PSERS active
members. In the case of SERS, 77% of those savings would have been realized
by the end of FY 2011-12. In the case of PSERS, 87% of the payroll savings
would have been realized by the end of FY 2011-12.

The annual employer contributions to SERS would increase by an estimated $82
million per year for each of the five years subsequent to adoption of the bill, with
total net additional contributions of $0.4 billion through FY 2015-16. (Since the
majority of the payroll savings due to an ERIP would be realized within the five
years immediately following the ERIP, we have amortized the increased actuarial
liabilities over 5 years ending with FY 2011-12.) The comparable increase for
PSERS was an estimated $275 million per year for 5 years, with total net
additional contributions of $1.4 billion through FY 2015-16.

The cumulative employer contributions to PEBTF and other health insurance
programs for retired State employees were estimated to increase by $0.5 billion
over the 10 years ending FY 2015-16.

The cumulative additional cash cost to School Districts for the insurance
continuation mandated by Acts 110 and 43 is estimated to be roughly $0.1 billion
through FY 2015-16, with roughly 70% of those costs payable through the end of
FY 2011-12.

Thus the total net cumulative employer cost of offering to SERS members the
ERIP proposed in HB 130 is estimated to be $0.3 billion over the 10 years ending
FY 2015-16. The comparable figure for PSERS is a net savings estimate of $0.5
billion, due primarily to the less generous health insurance benefits provided to
PSERS retirees than to SERS retirees (for school districts that provide health
insurance benefits at the local level in excess of what is mandated by Acts 110
and 43, these estimated savings may be more than offset by additional insurance
costs.)

Based on projected workforce needs, there is no apparent need for an ERIP in
order to decrease the number of employees due to the high level of terminations
projected due to the retirement of “Baby Boomers” and normal turnover. On the
other hand, an ERIP can be expected to exacerbate issues due to the need to
replace retiring employees with critical skills and experience.

A disproportionate share of those potentially eligible for an ERIP in PSERS would
be members with a teaching certificate. Roughly 60% of active PSERS members

This report was prepared exclusively for the use and benefit of the Pennsylvania Legislative Budget and Finance
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are certificated. We estimate that 80% of those eligible for an ERIP would be
certificated.

Potential Impact of HB 131 on the Funded Status and Contributions to SERS and
PSERS

» We have estimated the impact of an automatic COLA to SERS and PSERS
annuitants for the following provisions, which differ from the broader wording in
HB 131.

o COLAs would be limited to 3% per annum;

o COLAs would only be provided to annuitants after they attain superannuation
age;

o COLAs would only be provided to annuitants after they have been retired 12
months or more; and,

o COLAs would not be provided to survivor annuitants.

e The annual employer contributions to SERS based on current statutory
requirements and the above provisions would increase by an estimated $1.2
billion per year for each of the ten years subsequent to adoption of the bill, for a
total of $12.1 billion. The comparable increase for PSERS would an estimated
$2.7 billion per year over the same period, for a total of $26.5 billion. (These
estimated contribution increases are based on the modifications to HB 131
described above.)

e The actuarial liabilities of SERS would increase by $6.6 billion as the result of the
adoption of such a bill, which would decrease SERS' funded ratio to
approximately 71%. The comparable figures for PSERS would be a liability
increase of $14.3 billion and a funded ratio of 66%. This would decrease the
funded ratios of both SERS and PSERS to well below median relative to other
public retirement systems.

e An unlimited COLA, as provided for by HB 131, could cost significantly more than
the estimates shown above, possibly catastrophically so if we encounter an
extended period of high inflation such as during the 1970’s and 1980's.

e Since the benefits provided to long-service Class AA and TD members of SERS
and PSERS, respectively, exceed final salary when added to the members’
Social Security benefits, it would be possible to offer members a new benefit
option at retirement that would provide an actuarially reduced immediate pension
that would increase automatically for COLAs (subject to a limit such as 3% per
year) after retirement. The reduction in the members’ benefit at retirement could,
if properly calculated, offset the full cost of the COLA.

e Other logical variations could include a one-time, ad hoc COLA such as the
Supplemental Annuities that have been traditionally provided to SERS’' and
PSERS’ annuitants.

This report was prepared exclusively for the use and benefit of the Pennsylvania Legislative Budget and Finance
Committee for a specific and limited purpose. It is a complex, technical analysis that assumes a high level of knowledge
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Our recommendations are summarized below.

Recommendations regarding contributions to fund the current pension
provisions of SERS and PSERS

We recommend that, before consideration of possible benefit enhancements that will
increase the long-term costs of SERS and PSERS, the Commonwealth develop a
pattern of employer contributions on behalf of the current pension provisions that will:

e cover the full normal cost (the cost of benefits earned each year);

e amortize the existing unfunded actuarial accrued liabilities over a reasonable
time-frame; and,

e produce increases in employer contributions that are expected to be affordable
when they are scheduled to occur (under current law, SERS contributions are
projected to increase by $1.0 billion and PSERS contributions increase by $2.3
billion between FY 2011-12 and FY 2012-13.)

Recommendations regarding HB 130

We recommend consideration of allowing school districts to determine whether their
employees would be eligible for the proposed ERIP in HB 130. The ERIP could cause
the accelerated retirement of a large number of PSERS members with critical skills or
experience. If each school district had the option to “opt-out” of the ERIP, the possibility
that the ERIP would impair the ability of districts to maintain an adequate workforce
could be mitigated. If practical, we would recommend that the same consideration be
given to allowing individual state agencies to determine whether their employees would
be eligible for the proposed ERIP.

Recommendations regarding HB 131

1. We strongly recommend that the Commonweaith be very cautious in considering
whether to enact an automatic CPIl-based COLA, especially if that COLA were
unlimited. Automatically increasing pensions for inflation without any limitation
could severely impair the Commonwealth’s ability to finance other public services
during an extended period of high inflation. Public retirement systems that index
pensions for price inflation after retirement typically set a limit, such as 3%, on
the amount of annual price increase that would be reflected.

2. If the Legislature desires to enact legislation that would provide COLAs to
annuitants, we recommend that:
e consideration be given to limiting an automatic CPl-based COLA to some
amount such as 3%;
e consideration be given to limiting the COLAs to annuitants who have attained
superannuation age;
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¢ consideration be given to limiting the COLAs to annuitants who have been
retired for 12 months or more; and,

» consideration be given to excluding retirees since June 2001 (they receive the
increased benefits under Act 9 of 2001) from COLAs, whether automatic or
ad hoc, until the time when COLAs exceeding a cumulative 25% increase are
granted to annuitants who retired prior to July 2001; i.e., the date when the
increased benefits under Act 9 became effective.
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BACKGROUND ON FUNDING OF CURRENT PENSION BENEFITS

Costs and Assets required for current pension provisions
Pension Assets and Funded Status

SERS and PSERS are relatively mature retirement systems established many decades
ago. Contributions have been made by both employee members and their employers
since the systems were created. In addition, each of the systems invests those
contributions in order to earn investment income to support the benefits payable to
retired members and their beneficiaries. As a result, significant assets have been
accumulated - $26.6 billion in the case of SERS as of December 31, 2004 and $52.0
billion in the case of PSERS as of June 30, 2005. Without a measure of the obligations
of the system or some other funding target, it is impossible to determine whether the
current assets are adequate, redundant, or fall short what is required for existing
obligations.

Funded Status Relative to Other Public Employee Retirement Systems

One way to make this determination is to compare the assets of a system with its
Actuarial Accrued Liability. This is the traditional measure of actuarial liabilities for
public systems. The Actuarial Accrued Liability represents the amount of assets that
should have been accumulated as of the valuation date based on the actuarial cost
method used to determine contribution rates. (In the case of both SERS and PSERS,
the actuarial cost method is described in statute. It is the entry age actuarial cost
method, which is the cost method most widely used by public employee retirement
systems in the U.S.)

Each year SERS and PSERS have an actuarial valuation prepared. One of the figures
presented in those reports is the Actuarial Accrued Liability described above. We have
summarized in the table below the Actuarial Accrued Liability as reported in the most
recent actuarial valuation report for each system as a first measure of the amount of
assets “required” to fund SERS and PSERS and have compared it with the market
value of assets as of that date.

SERS PSERS
Valuation Date December 31, 2004 June 30, 2005
Actuarial Accrued Liability $28.0 billion $61.2 billion
MV Assets 26.6 billion 52.0 billion
UAL 1.4 billion 9.2 billion
Ratio of Assets to Liabilities 95.0% 85.0%

It is common for even relatively mature retirement systems, such as SERS and PSERS,
to have Unfunded Actuarial Accrued Liabilities (UAL). A UAL can arise as benefit
improvements are adopted, such as Act 2001-9 or Supplemental Annuities, or due to
adverse actuarial experience, such as has occurred in recent years due to adverse
investment returns.
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BACKGROUND ON FUNDING OF CURRENT PENSION BENEFITS

To place the funded status of SERS and PSERS into perspective, we have compared
below their funded status with the funded status of other jumbo public employee
retirement systems with the same valuation dates. (Source:  Public Fund Survey
Summary of Findings for FY 2004 prepared by the National Association of State
Retirement Administrators.) These comparisons differ from the figures shown in the
previous table in two respects.

1. First, the asset figures reported are the “actuarial value” of assets, which typically
smooth the recognition of investment market gains or losses. This is the
traditional way that public retirement systems report their assets for actuarial
purposes. It is common after periods of sustained market losses (gains) for
retirement systems to have actuarial values in excess of (below) market values,
as the losses (gains) have yet to be fully recognized.

2. The second difference affects the comparative data for PSERS. Since actuarial
valuation results are not yet available for public retirement systems as of June
30, 2005, we have shown comparative data for PSERS as of a year earlier —
June 30, 2004.

Systems with a June 30 fiscal year-end like PSERS
with Assets of $10 billion or greater
Data as of June 30, 2004

System Name Actuarial Accrued Actuarial Value Funded Ratio
Liabilities of Assets
Amounts in Billions Amounts in Billions
PA PSERS $57.1 $52.1 91.2%
California Teachers $138.3 $1141 82.5%
Florida Retirement System 95.2 106.7 112.1
Ohio Teachers 69.9 52.3 74.8
New Jersey Teachers 404 34.6 85.6
lllinois Teachers 50.9 31.5 61.9
New Jersey PERS 29.9 27.4 91.5
Missouri Teachers 26.2 21.5 82.0
Maryland Teachers 21.7 20.2 92.8
New Jersey Police & Fire 22.3 18.7 84.0
Minnesota Teachers 17.5 17.5 100.0
Mississippi PERS 22.8 17.1 74.9
lowa PERS 19.1 17.0 88.6
Kentucky Teachers 20.8 14.4 69.4
Nevada Regular Employees 17.0 13.7 80.5
Georgia ERS 13.2 12.8 97.0
lllinois Universities 19.1 12.6 66.0
Minnesota PERF 15.0 11.5 76.7
Louisiana Teachers 18.1 11.4 63.1
Median (excluding PSERS) 82.3%
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Systems with a December 31 fiscal year-end like SERS
with Assets of $10 billion or greater
Data as of December 31, 2004

System Name Actuarial Accrued Actuarial Value Funded Ratio
Liabilities of Assets
Amounts in Billions Amounts in Billions
Pennsylvania SERS $28.0 $26.9 96.1%
Colorado State & Schools $40.8 $28.6 70.1%
lllinois Municipal 19.4 18.3 94.3
Texas County & District 11.8 12.4 104.9
Utah Non-contributory 13.2 12.2 924
Texas Municipal 14.0 11.6 82.8
Median (excluding SERS) 92.4%

Based on the above data, the funded statuses of SERS and PSERS were above
median relative to other jumbo public employee retirement systems as of December 31,
and June 30, 2004 respectively. But as discussed below, the funded statuses of each
system is expected to deteriorate significantly over the next 6 years because employer
contributions have been, and are scheduled to remain, significantly below the normal
cost (the cost of benefits earned during that year) through FY 2011-12. For example,
the projected funded ratios for SERS and PSERS at the end of FY 2011-12 are 82%
and 78%, respectively. Both of these forecast funded ratios are below the median
funded ratios shown above. The current UALs would be expected to grow to
approximately $7 billion for SERS and $18 billion for PSERS over this time period when
contributions are scheduled to be below the normal cost.

Funded Status Relative to Private Sector Defined Benefit Pension Plans

A different approach is taken to measure pension obligations and funded status for
private sector pension plans for accounting purposes. We believe that it is important to
present to the Committee information regarding the funded status of SERS and PSERS
based on the private sector rules because it is possible that the public sector accounting
rules for disclosing pension obligations will be modified in the future. There has been
significant media attention to the unfunded pension and health insurance obligations of
both private and public sector empioyers. Congress is currently considering significant
changes in the rules private sector employers use to determine contributions; the
Financial Accounting Standards Board is currently developing changes in the rules
private sector employers use to account for pension obligations. It would seem likely
that public sector rules will, sooner or later, be reconsidered also and couid potentially
move toward private sector rules.

Since the pension obligations disclosed for accounting purposes are used by bond
rating agencies in determining the rating of bond issues, a significant change in these
obligations could affect the cost of borrowing to the Commonwealth. As part of the
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consideration of a possible significant improvement in pension benefits that might be
constitutionally protected from diminution, it seems appropriate to anticipate the effect of
possible accounting changes that could affect the affordability of the proposed benefit
enhancements over the long term.

The private sector approach for measuring pension obligations ignores the actuarial
methods used to develop plan contributions, which is the approach traditionally used by
public sector pension plans. Instead, private sector pension plans measure the amount
of benefits earned by members as of the valuation date based solely on their service-to-
date and without regard to the actuarial methods used to determine employer
contributions. Two such measures are disclosed.

1. One of them reflects only service and compensation earned-to-date. This
measure is called the Accumulated Benefit Obligation.

2. The other reflects only service-to-date, but is adjusted to reflect the effects of
future salary increases on benefits earned-to-date. This measure is called the
Projected Benefit Obligation.

There is a second significant difference between the public and private sector
approaches for measuring pension obligations. In the public sector, the discount rate
used to measure the obligations reflects the expected long-term compounded rate of
return on plan investments. In the private sector, the discount rate is based on the
current yield on high-quality fixed-income obligations.

We have summarized in the table below a comparison of the estimated funded status of
SERS and PSERS, based on private sector accounting rules, relative to private sector
defined benefit pension plans with over $10 billion of assets as of the end of the plan
sponsor’s fiscal year ending 2004. The percentage figures shown are the ratio of the
market value of plan assets to the:

1. Projected Benefit Obligation (PBO), and

2. Accumulated Benefit Obligation (ABO).

Estimated Funded Status of SERS and PSERS
based on private sector accounting rules as of the end of their fiscal years ending 2004

Measurement based on: PBO ABO
SERS 68% 85%
PSERS 70% 82%

Private sector defined benefit pension plans with over $10 billion of assets
Percentile

Highest 133% 136%
75" 100% 104%
50™ (or Median) 91% 100%
25" 83% 94%
Lowest 61% 69%
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Based on this analysis, the funded status of both SERS and PSERS are in the bottom
quartile relative to comparable jumbo private sector defined benefit pension plans.

Funded Status - Summary

In summary, the funded status of both SERS and PSERS are above average (median)
relative to other jumbo public employee retirement systems, but well below average
(median) relative to jumbo private sector defined benefit pension plans. Moreover, the
funded statuses of SERS and PSERS are expected to deteriorate significantly over the
next 6 years because employer contributions have been, and are scheduled to remain,
significantly below their normal cost (the cost of benefits earned during that year)
through FY 2011-12.

Given all of the public attention currently focused on the funded status of private and
public sector pension plans, we believe it is likely that public sector accounting rules
may be reconsidered, especially if the private sector rules are modified as expected in
2006. Moreover, we believe that if the public sector accounting rules are changed, they
will probably converge toward the private sector rules. As indicated above, the funded
status of both SERS and PSERS would look worse under private sector rules than they
do under the current public sector accounting rules. Thus if public sector accounting
rules converge toward private sector accounting rules, rating agencies may reduce the
bond credit ratings of the Commonwealth and other contributing employers, which could
increase its borrowing costs.
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Annual Pension Cost

The annual costs of SERS and PSERS, under current accounting rules, are based on
actuarial methods and amortization periods set forth in statute and on actuarial
assumptions adopted by the SERS and PSERS Boards. Based on those methods and
assumptions an actuarial valuation is completed annually to develop the employer
contribution rates.

The FY 2005-6 member and employer contribution rates to SERS and PSERS are
summarized in the following table, along with the Normal Cost and the approximate FY
2005-6 payroll to which those rates apply. (The Normal Cost represents the long-term
average cost of benefits that will accrue in the future.)

SERS PSERS
Class AA Total

Member Contribution Rate 6.25% 6.00% 7.16%
Employer Contribution Rate 2.37% 3.02% 4.00%
Total Contribution Rate 8.62% 8.79% 11.16%
Total Normal Cost 14.50% 14.50% 14.77%
Payroll $4.0 billion $5.2 billion $11.5 billion
Est. Member Contributions $250 million $300 million $ 825 million
Est. Employer Contributions $ 95 million $155 million $ 460 million
Est. Total Contributions $345 million $455 million $1,285 million
Est. Total Normal Cost $580 million $755 million $1,700 million

As indicated above, the current member and employer contribution rates (calculated as
specified in the Retirement Code per Act 2003-40) are less than the normal cost for
both SERS and PSERS. Hence, the current level of contributions falls short of
covering the cost of benefits currently being earned by approximately $715
million a year and makes no provision to amortize the UALs. As a result, the UALs
of these two systems, which totaled approximately $6.1 billion as of the close of their
fiscal years ending 2004, can be expected to annually grow by $715 million since
contributions do not cover the normal cost, plus an additional approximately $520
million due to interest on the existing UAL, for a total of over $1.2 billion per year. (This
dollar amount will increase at an increasing rate in future years as payroll increases and
the UAL increases, leading to projected FY 2011-12 UALs of roughly $7 billion for
SERS and $18 billion for PSERS.)

Appendix A contains tables and plots illustrating the projected growth of assets,
liabilities, UALs and funded statuses of SERS and PSERS through FY 2011-12.
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In FY 2012-13 employer contribution rates are forecast to increase significantly, as
summarized below. Note that the member contribution rates are set by law and will not
change materially over time.

Projected Employer Rate in: SERS PSERS
FY 2005-6 3.02% 4.00%
FY 2006-7 4.66% 5.72%
FY 2007-8 5.40% 6.32%
FY 2008-9 4.35% 6.01%

FY 2009-10 4.15% 5.16%
FY 2010-11 4.39% 4.92%
FY 2011-12 4.66% 4.97%
FY 2012-13 20.16% 21.23%
FY 2013-14 20.05% 20.31%
FY 2014-15 18.97% 18.98%
FY 2015-16 18.74% 18.57%

These projections have been prepared by Miliman and differ slightly from the
projections prepared by the systems’ actuaries due to differences in projection
methodology.

Based on the above forecasts, the total SERS employer contribution rate will increase in
FY 2012-13 by 15.50% of payroll (from 4.66% to 20.16%). The comparable increase for
PSERS at the same time will be 16.26% of payroll (from 4.97% to 21.23%). It is not
clear how the Commonwealth and other contributing employers will be able to afford to
fund such a significant increase at that time.

To put these contribution rate increases into perspective, a 15.50% increase in the
SERS employer contribution rate in FY 2005-6 would increase employer contributions to
SERS by roughly $810 million; a 16.30% increase in the PSERS employer contribution
rate in FY 2005-6 would increase employer contributions to PSERS by roughly $1,875
million. These increased contributions, totaling nearly $2.7 billion in today’s dollars
(which is over $7,000 per active member), can be expected to be even greater in FY
2012-13 and after due to forecast increases in covered payroll.

These significant contribution increases forecast for FY 2012-13 are attributable to the
provision in current law that rapidly amortizes actuarial gains prior to the plan year
ending in 2002 over 10 years ending FY 2011-12 and the slow amortization of the
substantial additional actuarial liabilities created by Act 2001-9 and the subsequent
actuarial losses.
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RECOMMENDATION

We recommend that, before consideration of possible benefit enhancements that will
increase the long-term costs of SERS and PSERS, the Commonwealth develop a
pattern of employer contributions on behalf of the current pension provisions that will:

e cover the full normal cost;

» amortize the existing unfunded actuarial accrued liabilities over a reasonable
time-frame; and,

 produce increases in employer contributions that are expected to be affordable
when they are scheduled to occur.

Both SERS and PSERS have to disclose in their Comprehensive Annual Financial
Report (CAFR) an Annual Required Contribution (ARC) based on the minimum
requirements regarding the amortization of the unfunded actuarial accrued liabilities
(UAL) set forth in Governmental Accounting Standards Board (GASB) Statement No. 25
— Financial Reporting for Defined Benefit Pension Plans and Note Disclosures for
Defined Contribution Plans in the event that state law establishes a contribution that is
lower. The SERS and PSERS employer contributions under current law will fall short of
those minimum requirements through fiscal year 2011-12. Therefore we recommend
that, at a minimum, the state consider developing a pattern of employer contributions
will equal or exceed the GASB ARC minimum requirements.

Amortizing the UAL over a closed 30-year period as a level percentage of payroll would
generate an ARC that would comply with the minimum requirements of GASB 25.
(Level dollar amortization and/or shorter amortization periods would also comply with
GASB 25 and could be implemented to pay down the UAL more quickly if the additional
contributions were affordable. We will show level percentage of payroll amortization
because it would produce the lowest ARC. Contributing more than this minimum ARC
would be desirable, since it would reduce the interest charged on the UAL in the same
way as higher mortgage payments reduce the cumulative cost of purchasing a house.)

As seen in the tables and graphs below, a GASB 25 ARC funding approach would
result in larger contributions through FY 2011-12 and smaller contributions over the
subsequent 20 years. Over the 30 year period during which the UAL is paid down, the
GASB 25 ARC approach results in an estimated $3.4 billion less in cumulative employer
contributions to SERS than would be required under current law. The comparable
reduction in cumulative employer contributions to PSERS on this basis is estimated as
$1.8 billion.
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Comparison of SERS Contributions under Current Law

and GASB 25 ARC Funding Approach

Fiscal Curre’nt Law GASB I\I/Iinimum Increase/(Decrease)
Year
Ending Employer Contributions Employer Contributions Employer Contributions
$ % $ % $ %
2007 243 4.66% 671 12.88% 428 8.22%
2008 296 5.40% 734 13.39% 438 7.99%
2009 248 4.35% 712 12.49% 464 8.14%
2010 246 4.15% 722 12.19% 476 8.04%
2011 270 4.39% 751 12.23% 481 7.84%
2012 297 4.66% 783 12.29% 486 7.63%
2013 1,330 20.16% 817 12.39% (513) (7.77%)
2014 1,369 20.05% 855 12.52% (514) (7.53%)
2015 1,340 18.97% 896 12.67% (444) (6.30%)
2016 1,371 18.74% 939 12.83% (432) (5.91%)
2017 1,406 18.59% 984 13.01% (422) (5.58%)
2018 1,441 18.44% 1,031 13.20% (410) (5.24%)
2019 1,463 18.12% 1,065 13.20% (398) (4.92%)
2020 1,485 17.81% 1,100 13.20% (385) (4.61%)
2021 1,508 17.51% 1,137 13.20% (371) (4.31%)
2022 1,632 17.22% 1,174 13.20% (358) (4.02%)
2023 1,557 16.94% 1,213 13.20% (344) (3.74%)
2024 1,583 16.67% 1,253 13.20% (330) (3.47%)
2025 1,609 16.41% 1,294 13.20% (315) (3.21%)
2026 1,636 16.15% 1,337 13.20% (299) (2.95%)
2027 1,665 15.91% 1,381 13.20% (284) (2.71%)
2028 1,694 15.67% 1,427 13.20% (267) (2.47%)
2029 1,724 15.44% 1,474 13.20% (250) (2.24%)
2030 1,755 15.21% 1,522 13.20% (233) (2.01%)
2031 1,787 15.00% 1,673 13.20% (214) (1.80%)
2032 1,820 14.79% 1,625 13.20% (195) (1.59%)
2033 1,632 12.83% 1,678 13.20% 46 0.37%
2034 1,569 11.95% 1,734 13.20% 165 1.25%
2035 1,574 11.60% 1,791 13.20% 217 1.60%
2036 1,431 10.21% 1,850 13.20% 419 2.99%
Total $38,881 $35,523 ($3,358)

(dollar amounts in millions)

@ williman

This report was prepared exclusively for the use and benefit of the Pennsylvania Legislative Budget and Finance
Committee for a specific and limited purpose. It is a complex, technical analysis that assumes a high level of knowledge
concerning the operations of the retirement systems and the insurance programs covering retired members, and uses
data that Milliman has not audited. Any third party recipient of Milliman's work product who desires professional guidance
should not rely upon Milliman's work product, but should engage qualified professionals for advice appropriate to its own

specific needs.

23




BACKGROUND ON FUNDING OF CURRENT PENSION BENEFITS

Comparison of SERS Contributions under Current Law
and GASB 25 ARC Funding Approach
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Note that the contribution rates under both methods quickly converge after the 30-year
amortization period.
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Comparison of PSERS Contributions under Current Law

and GASB 25 ARC Funding Approach

Fiscal Current Law GASB Minimum Increase/(Decrease)
Year [ |

Ending Employer Contributions Employer Contributions Employer Contributions

$ % $ % $ %
2007 629 5.72% 1,397 12.21% 768 6.49%
2008 724 6.32% 1,559 13.18% 835 6.86%
2009 707 6.01% 1,591 13.07% 884 7.06%
2010 616 5.16% 1,565 12.52% 949 7.36%
2011 603 4.92% 1,585 12.32% 982 7.40%
2012 628 4.97% 1,635 12.34% 1,007 7.37%
2013 2,936 21.23% 1,691 12.38% (1,245) (8.85%)
2014 2,894 20.31% 1,754 12.43% (1,140) (7.88%)
2015 2,791 18.98% 1,823 12.51% (968) (6.47%)
2016 2,826 18.57% 1,898 12.56% (928) (6.01%)
2017 2,866 18.17% 1,978 12.62% (888) (5.55%)
2018 2,911 17.77% 2,064 12.67% (847) (5.10%)
2019 2,963 17.40% 2,155 12.71% (808) (4.69%)
2020 3,009 16.95% 2,247 12.71% (762) (4.24%)
2021 3,056 16.52% 2,342 12.71% (714) (3.81%)
2022 3,106 16.11% 2,442 12.71% (664) (3.40%)
2023 3,158 15.72% 2,545 12.71% (613) (3.01%)
2024 3,213 15.34% 2,654 12.71% (559) (2.63%)
2025 3,269 14.98% 2,766 12.71% (503) (2.27%)
2026 3,328 14.64% 2,884 12.71% (444) (1.93%)
2027 3,390 14.30% 3,007 12.71% (383) (1.59%)
2028 3,454 13.99% 3,134 12.71% (320) (1.28%)
2029 3,521 13.68% 3,268 12.71% (253) (0.97%)
2030 3,590 13.39% 3,406 12.71% (184) (0.68%)
2031 3,663 13.10% 3,551 12.71% (112) (0.39%)
2032 3,738 12.83% 3,702 12.71% (36) (0.12%)
2033 3,149 10.41% 3,860 12.71% 711 2.30%
2034 2,945 9.36% 4,024 12.71% 1,079 3.35%
2035 2,705 8.27% 4,195 12.71% 1,490 4.44%
2036 2,501 7.36% 4,373 12.71% 1,872 5.35%
Total $78,889 $77,095 ($1,794)
(dollar amounts in millions)

For purposes of the table above, the Premium Assistance Program (see insurance
description in following section) has been calculated on a modified term cost basis
under both the current law and GASB minimum approaches. As discussed below, the
GASB rules for retiree healthcare will change in FY 2006-7; this table does not reflect
those new rules.
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Comparison of PSERS Contributions under Current Law
and GASB 25 ARC Funding Approach
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It is worth noting that the Comprehensive Annual Financial Report (CAFR) of SERS and
PSERS will each disclose the shortfall between (1) the actual employer contributions
made and the (2) ARC under GASB accounting rules in the Schedule of Employer
Contributions in the event that the employer contributions continue as set forth in
current law through FY 2011-12. Such shortfalls may have an effect on the credit
ratings of the Commonwealth and/or other covered employers.

This report was prepared exclusively for the use and benefit of the Pennsylvania Legislative Budget and Finance
Committee for a specific and limited purpose. It is a complex, technical analysis that assumes a high level of knowledge
@ Minlman concerning the operations of the retirement systems and the insurance programs covering retired members, and uses
data that Milliman has not audited. Any third party recipient of Milliman's work product who desires professional guidance
should not rely upon Milliman’s work product, but should engage qualified professionals for advice appropriate to its own
specific needs.
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Costs and Assets required for current insurance provisions
Post-employment Insurance Assets and Funded Status

No assets have been accumulated to fund post-employment insurance benefits for
members of SERS or PSERS.

State Employees

The Pennsylvania Employee Benefits Trust Fund (PEBTF) provides insurance benefits
to retired members of SERS who retired from certain Commonwealth agencies. The
insurance benefits provided to retirees by PEBTF are largely funded by the
Commonwealth, but retirees and beneficiaries contribute roughly 4% of the total cost of
the Annuitants Plan. The percentage paid by retirees and beneficiaries can be
expected to grow as the proportion of the retiree population that retired after July 1,
2005 increases, since these retirees will contribute 1% of final base pay annually.

These benefits are funded on a term cost basis (the term cost refers to the benefits paid
and administrative costs during the current year.)

The current eligibility requirements for Majority State-Paid coverage are (1) retirement at
or after superannuation age with 15 or more years of credited service, (2) retirement at
any age with 25 or more years of credited service, or (3) disability retirement. We also
note that eligibility for the majority state-paid coverage will increase in 2008 from 15
years of service to 20 years of service. State Police members are eligible for Fully
State-Paid coverage if they retire (1) at or after superannuation age (generally age 50),
(2) with 20 or more years of credited service, or (3) under disability retirement.

Public School Employees

PSERS provides a Health Options Program (HOP) and Premium Assistance Program to
PSERS retirees. These benefits are financed on a modified term cost basis, rather than
based on the actuarial methods used to fund PSERS’ pension-type benefits. HOP is
funded by the following sources: 1) premiums paid by participating retired members,
and 2) employer contributions to fund the premium assistance program (these
contributions are built into the PSERS contribution rate and equal 0.74% of payroll for
Fiscal Year 2006-7). Premium assistance (currently $100 a month) is available to
eligible PSERS retirees who enroll in HOP or who have an out-of-pocket expense for
their district health plan.

To be eligible, a retired member must have 24.5 years of service, 15 years of service
with termination on or after age 62, or be receiving a disability retirement benefit from
PSERS.

This report was prepared exclusively for the use and benefit of the Pennsylvania Legislative Budget and Finance
Committee for a specific and limited purpose. It is a complex, technical analysis that assumes a high level of knowledge
@ M“hm an concerning the operations of the retirement systems and the insurance programs covering retired members, and uses
data that Milliman has not audited. Any third party recipient of Milliman’s work product who desires professional guidance
should not rely upon Milliman’s work product, but should engage qualified professionals for advice appropriate to its own
specific needs.
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Annual Post-employment Insurance Cost

SERS Retirees

Under current accounting rules, the annual cost of the post-employment insurance
benefits provided to SERS retirees under PEBTF is the annual employer contribution to
cover the current cost of health insurance benefits. This is referred to as pay-as-you-go
funding. No “pension-style” advance funding has occurred for these benefits on an
actuarial basis. The annual pay-as-you-go costs of these benefits under PEBTF are
summarized below.

Net Cost of benefits provided by PEBTF to Retirees and Beneficiaries

FY 2004-5 FY 2003-4

Medical Benefits $458.6 million $393.3 million
Contracted Services + 29.6 million 26.8 million
Administrative Costs

Total $488.2 million 420.1 million
Contributions from retirees 20.0 million 19.1 million
and spouses

Net Cost $468.2 million $401.0 million

We do not have data regarding the cost of the health insurance benefits, if any,
provided to SERS retirees covered by health insurance plans other than PEBTF. Based
on the retiree data provided to us, we have summarized counts of the number of active
and retired SERS members potentially eligible for PEBTF coverage below.

Eligible for PEBTF | Not eligible for PEBTF Total
Count % Count % Count %
Active Members 93,200 86 15,205 14 108,405 100
Retirees 75,862 84 14,007 16 89,869 100
Total 169,062 85 29,212 15 198,274 100

Based on the above data, the net cost of the benefits provided to PEBTF retirees and
beneficiaries may represent roughly 84% of the total current cost OPEB benefits to all
SERS retirees, assuming that retired SERS members ineligible for PEBTF are eligible
for insurance benefits comparable to the benefits provided by PEBTF.

PSERS Retirees

With respect to the insurance provided to retired members of PSERS, the annual cost of
the Premium Assistance Program is the employer contribution rate set annually by
PSERS to fund the current cost of that premium assistance. (As noted above, this rate
will be 0.74% for FY 2006-7.) The remainder of HOP’s costs is funded by contributions
from participating retirees and beneficiaries.

This report was prepared exclusively for the use and benefit of the Pennsylvania Legislative Budget and Finance
Committee for a specific and limited purpose. It is a complex, technical analysis that assumes a high level of knowledge
@ Mililman concerning the operations of the retirement systems and the insurance programs covering retired members, and uses
data that Milliman has not audited. Any third party recipient of Milliman’s work product who desires professional guidance
should not rely upon Milliman's work product, but should engage qualified professionals for advice appropriate to its own
specific needs.
29




BACKGROUND ON FUNDING OF CURRENT INSURANCE BENEFITS

The current cost of the Premium Assistance Program
provided to retired members of PSERS

FY 2006-7 FY 2005-6 FY 2004-5
Health Insurance Rate 0.74% 0.69% 0.23%
Estimated Payroll* $11.8 billion $11.5 billion $11.1 billion
Contributions $86 million $79 million $25 million

* from PSERS actuarial valuation reports

The annual cost of additional insurance benefits provided by the former employer of the
retired member pursuant to (a) Act 110 (1998) and Act 43 (1989), or (b) a collective
bargaining agreement, if any, is the current cost of premiums paid by the employer. We
do not have data regarding those costs state-wide.

New GASB Accounting Rules

In 2004, the Governmental Accounting Standards Board (GASB) issued new accounting
rules for public employers and public employee benefit plans regarding postemployment
benefits, such as retiree health insurance. These new rules become effective for benefit
plans covering employees of very large employers, such as the Commonwealth,

o for the fiscal year beginning after December 31, 2005 for the benefit plan’s
financial statements, (GASB Statement No. 43) and

o for the fiscal year beginning after December 31, 2006 for the employer’s financial
statements (GASB Statement No. 45).

Thus these new accounting rules will become effective for PEBTF and PSERS for their
2006-7 fiscal years and for the Commonwealth for the 2007-8 fiscal year.

Generally, these standards require benefit plans and employers to disclose the cost of
other postemployment benefits (OPEB), such as health insurance, on an actuarial
basis. (Pensions have been ftraditionally funded on an actuarial basis, which is
sometimes referred to as an advance funding basis. But OPEB benefits to retirees,
such as health insurance benefits, usually have not been funded on this basis. Rather,
they have typically been funded on a pay-as-you-go or term cost basis. As noted
above, both PEBTF and PSERS use this basis.)

These accounting standards do not require that employers begin to fund OPEB benefits
on an actuarial basis, but they do require employers to report costs in their financial
statements on an actuarial basis. Since PSERS is a cost-sharing, multiple-employer
plan, each participating employer will continue to accrue costs in its financial statement
based on the amount it contributes to the PSERS Premium Assistance Program. An
Annual Required Contribution (ARC) will be calculated on an actuarial basis and
disclosed in the PSERS Comprehensive Annual Financial Report (CAFR) along with the
actual amount contributed.

This report was prepared exclusively for the use and benefit of the Pennsylvania Legislative Budget and Finance
Committee for a specific and limited purpose. It is a complex, technical analysis that assumes a high level of knowledge
@ M'le an concerning the operations of the retirement systems and the insurance programs covering retired members, and uses
data that Milliman has not audited. Any third party recipient of Milliman's work product who desires professional guidance
should not rely upon Milliman’s work product, but should engage qualified professionals for advice appropriate to its own
specific needs.
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It is not clear to us whether PEBTF is also a cost-sharing multiple-employer plan
because one outside group with 25 employees participates in it. If it is a cost-sharing,
multiple-employer plan, accounting for employer contributions will be made on the same
basis as described above for PSERS. But if PEBTF is not a cost-sharing multiple-
employer plan, the Commonweaith will have to disclose in its financial statements
commencing with FY 2007-8 the cost of benefits provided by PEBTF on an actuarial
basis. In addition, if the Commonwealth contributes to other plans providing OPEB
benefits that are not cost-sharing multiple-employer plans, the Commonwealth would
also have to accrue costs for those OPEB benefits on an actuarial basis in its financial
statements.

We have prepared a rough, preliminary estimate of the actuarial cost of the OPEB
benefits provided by PEBTF and PSERS’ Premium Assistance Program in order to
provide the Legislative Budget & Finance Committee with an order-of-magnitude
estimate of the possible effect of these new accounting rules on the Commonwealth
and/or PEBTF and PSERS financial statements. We did so in order to place into
context the incremental accounting costs of insurance benefits that would be generated
if an early retirement incentive, such as set forth in House Bill 130, were enacted. Due
to the limited scope of this assignment, the estimate shown below should be
considered very rough and very preliminary and subject to possible significant
changes.

The estimated total annual cost of OPEB benefits provided by PEBTF and PSERS’
Premium Assistance Program under current accounting rules are compared with the
estimated ARC under the new GASB accounting rules in the table below. This excludes
the cost of OPEB benefits provided to SERS retirees by plans other than PEBTF and by
school districts to retired PSERS members pursuant to (a) Act 110 (1998) and Act 43
(1989), or (b) a collective bargaining agreement, if any. (Comprehensive data for SERS
retirees ineligible for PEBTF and all Pennsylvania school districts is not available.)
Also, we have assumed that the current Premium Assistance monthly amount of $100
will not increase in future years. The program has been in place since July 1, 1992,
with an original monthly amount of the lesser of $55 or actual expense. Act 9 of 2001
increased the reimbursement to the lesser of $100 or actual expense. Increases in the
Premium Assistance amount could result in a significantly larger ARC.

PEBTF PSERS Premium
Assistance
Estimated FY 2006-7 cost (current rules) $595 million $90 million
Estimated FY 2006-7 ARC (new rules) $1,180 million $95 million
Increase in $'s $585 million $5 million
% Increase 98% 6%

As noted above, large public employers with July-June fiscal years, such as the
Commonwealth, will need to begin to recognize the ARC as the cost of these benefits
during the fiscal year beginning July 1, 2007 unless these benefits are provided to

This report was prepared exclusively for the use and benefit of the Pennsylvania Legislative Budget and Finance
Committee for a specific and limited purpose. It is a complex, technical analysis that assumes a high level of knowledge
@ Mi“iman concerning the operations of the retirement systems and the insurance programs covering retired members, and uses
data that Milliman has not audited. Any third party recipient of Milliman’s work product who desires professional guidance
should not rely upon Milliman’s work product, but should engage qualified professionals for advice appropriate to its own
specific needs.
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retirees by participation in a cost-sharing muitiple-employer plan. When this is the case,
the cost-sharing multiple-employer plan will report the ARC and the actuarial liabilities of
the benefits in its financial statements. (This effective date is delayed one or two years
for smaller employers, such as local school districts.)

This report was prepared exclusively for the use and benefit of the Pennsylvania Legislative Budget and Finance
Committee for a specific and limited purpose. It is a complex, technical analysis that assumes a high level of knowledge
@ Mi"iman conceming the operations of the retirement systems and the insurance programs covering retired members, and uses
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We have summarized below the total current and projected contributions to the major
state-wide pension and insurance programs covering state employees and public
school employees. These state-wide programs are SERS, PSERS and PEBTF. Since
the contributions scheduled under current law fall short of the Annual Required
Contributions (ARC) under Governmental Accounting Standards Board rules until FY
2012-13, we have summarized those contributions and the GASB ARC’s in the
following tables.

This report was prepared exclusively for the use and benefit of the Pennsylvania Legislative Budget and Finance
Committee for a specific and limited purpose. It is a complex, technical analysis that assumes a high level of knowledge
@ M”hman concerning the operations of the retirement systems and the insurance programs covering retired members, and uses
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CoST TO FUND INITIATIVES
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I. COST TO FUND INITIATIVES — HOUSE BILL 130

Summary of House Bill 130

HB 130 would allow members of SERS and PSERS to retire and receive (1) an annuity
without reduction and (2) any insurance coverage under a contract affecting the
member in the event that the member has not yet attained superannuation eligibility
provided that the member has:

o completed 30 years of service, or
» the sum of the member’s age and years of service totals 80 or more years.

These special early retirement incentive programs (ERIPs) would be available to
members of SERS who retire from July 1, 2006 through June 30, 2008 and to members
of PSERS who apply for retirement during March 1 through June 1 in either 2006 or
2007, with an effective date of retirement not later than July 1 of that year. The
incentive under HB 130 would apply to:

e SERS and PSERS members under age 50 with between 30 and 35 years of
service;

e SERS and PSERS members between age 50 and 60 for whom the sum of their
age and service totals 80 or more years but who have completed less than 35
years of service (e.g., a member age 50 with 30 years of service or a member
age 59 with 21 years of service); and,

e PSERS members age 60 who have completed between 20 and 30 years of
service or age 61 with between 19 and 30 years of service (under current law,
SERS members can retire at age 60 or later provided they have completed 3
years of service.)

The insurance coverage mentioned in the Bill refers to the insurance coverage a SERS
member would be eligible to receive from their employer or the Commonweailth if he or
she had satisfied the requirements for superannuation retirement at the time of
retirement. With respect to PSERS members, the insurance coverage refers to the
coverage provided by the member’'s employer pursuant to Act 110 (1998) and Act 43
(1989), by the PSERS Health Options Program and the Premium Assistance Program,
or pursuant to a collective bargaining agreement, if any.

Summary of Cost to Fund Initiative
The net cost to fund an ERIP initiative will comprise several factors:

o Salary savings due to the replacement of older, long service employees with
younger, lower seniority employees;

e Additional contributions to the retirement systems — SERS and PSERS; and,

e Additional contributions to retiree health insurance — PEBTF, Premium
Assistance Program and local School District obligations due to Act 110 and 43
or collective bargaining agreements.

This report was prepared exclusively for the use and benefit of the Pennsylvania Legislative Budget and Finance
Committee for a specific and limited purpose. It is a complex, technical analysis that assumes a high level of knowledge
@ Mi“iman concerning the operations of the retirement systems and the insurance programs covering retired members, and uses
data that Milliman has not audited. Any third party recipient of Milliman’s work product who desires professional guidance
should not rely upon Milliman’s work product, but should engage qualified professionals for advice appropriate to its own
specific needs.
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l. COST TO FUND INITIATIVES — HOUSE BILL 130

Moreover, retiree healthcare costs have traditionally been measured based on the
contributions required to fund the benefits in each fiscal year. But with the adoption of
Governmental Accounting Standards Board (GASB) Statements No. 43 Financial
Reporting for Postemployment Benefit Plans Other Than Pension Plans and 45
Accounting and Financial Reporting by Employers for Postemployment Benefits Other
Than Pensions, it is necessary to also consider “costs” based on those accounting
rules, similar to the treatment of pension “costs” under GASB Statements No. 25
Financial Reporting for Defined Benefit Pension Plans and Note Disclosures for Defined
Contribution Plans and 27 Accounting for Pensions by State and Local Governmental
Employers. We have summarized both the additional cash costs as well as the
accounting costs of funding an ERIP initiative on the following pages.

Net incremental Actuarial Liabilities due to HB 130 ERIP (")
($ Amounts in Billions)

State Employees — estimated December 31, 2006 results

SERS PEBTF Total
Actuarial Liabilities under current provisions $31.5 $15.6 $47 1
Actuarial Liabilities with ERIP 31.8 16.1 47.9
Net Incremental Actuarial Liabilities due to ERIP 0.3 0.5 0.8
Funded Ratio with ERIP 86% n/a n/a
Amortization of Incremental Liabilities over 5 years ) 0.1 0.1 0.2

Public School Employees Retirement System — estimated June 30, 2006 results

Pensions | Premium Total
Assistance
Actuarial Liabilities under current provisions $63.8 $1.6 $65.4
Actuarial Liabilities with ERIP 64.8 1.6 66.4
Net Incremental Actuarial Liabilities due to ERIP 1.0 0.0 1.0
Funded Ratio with ERIP 80% n/a n/a
Amortization of Incremental Liabilities over 5 years ¥ 0.3 0.0* 0.3

* 0.0 shown due to rounding. Actual result is $30 million increase and $8 million amortization.

(1) These are the actuarial liabilities under GASB Statements Nos. 25, 27, 43 and 45. For
SERS and PSERS, they also are the actuarial liabilities based on the actuarial procedures
utilized to calculate contributions.

(2) A longer amortization period would be permissible under GASB Statements Nos. 25, 27, 43
and 45. We have used 5 years to assign the costs of the ERIP to the time periods when the
majority of the payroll savings due to the ERIP would be realized.

We want to reiterate the need to develop a long-term affordable contribution

schedule to finance the current SERS and PSERS benefits before adding
additional costs through legislation to improve benefits as discussed below.

@ Milliman
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I. COST TO FUND INITIATIVES — HOUSE BILL 130

The exhibits on the two preceding pages indicate that the ERIP would have an
estimated net cost for SERS members but would generate net savings for PSERS
members. (For this purpose, the net cost (savings) is the difference between the payroll
savings and the additionai cost of the pension and health insurance benefits.) The
proposed ERIP is estimated to have a net cost for SERS members but produce net
savings for PSERS members for the following reasons.

1. The health insurance benefits provided to SERS retirees are much more
generous than the health insurance benefits provided to the average PSERS
retiree. Some school districts provide benefits comparable to those provided to
SERS retirees, but many others provide only the option for PSERS retirees to
“buy-into” the health insurance plan provided to active members. In these latter
situations, the PSERS retiree is required to pay 100% of the average premium
for the insurance (see discussion of the “implicit rate subsidy” below.) Thus the
estimated additional cost of providing health insurance to PSERS members who
would retire under the proposed ERIP is significantly less than the cost of the
health insurance provided to SERS retirees.

2. A higher portion of the SERS members eligible for the ERIP are within a year of
superannuation age. At that point, past experience indicates that the rate of
ERIP election is somewhat lower than for members 3 or more years short of
superannuation eligibility. As a result, a lower percentage of SERS members
eligible for the ERIP are expected to retire than the percentage of eligible PSERS
members.

3. HB 130 would require eligible PSERS members to retire immediately prior to July
2006 or July 2007, but would allow SERS members to retire at any time between
July 2006 and July 2008. Thus the payroll savings generated by PSERS
members who retire prior to July 2006 (due to the lower salary of replacement
employees) would apply for the entire FY 2006-7. For SERS members assumed
to retire during the first year of the ERIP, it was assumed that they would retire
on average in the middle of the fiscal year, thereby generating only one-haif of a
year of salary savings during FY 2006-7. Similarly, the payroll savings in FY
2007-8 for PSERS members is proportionately higher than for SERS members.

Estimate of Total GASB 45 Liability of all Pennsylvania School Districts due to
Act 110/Act 43

Minimum Mandated Retiree Healthcare Benefits

Under state law, PSERS members who reach superannuation or retire with 30 years of
service or on disability can continue to participate in their district's healthcare plan until
age 65 by paying 102% of the active healthcare premium rate. While many districts
provide additional retiree healthcare benefits, in the table on the preceding page we
have attempted to place a very rough order of magnitude estimate on the cumulative
impact of Act 110/Act 43 on a statewide basis by valuing the portion of each district’s
liability solely due to the minimum statutorily mandated benefit. In Section 6 we

This report was prepared exclusively for the use and benefit of the Pennsylvania Legislative Budget and Finance
@ Milliman  Committee for a specific and limited purpose. It is a complex, technical analysis that assumes a high level of knowledge
concerning the operations of the retirement systems and the insurance programs covering retired members, and uses
data that Milliman has not audited. Any third party recipient of Milliman’s work product who desires professional guidance
should not rely upon Milliman's work product, but should engage qualified professionals for advice appropriate to its own
specific needs.
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I. COST TO FUND INITIATIVES — HOUSE BILL 130 -

investigate the potential increase in costs for districts that offer benefits in excess of the
minimum.

The net incremental cash contribution reflects the annual value of the “implicit rate
subsidy” (defined below), and the net incremental GASB ARC reflects the actuarial cost
of this subsidy that school districts will need to recognize due to GASB 45. We have not
shown GASB ARCs for the 2006-7 and 2007-8 fiscal years as GASB 45 will not become
effective until July 1, 2008 for the vast majority of districts in the state.

Implicit Rate Subsidy

While the group premium rate is based on the expected overall costs of all participating
employees and retirees, costs per individual vary greatly by age and gender. The
following explanation of “implicit rate subsidy” is taken from the July 2005 Moody’s
Investors Service Special Comment on OPEB:

“A government’s retirees in many cases are able to purchase health insurance at
the same premium rate as current employees, based on a blending of premium
rates that would apply to the two groups independently. The cost per participant
of covering both groups together is higher than current employee coverage would
be on its own, and not as high as the cost per participant in a group consisting
solely of retirees. Because of this arrangement, retirees with blended rate health
benefits are said to receive implicit rate subsidies. The new standards require
measurement and reporting of the rate subsidy of retirees, even in situations
where the retirees are required to pay 100% of their stated premiums.”

As a simplified example — a district with one 30-year old teacher with expected costs of
$1,000 and one 60-year old retiree with expected costs of $5,000 would have a total
expected cost of $6,000, and a blended premium rate of $3,000. GASB 45 requires
recognition of the cost of an implicit rate subsidy of $2,000 (true cost of $5,000 less the
retiree contribution of $3,000). This implicit rate subsidy is then projected to increase in
future years with healthcare inflation.

Assumptions used to estimate the cost/(savings) due to an ERIP
Election rates

As discussed in Section Il — Past Impact of Early Retirement Incentives, the
Commonwealth offered 30 & out ERIPs almost continuously from 1985 through 1997.
The percentage of eligible members electing to retire under those incentives varied
significantly, with the highest election rates occurring during the first and last years
when those ERIPs were offered, that is from July 1985 through June 1986 and from
July 1996 through 1997. We believe that the experience during those two years are
most indicative of the level of elections that could be reasonably expected if an ERIP
such as that described in HB 130 were enacted, because higher election rates are
typically seen during windows that have both fixed starting and stopping dates. The

I This report was prepared exclusively for the use and benefit of the Pennsylvania Legislative Budget and Finance
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specific needs.
43



l. COST TO FUND INITIATIVES — HOUSE BILL 130

1985-86 ERIP had a fixed closing date of June 30, 1986. The next ERIP was not
enacted until July, 1986; shortly after the 1985-86 ERIP closed. Therefore we believe
that eligible members who were interested in retiring early would have made sure that
they filed their application to retire by the June 30 closing date. This probably explains
the high number of members who retired during the first year of this ERIP as compared
to later years. (In subsequent ERIPs, with the exception of the Mellow Bill, the number
of eligible members who elected to retire decreased significantly during periods when
the “window” was scheduled to remain open for an extended period, but increased as
the closing date approached.)

While SERS was unable to provide data that would have enabled us to develop ERIP
election rates during the past reflecting the members age (we knew the ages of those
who actually retired under the ERIP, but did not have sufficient data to determine
precisely the number eligible for the ERIP), we were able to obtain such data from
PSERS. So we based the election assumptions used for both SERS and PSERS on
the PSERS data. The total PSERS election rates appeared to be similar to the total
election rates in SERS, so we believe that this is a reasonable approach.

Based on data regarding the eligible members who retired under these ERIPs provided
to us by SERS and PSERS, we developed the following election rates as being
reasonable estimates of an ERIP that will be open for a relatively brief (i.e., two years)
period such as HB 130. The election rates based on past actual ERIPs have been only
increased modestly to reflect the estimated impact of the 25% increase in benefits
provided by SERS and PSERS subsequent to the closing of the 1996-7 ERIP. It is
possible that even higher election rates may occur if HB 130 were enacted. If so, the
actual cost of these ERIPs will exceed the estimated costs shown in this report.

ERIP Election Rates used to Estimate the Cost to Fund Initiative
for both SERS and PSERS

Age at first eligibility for
ERIP

Prior to 30 years of service
(for “rule of 80" elections)

30 or more years of service

Under 52 30% 30%
52 through 57 30 60
Over 57 30 30

Differences between our projections and actual costs will depend on the extent to which
future experience conforms to the above assumptions made for this analysis. It is
certain that actual experience will not conform exactly to the above assumptions
used in this analysis. Actual costs will differ from projected costs to the extent

that actual experience deviates from expected experience.

@ williman
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Replacement rates

One of the key factors in determining the cost or savings under an ERIP is the number
of members who retire under the ERIP and then are replaced by a new hire. Obviously
the maximum savings would occur if none of the members who retire under the ERIP
are replaced. This can rarely be achieved under broad-based ERIPs in large public
retirement systems, because many of the employees who retire serve in key positions
that must be filled in order to continue to provide necessary public services.

We tried to estimate the extent to which members who would retire under an ERIP such
as HB 130 would be replaced by:

1. utilizing projections of state population prepared by the U.S. Census Bureau (we
assumed that the number of state employees would grow or decline in proportion
to the projected growth or decline in the state’s population); and,

2. utilizing projections of Commonwealth public school enrollments prepared by the
Pennsylvania Department of Education to estimate the extent to which teachers
and other employees in public schools could be expected to increase or
decrease over the next 10 years (we assumed that the number of teachers and
other school employees would grow or decline in proportion to the growth or
decline in the number of students).

Based on the U.S. Census Bureau projections, it appears that there will be an increase
of 0.2% per year in the state’s population over the next decade. While some current
positions may be or may become redundant due to technological advances, balancing
this against the slight expected growth in population, Pennsylvania’s historically very
low ratio of public employees per resident relative to other states, and the potential
increased need for overall employees in areas such as healthcare, we assume for this
analysis that all SERS members retiring under the proposed ERIP would be replaced.

Based on the Department of Education projections, it appears that there will be a
decrease of 0.85% per year in public school enrollment over the next decade. In an
environment where there is expected to be a gradual decline in the number of students,
teachers and other administrative and support positions, it is useful to compare the rate
of decrease in the number of jobs with the annual expected “normal” turnover among
public school employees. If the number of jobs that will be abolished due to shrinking
enrollment exceeds the number of employees expected to leave due to normal turnover,
an ERIP could be especially helpful to induce the additional departures on a voluntary
basis, thereby avoiding the need to terminate redundant staff.

Therefore, we projected the annual number of departures among school employees to
determine if an ERIP would be helpful to accomplish the anticipated downsizing. The
results of those projections are summarized below.

= This report was prepared exclusively for the use and benefit of the Pennsylvania Legislative Budget and Finance
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I. COST TO FUND INITIATIVES — HOUSE BILL 130

Comparison of Projections of Public School Enrollments,
Teaching, Administrative and Other Positions,
Decrease in Jobs and Expected Normal Turnover

Fiscal Year Students (1) Positions (2) Decrease in Expected
Ending Jobs (3) Normal
Turnover (4)

2006 1,800,068 255,465 1,621 20,945
2007 1,789,353 253,944 2,310 20,464
2008 1,773,075 251,634 2,697 20,714
2009 1,754,071 248,937 2,768 21,082
2010 1,734,563 246,169 2,426 21,368
2011 1,717,475 243,743 2,059 21,865
2012 1,702,965 241,684 1,633 21,959
2013 1,691,455 240,051 1211 22,036
2014 1,682,922 238,840 1,893 22,021
2015 1,669,585 236,947 1,853 21,944
2016 1,656,526 235,094

(1) Enroliments based on projection prepared by the Pennsylvania Department of Education
(DOE). The DOE projections go through fiscal year 2013-14. We have projected for 2
additional years by extending the rates seen from fiscal year 2004-5 to fiscal year 2013-14.

(2) FY 2004-5 positions set equal to the number of active members in PSERS as of June 30,
2005. Subsequent years based on the % decrease in enrollments.

(3) Decrease in Jobs = Positions @ x+1 minus Positions @ X.

(4) Expected Turnover is based on the actuarial assumptions of PSERS regarding terminations
prior to retirement, retirements, deaths and disabilities among active PSERS members.

Based on the above information, it appears that the normal expected turnover among
PSERS active members will be more than adequate to allow most, if not all, school
districts to manage any required decreases in staff without the need to encourage
teachers and other employees who are close to retirement to retire prior to their
superannuation age under PSERS.

Therefore, we have assumed that for practical purposes all PSERS members who
would retire under an ERIP would have to be replaced.

Of course, there will be some number of SERS and PSERS members who might retire
under an ERIP who would not need to be replaced. So this assumption will understate
to some extent the potential payroll savings due to an ERIP. We believe that this
understatement in payroll savings will probably be more than offset by the promotional
and other salary increases likely to occur due to the ERIP. Thus the net effect of
assuming:

e that all SERS and PSERS members who elect to retire under an ERIP will be
replaced; and,

This report was prepared exclusively for the use and benefit of the Pennsylvania Legislative Budget and Finance
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» that there will not be salary increases to continuing active SERS and PSERS
members due to promations to replace ERIP retirees,

is likely to produce a reasonable estimate of the costs and savings to the State and
school districts due to such a program.

We note that 55 counties, representing roughly 75% of current enroliments, are
expected to experience declining enroliments over the next decade based on the DOE
projections. The remaining 12 counties, which are clustered in the eastern portion of
the state, are expected to experience increasing enrollments and thus may be
increasing the hiring of new staff even in the absence of an ERIP.

Salary savings due to replacement

Significant payroll savings are possible under an ERIP if the retiring employees are at
relatively high pay levels since many, if not most, of the replacement employees will be
hired at relatively low pay levels due to their lower average seniority. We have
estimated these savings by assuming that the replacement employees in both SERS
and PSERS will have pay (as well as age and other characteristics) consistent with the
pay of members who joined SERS and PSERS within the 12 months prior to most
recent actuarial valuation (from January 1 to December 31, 2004 for SERS, and July 1,
2004 to June 30, 2005 for PSERS). To develop census data for the hypothetical new
employees who would be hired to replace members retiring under an ERIP in future
years, we increased the 2004-5 starting pay levels for the assumed level of general
wage inflation during the 2 to 3 years up to the year of hire.

Health Insurance Costs

We assumed that the health insurance costs of the replacement employees would be
based on the level of health insurance premiums in the future years for other active
employees (e.g. — no savings on healthcare cost for active members since there would
be the same number of active members). We estimated the statewide cumulative costs
to school districts of continuing insurance to retirees under Acts 110 and 43 based on
the assumption that all districts offer only the minimum mandated benefit of allowing
retirees to participate in the active health plan until age 65 by paying the active premium
rate. We further assume that 50% of retired members under the age of 65 elect to
participate in their district’s plan.
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Assumed Healthcare Inflation

Year Percent Increase
2006 10.0%
2007 10.0%
2008 10.0%
2009 10.0%
2010 10.0%
2011 9.5%
2012 9.0%
2013 8.5%
2014 8.0%
2015 7.5%
2016 7.0%
2017 6.5%
2018 6.0%
2019 5.5%
2020 and later 5.0%

Assumed Per Capita Claims Costs for Retired Members under Age 65 in 2008
when GASB 45 becomes effective for most School Districts

Age Annual Cost
60 to 64 $11,000
55 to 59 10,000
under age 55 8,000
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This section will estimate the costs and assets required to fund HB 131, now and over
the next ten years. We will first summarize HB 131 and comment on some significant,
and potentially very costly, changes from past practice included in this bill that should be
reviewed in detail prior to enactment. We provide recommended changes to HB 131 to
decrease risk and cost and then detail the estimated funding requirements that would
result. We conclude by describing several logical variations of HB 131.

We want to reiterate the need to develop a long-term affordable contribution
schedule to finance the current SERS and PSERS benefits before adding
additional costs through legisiation to improve benefits as discussed below.

Summary of House Bill 131

HB 131 would provide annual cost-of-living adjustments (COLAs) to annuitants equal to
the percentage change in the Consumer Price Index for all Urban Consumers (CPI-U)
for the Pennsylvania, New Jersey, Delaware and Maryland area, officially reported by
the United States Department of Labor, Bureau of Labor Statistics.

This would represent a significant change from the approach taken by the Legislature in
the past in providing COLAs to retired members of SERS and PSERS in the following
four ways.

HB 131 Prior Supplemental Annuities

HB 131 would automatically provide
COLAs in the future based on the

increase in the CPI without any
limitation on the COLA increase
granted. This can create significant

uncertainty regarding the ultimate cost.

In the past, supplemental annuities
were granted on an ad hoc basis with
the exact increases to be provided
stipulated in the bill. Thus the cost of
funding past supplemental annuities
could be estimated fairly accurately.

HB 131 appears to provide COLAs to
all annuitants without regard to their
age.

Supplemental annuities provided
COLAs only to annuitants who had
already attained, or from the point
when they will attain, superannuation
age.

HB 131 would provide COLAs to all
annuitants without regard to how long
they have been retired.

Supplemental annuities required that
the annuitant be retired at least 12
months in order to receive the COLA.

HB 131 appears to apply to all
annuitants, even survivor annuitants as
they are not specifically excluded.

Supplemental  annuities  excluded

survivor annuitants.
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We will discuss each of these in turn below. Also please note that based on SERS and
PSERS benefit levels, automatic COLAs may give rise to IRC Section 415 issues. (see
Appendix C)

Discussion of Changes from Past Practice

1) Automatic COLA without limitation

Price vs. wage inflation

Both SERS and PSERS adjust members’ pensions to reflect their final average salaries
at retirement. Some would consider this to be effectively the same as an unlimited pre-
retirement COLA to reflect wage inflation. We would like to briefly discuss why indexing
pensions based on the CPI after retirement is much riskier than indexing them for wage
inflation prior to retirement.

SERS and PSERS currently index pension benefits for increases in earnings during
employment. While salaries over long time-periods typically increase faster than price
inflation, employers have control over salary increases. Thus, the cost of indexing
pensions for the salary increase of each employee during their period of employment is
somewhat controllable by employers.

But price inflation is completely outside of the control of employers. Moreover, we
understand that the Commonwealth’'s pension provisions, once enacted, become
constitutionally protected from possible future reduction. Therefore, we strongly
recommend that the Commonwealth be very cautious in considering whether to
enact an automatic CPl-based COLA, especially if that COLA were unlimited.
Automatically increasing pensions for inflation without any limitation could
impair the Commonwealth’s ability to finance other needed public services during
an extended period of high inflation. Public retirement systems that index
pensions for price inflation after retirement typically set a limit, such as 3%, on
the amount of annual price increase that would be reflected.

Uncertainty regarding the level of, and variability in, future price inflation

The following table shows the annualized rate of price inflation over 10-year periods
starting in 1900 and the six-year period from 2000 through 2005. This is the longest
period for which accurate and meaningful data is available. It also shows the
annualized rate of inflation over the entire 106 years, the last 30 years, the last 20
years, and the last 10 years (all periods ending in December 2005).
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Annualized
Time Period Increase in
Beg. End CPI
1900 1909 2.4%
1910 1919 73
1920 1929 (1.0)
1930 1939 (2.0)
1940 1949 54
1950 1959 2.2
1960 1969 2.5
1970 1979 74
1980 1989 51
1990 1999 2.9
2000 2005 2.3
All 106 Years 3.2%
Last 30 Years 4.3
Last 20 Years 3.0
Last 10 Years 2.5

Source: US Department of Labor, Bureau of Labor Statistics, Ibbotson Associates and Triumph of the Optimists, by Elroy Dimson,
Paul Marsh, and Mike Staunton (Princeton, NJ: Princeton University Press, 2002)

As the table shows, price inflation has averaged about 3.2% since 1900, which is
slightly more than its average over the past 20 years, 3.0%. The most recent 10 years
have been somewhat lower at 2.5%. The current actuarial assumptions regarding the
annual rates of future inflation are 3% for SERS and 3.25% for PSERS.

These long-term averages give the appearance that inflation has been relatively stable,
but there has been significant variability around this average figure. For example,
during the 1970’s, inflation averaged 7.4% on a compounded, or annualized, basis while
during the 1930's, inflation was negative — i.e., prices decreased at the average rate of
2.0% per year. To highlight the significance of this variability, during the 1970's prices
more than doubled — they increased 104%. If SERS and PSERS annuitants who had
retired prior to 1970 had received COLAs during that decade equal to the increase in
the CPI, their pensions would have more than doubled during the period. COLAs of this
magnitude during that period would have significantly exacerbated the pension funding
problems faced by the Commonwealth during the early 1980'’s.

Thus while long-term averages may give the appearance of relative stability in rates of
inflation, inflation can vary significantly from that average and the deviation can continue
for an extended time period. For example, from 1970 to 1990, inflation averaged 6.2%
on a compounded or annualized basis, which means that prices more than tripled over
those 20 years — an increase of 236%.
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As mentioned above, because of this uncertainty and the risk of significant, possibly
catastrophic, cost and liability increases under an automatic, unlimited CPl-based
COLA, most public retirement systems that provide automatic COLAs limit the annual
COLA adjustment to some figure such as 3%.

Mitigating the risk associated with unlimited COLAs

A way to limit the risks associated with providing unlimited CPIl-based COLAs would be
to invest the assets backing the CPl-indexed pensions in US Government Treasury
Inflation Protection Securities — TIPS. TIPS are US government bonds that are backed
by the full-faith of the US government and indexed so that the principal is adjusted for
increases in the CPI| after the bond is issued. To offset the value of this inflation
protection, the interest credited on the principal is lower than the interest rates on
comparable traditional US government bonds. We have illustrated this difference in the
rate of interest credited by comparing the yields-to-maturity as of March 23, 2006 and
during February 2006 on TIPS vs. traditional treasury bonds with similar maturities in
the following table.

Conventional Inflation-Indexed
Bond Yield Bond Yield Difference

10-Year Maturity:

Yield on Mar. 23, 2006 473 223 2.50
Avg. Yield for Feb. 2006 4 .57 2.05 2.52
20-Year Maturity:

Yield on Mar. 23, 2006 4.93 2:20 2.73
Avg. Yield for Feb. 2006 473 2.01 2.72

Source: Wall Street Joumnal

I's important to note that the principal of a TIPS is indexed to the U.S. CPI-U whereas
HB 131 would provide a COLA linked to the CPI-U for the Pennsylvania, New Jersey,
Delaware, and Maryland area. This regional measure of inflation will not move in lock-
step with the national measure, reducing the degree to which a portfolio of TIPS would
exactly match future benefit payments. But a portfolio of TIPS could be expected to at
least cover the risk that inflation, at the national level, would be higher than expected. It
seems reasonable to anticipate the difference between national inflation and regional
inflation will not be very significant.

Another possible investment strategy to reduce inflation risk involves the use of
inflation-linked swaps. A swap is a contract with a large investment bank whereby the
pension plan makes periodic fixed payments to the bank in exchange for payments that
are linked to inflation. SERS and/or PSERS might be able to “swap” its unknown future
inflation-linked payments for a known set of fixed payments.

Revising the asset allocations of SERS and PSERS so that the annuitant obligations
were invested in TIPS or swaps could substantially reduce the risk that price inflation
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could unexpectedly increase the Unfunded Actuarial Liabilities (UAL) of SERS and
PSERS. But the cost of that risk reduction would be a significant reduction in the
expected investment return on that portion of SERS’ and PSERS’ assets, since the
expected returns on TIPS are significantly lower than the expected return on the current
investment portfolios of SERS and PSERS. This would further, and very
significantly, increase the cost of providing such automatic, unlimited CPIl-based
COLAs.

Therefore, if the Legislature desires to enact legislation that would provide
automatic CPIl-based COLAs to annuitants, we recommend that the annual COLA
adjustment be limited to a figure such as 3%.

2) Annuitants under superannuation age

As indicated above, HB 131 would provide COLAs to all annuitants without regard to
their age. Members of SERS and PSERS can retire and start receiving an annuity upon
termination of their service after five (5) years of service. Thus some annuitants are
quite young. We have summarized in the following table the number of annuitants
receiving pensions under age 50 since most, if not all, of these individuals must have
retired prior to superannuation age. These figures are as of the 2004 actuarial
valuations of SERS and PSERS.

Adge group SERS Annuitants PSERS Annuitants

Under 25 2 1
25-29 35 34
30-34 192 250
35-39 471 446
40-44 1,039 777
45-49 2,038 1,395
Total SAIT 2,903

In the past, supplemental annuities provided COLAs only to annuitants who had already
attained, or at the point at which they will attain, superannuation age.

If the Legislature desires to enact legislation that would provide automatic CPI-
based COLAs to annuitants, we recommend that consideration be given to
limiting the COLAs to annuitants who have attained superannuation age.

3) Minimum period since retirement

As indicated above, HB 131 would provide COLAs to all annuitants without regard to
how long they have been retired. Past supplemental annuities typically required that the
annuitant be retired at least 12 months in order to receive the COLA. It is not apparent
to us why it would be appropriate to provide COLAs to members who have been retired
less than one year.

= This report was prepared exclusively for the use and benefit of the Pepnsylvania Legisiative Budget and Finance
@ Milliman  Committee for 2 specific and limited purpose. It is 2 complex, technical analysis that assumes a high level of knowledge
concemning the operations of the retirement systems and the insurance programs covering retired members, and uses
data that Milliman has not audited. Any third party recipient of Milliman's work product who desires professional guidance
should not rely upon Mitliman’s work product, but should engage gualified professionals for advice appropriate to its own
specific needs
53




I. COST TO FUND INITIATIVES — HOUSE BILL 131

If the Legislature desires to enact legislation that would provide automatic CPI-
based COLAs to annuitants, we recommend that consideration be given to
limiting the COLAs to annuitants who have been retired for 12 months or more.

4) Treatment of survivor annuitants

As indicated above, HB 131 would apply to all annuitants, even survivor annuitants.
Past supplemental annuities have excluded survivor annuitants. We believe that this
limitation is based on a provision in the Commonwealth's Constitution. Article I
Section 26 of the Constitution of Pennsylvania states (italics added):

“No bill shall be passed giving any extra compensation to any public officer,
servant, employee, agent or contractor, after services shall have been rendered
or contract made, nor providing for the payment of any claim against the
Commonwealth without previous authority of law: Provided, however, that
nothing in this Constitution shall be construed to prohibit the General Assembly
from authorizing the increase of retirement allowances or pensions of members
of a retirement or pension system now in effect or hereafter legally constituted
by the Commonwealth, its political subdivisions, agencies or instrumentalities,
after the termination of the services of said member.”

We believe that in the past the italicized phrase has been interpreted to mean only
persons who were members of SERS or PSERS as an active employee could receive
such an increase, but not their dependents. (Since we are not attorneys, we do not
offer this as a legal opinion, but rather as our understanding of the operation of the
retirement systems from our view as pension actuaries.)
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Cost to fund initiative now and over the next ten years.

In light of the above discussion, we have estimated the costs and assets required to
fund automatic CPIl-based COLAs to SERS and PSERS annuitants, now and over the
next ten years for the following package of COLA benefit provisions.

» The COLAs would be based on the increase in the CPI with a 3% limit on the
annual COLA increase.

« The COLAs would be provided only to annuitants who had attained
superannuation age.

* The COLAs would be provided only to annuitants who have been retired at least
12 months.

¢ The COLAs would not be provided to survivor annuitants.

The following tables indicate the cost of providing COLA benefits to SERS and PSERS
annuitants based on the above provisions. Each table indicates the estimated employer
contribution required to fund the current provisions, the provisions modified to include
the COLA initiative, and the incremental amount of contributions solely due to the COLA
benefits. The contributions shown reflect the current statutory provisions of SERS and
PSERS regarding the determination of employer contributions, including the 10-year
amortization of the increase in the unfunded actuarial accrued liability due to
implementing COLAs. As noted earlier, we recommend that before consideration of
possible benefit enhancements that will further increase the long-term cost of
SERS and PSERS, the Commonwealth develop a pattern of employer
contributions on behalf of the current pension provisions that will:
e cover the full normal cost;
« amortize the existing unfunded actuarial accrued liabilities over a
reasonable time-frame; and,
» produce increases in employer contributions that are expected to be
affordable when they are scheduled to occur.
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Estimated Employer Contributions to fund COLA initiative for SERS
($ Amounts in Millions)

Employer Employer
Fiscal Year Contributions Contributions Incremental Cost of
Ending Current Provisions Current Provisions COLA to Employers
plus COLA
$ % $ % $ %
2008 296 5.40% 1,444 26.35% 1,148 20.95%
2009 248 4.35% 1,454 25.52% 1,206 21.17%
2010 246 4.15% 1,457 24.60% 1.241 20.45%
2011 270 4.39% 1,483 24 14% 1,213 19.75%
2012 297 4 .66% 1,511 23.73% 1,214 19.07%
2013 1,330 20.16% 2,546 38.59% 1,216 18.43%
2014 1,369 20.05% 2,585 37.86% 1,216 17.81%
2015 1,340 18.97% 2,558 36.19% 1,218 17.22%
2016 1,371 18.74% 2,589 35.39% 1,218 16.65%
2017 1,406 18.59% 2,624 34.70% 1,218 16.11%
10-Year Total | 8,173 20,251 12,078

As of the December 31, 2006 actuarial valuation, implementing the proposed COLA
would increase the estimated SERS actuarial accrued liability by $6.6 billion, from $31.5
to $38.1 billion, decreasing the funded status (on a market value basis) from an
estimated 90% to 74%.

Estimated GASB ARCs to account for COLA initiative for SERS
($ Amounts in Millions)

Employer Expense Employer Expense Incremental Expense

Fiscal Year Current Provisions Current Provisions of COLA to

Ending plus COLA ™ Employers

$ % $ % $ %
2008 734 13.39% 1,882 34.35% 1,148 20.96%
2009 712 12.49% 1,904 33.41% 1,192 20.92%
2010 722 12.19% 1,920 32.42% 1,198 20.23%
2011 751 12.23% 1,953 31.80% 1,202 19.57%
2012 783 12.29% 1,989 31.22% 1,206 18.93%
2013 817 12.39% 2,026 30.72% 1,209 18.33%
2014 855 12.52% 2,067 30.28% 1,212 17.76%
2015 896 12.67% 2111 29.87% 1,215 17.20%
2016 939 12.83% 2157 29.48% 1,218 16.65%
2017 984 13.01% 2,204 29.15% 1,220 16.14%
10-Year Total 8,193 20,213 12,020

(1) A longer amortization period would be permitted under GASB 25. We have used 10 years for the
increase in unfunded liability due to the COLA in accordance with current law. This is consistent with
GASB rules.
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Estimated Employer Contributions to fund COLA initiative for PSERS

(5 Amounts in Millions)

Employer Employer
Fiscal Year Contributions Contributions Incremental Cost of
Ending Current Provisions Current Provisions COLA to Emplovers
plus COLA
$ % $ % $ %
2008 816 7.08% 3,431 28.69% 2,615 21.61%
2009 801 6.77% 3,451 28.05% 2,650 21.28%
2010 713 5.91% 3,363 26.59% 2,650 20.68%
2011 703 5.67% 3,352 25.77% 2,649 20.10%
2012 730 5.71% 3,379 25.24% 2,649 19.53%
2013 3,039 21.97% 5,689 40.95% 2,650 18.98%
2014 3,000 21.04% 5,651 39.46% 2,651 18.42%
2015 2,897 19.69% 5,551 37.55% 2,654 17 .86%
2016 2,934 19.27% 5,591 36.56% 2,657 17.29%
2017 2,975 18.85% 5,635 35.57% 2,660 16.72%
10-Year Total | 18,608 45,093 26,485

As of the June 30, 2006 actuarial valuation, implementing the proposed COLA would
increase the estimated PSERS actuarial accrued liability by $14.3 billion, from $63.8 to
$78.1 billion, decreasing its estimated funded status (on a market value basis) from

84% to 69%.

Estimated GASB ARCs to account for COLA initiative for PSERS

($ Amounts in Millions)

Employer Expense Emplover Expense Incremental Expense

Fiscal Year Current Provisions Current Provisions of COLA to

Ending plus COLA Employers

$ % 3 % $ %
2008 1,659 14.00% | 4,273 35.60% | 2,614 21.60%
2009 1,695 13.90% | 4,335 35.10% | 2,640 21.20%
2010 1,672 13.35% | 4,316 33.99% | 2,644 20.64%
2011 1,696 13.16% | 4,343 33.25% | 2,647 20.09%
2012 1,750 13.18% | 4,399 32.72% | 2,649 19.54%
2013 1,810 13.23% | 4,462 32.22% | 2,652 18.99%
2014 1,877 13.28% | 4,532 31.73% | 2,655 18.45%
2015 1,951 13.37% | 4,610 31.26% | 2,659 17.89%
2016 2,031 13.42% | 4,694 30.75% | 2,663 17.33%
2017 2T 13.49% | 4,784 30.25% | 2,667 16.76%
10-Year Total | 18,258 44,748 26,490

(1) A longer amortization period would be permitted under GASB 25. We have used 10 years for the
increase in unfunded liability due to the COLA in accordance with current law. This is consistent with

GASB rules.
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Logical Variations
A. If unlimited CPl-based COLAs are desired

As noted previously, we do not recommend the enactment of an unlimited CPI-based
COLA for SERS and PSERS. But if the Legislature desires to enact such a COLA, it
could substantially reduce the risk that price inflation could unexpectedly increase the
Unfunded Actuarial Liabilities (UAL) of SERS and PSERS by having SERS and PSERS
modify their investment policies so that the systems allocate assets equal to reserves
for the annuitant obligations in TIPS with a duration equal to the duration of those
obligations. However, the cost of that risk reduction would be a significant
reduction in the expected investment return on that portion of SERS’ and PSERS’
assets, since the expected returns on TIPS are significantly lower than the expected
return on the current investment portfolios of SERS and PSERS. This would further
increase the cost of providing CPl-based COLAs, more than doubling the
incremental costs as shown below.

As shown in the preceding table, the cost of the current provisions plus a limited COLA
without changing investment policy is estimated to be $1.4 billion and $3.4 billion for
SERS and PSERS, respectively, in FY 2007-8. Offering an unlimited COLA and moving
to a TIPS or Swaps investment strategy in order to mitigate the risk of unexpected
inflation would further raise the estimated FY 2007-8 costs to roughly $3.3 billion and
$7.6 billion for SERS and PSERS respectively, which represents about 60% of payroll
for each system. This is a rough approximation and the actual costs of this
strategy could differ significantly from these rough estimates depending on
market conditions at the time such a strategy were implemented.

SERS Results under Specified Scenario

($ in billions)
Unlimited
Current Limited COLA

Provisions | COLA | Using TIPS

Actuarial Accrued Liability @ December 31, 2006 $31.5 $38.1 $52.1
Actuarial Value of Assets @ December 31, 2006 $27.2 $27.2 $27.2
UAL @ December 31, 2006 $ 43 $10.9 $24.9
Funded Status @ December 31, 2006 87% 71%) 52%
Employer Contribution for FY 2007-8 $0.3 $1.4 $3.3
as a Percent of Payroll for FY 2007-8 5% 26% 60%

This report was prepared exclusively for the use and benefit of the Pennsyhania Legisiative Budget and Finance
@ Milliman  Committee for a specific and limited purpose. |t is a complex, technical analysis that assumes a high level of knowledge
conceming the operations of the retirement systems and the insurance programs covering retired members, and uses
data that Milliman has not audited. Any third party recipient of Milliman’s work product who desires professional guidance
should not rely upon Milliman's work product, but should engage qualified professionals for advice appropriate to its own
specific needs
58




|. COST TO FUND INITIATIVES — HOUSE BILL 131

PSERS Results under Specified Scenario

(% in billions)
Unlimited
Current Limited COLA

Provisions COLA Using TIPS

Actuarial Accrued Liability @ June 30, 2006 $63.8 $78.1 $108.8
Actuarial Value of Assets @ June 30, 2006 $51.7 $51.7 $51.7
UAL @ June 30, 2006 $12.1 $26.4 $57.1
Funded Status @ June 30, 2006 81% 66% 48%
Employer Contribution for FY 2007-8 $0.8 $3.4 $7.6
as a Percent of Payroll for FY 2007-8 7% 29% 63%

As we noted earlier, the risk associated with granting automatic unlimited COLAs is
especially great for a state such as Pennsylvania because of the constitutional
restriction that, as we wunderstand it, would prevent the Commonwealth from
subsequently restricting the unlimited COLAs in the event that they prove to be
unaffordable due to adverse experience. (We are not attorneys and are not offering
legal advice on this issue. We are merely reporting our understanding as actuaries of
the judicial interpretation of the Pennsylvania Constitution. An attorney should be
contacted for legal advice, if that is desired.)

B. If it were desirable, it would be possible for SERS and PSERS to offer an optional
form of annuity that annuitants could elect taking a reduced immediate pension that
would increase based on the lesser of CPI or 3% in order to provide COLA protection

As is discussed in detail in Section 7, many long service retirees can retire with
combined SERS (or PSERS) pensions plus Social Security benefits that exceed their
pre-retirement earnings. For example, a SERS Class AA or a PSERS Class TD
member retiring at age 62 with 35 years of service will receive combined pensions on a
single life basis of roughly 100% of final salary. Also, since the member’s salary was
reduced during active employment to pay the 6.25% contribution to SERS or PSERS,
their net pay before taxes was 93.75% of salary. Thus their before tax income would
actually increase from 93.75% of salary to roughly 100% of final salary.

If the cost of automatic, employer-financed COLAs is deemed unaffordable, it would
nevertheless be possible to offer retiring members who are concerned about the risk of
future inflation eroding their standard of living an optional form of annuity at retirement
providing an indexed annuity adjusted at the lesser of CPIl or 3%. As described below,
it appears that based on the combined benefit levels from the system and from Social
Security, long-service retiring members could elect such an option and still generate an
acceptable income in the initial years of retirement. Note that under this approach,
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there should be no cost to the systems as the member is in essence funding his/her
own COLA through the actuarial equivalent reduction in the initial benefit.

For example, consider the previously cited age 62 Class AA member with 35 years of
service who will receive a single life pension from SERS of 83% of final salary (where
final salary is assumed to be 95% of the final average salary used to calculate pension
benefits, such that 35 years times 2.5% times 95% = 83%) and a Social Security benefit
of roughly 18% of final salary. The optional form adjustment factor to convert a fixed
single-life annuity to an actuarially equivalent single-life annuity that would increase
annually by the lesser of the increase in CPI or 3% would be approximately .7 for a
member retiring at age 62. If this member elected the COLA optional form of annuity,
their SERS benefit would be reduced from 83% of final salary to 58% (83% times 70%)
of final salary. When their Social Security benefit is added to this, they would receive a
pension of 76% (58% + 18%) of final salary. The SERS pension would have COLA
protection up to CPI increases of 3% per year and the Social Security benefit would
have unlimited CPI-based COLA protection.

C. The funding of any variety of COLA could be shared by members and employers

As both members and employers make contributions to support the current level of
benefits offered by SERS and PSERS, funding of enhanced benefits could be
approached in the same fashion. Note that due to contribution refund provisions, an
increase in member contributions does not stretch as far as an increase in employer
contributions. For example, a 1% of payroll increase in member contributions would
support the same level of benefit enhancement as a 0.95% of payroll employer
contribution increase for SERS or a 0.90% of payroll employer contribution increase for
PSERS.

D. Additional possible changes to COLA design to limit risk and cost

The following COLA design variations could be used alone or as part of a package of
potential changes to HB 131 to provide greater control and predictability of costs.

- Partial CPI indexation — Instead of targeting full inflation protection, a goal of
replacing a portion of the retired members purchasing power that has eroded due
to inflation could be selected. Indeed this is how prior supplemental annuities
have functioned when viewed in the aggregate over several years. Please see
Section 3 for a detailed analysis of the cumulative impact of prior supplemental
annuities versus inflation.

For example, if the 100% of CPI COLA (with a maximum of 3% in any year)
initiative described above was modified to provide 50% of CPI (with a maximum
of 3% in any year), the additional employer contributions to fund the COLA in FY
2007-8:

* Are estimated to be $486 million or 8.88% of payroll for SERS, and

e Are estimated to be $1,175 million or 9.65% of payroll for PSERS.
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Simple COLA - Instead of a compound COLA where the increase is applied to
the then current benefit, with a simple COLA the increase is always applied to the
original (lower) base benefit from the date of retirement.

For example, if the 100% of CPl COLA (with a maximum of 3% in any year)
initiative described above was modified to provide 100% of CPI Simple COLA
(with @ maximum of 3% in any year), the additional employer contributions to
fund the COLA in FY 2007-8:

e Are estimated to be $926 million or 16.91% of payroll for SERS, and

* Are estimated to be $2,127 million or 17.48% of payroll for PSERS.

Deferred COLA - Instead of commencing the COLA after 12 months of
retirement, an extended deferral period could be implemented. The analysis in
Section 7 indicates that reasonable inflation protection could be provided to
SERS and PSERS retirees using this approach due to the systems’ benefit
levels.

For example, if the commencement of a 100% of CPI COLA (with a maximum of
3% in any year) was deferred to 10 years after the later of (a) actual retirement or
(b) eligibility for superannuation retirement, the additional employer contributions
to fund the COLA in FY 2007-8:

e Are estimated to be $425 million or 7.75% of payroll for SERS, and

» Are estimated to be $1,045 million or 8.58% of payroll for PSERS.

Ad-hoc COLA - Instead offering an automatic COLA which may be
constitutionally protected from diminution, the past ad-hoc approach could be
continued based on the rationale that it is possible to “not give” an ad-hoc cola if
circumstances warrant, but exceedingly difficult, or impossible, to remove an
automatic COLA after enactment. The periodic ad-hoc COLAs could be
designed to restore lost purchasing power, but unless granted frequently would
provide somewhat reduced COLA protection if there are significant time lags
between the ad hoc increases. As a result, the expected long-term cost could be
less than that of an automatic COLA.

For example, if a one-time, 4% ad hoc COLA was provided to annuitants who
retired prior to July 2001, this ad hoc COLA would be sufficient to roughly “top-
up” their pensions to cover 50% of the cumulative increase in the CPI since the
later of their (a) actual retirement or (b) eligibility for superannuation retirement.
The additional employer contributions to fund such a 4% ad hoc COLA in FY
2007-8:

e Are estimated to be $39 million or 0.72% of payroll for SERS, and

« Are estimated to be $89 million or 0.73% of payroll for PSERS.
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Provisions of Prior SERS and PSERS “30 and Out” Early Retirement Incentives

L

G

T

(one year)

Source: PSERS

ACT EFFECTIVE PERIOD | ~ BENEFIT
Act 1998 — 41 SERS Members:
07/01/1998 through 06/30/1999
{one year) No reduction factor applied for early
PSERS Members: retirement with a minimum of 30
04/03/1998 through 07/10/1998 eligibility points, regardless of age.
04/01/1999 through 06/30/1999
(three months, at end of school
year, for two consecutive years)
Act 1994 — 29 07/01/1893 through 07/01/1997 | No reduction factor applied for early
(four years and one day: retirement with a minimum of 30
ton moriths of which were eligibility points, regardless of age.
applied retroactively)
Act 1991 - 23 10/01/1891 through 06/30/1993 | No reduction factor applied for early
(21 months) retirement with a minimum of 30
eligibility points, regardless of age.
Act 1988 - 112 07/01/1989 through 09/30/1991 | No reduction factor applied for early
(27 months) retirement with a minimurn of 30
eligibility points, regardless of age.
Act 1987 — 69 07/01/1987 through 06/30/1989 | No reduction factor applied for early
(two years) retirement with a minimum of 30
eligibility points, regardless of age.
Act 1986 - 91 07/01/1986 through 06/30/1987 | SERS Members;

(one year) (1) no reduction factor applied for early
retirement of members having attained
the age of 53 years, with a minimum of
30 eligibility points.

(2) decreased reduction factor applied
for early retirement of members
between the ages of 50 and 53, with a
minimum of 30 eligibility points.
PSERS Members:
No reduction factor applied for early
retirement with a minimum of 30
eligibility points, regardless of age.

Act 1984 — 95 07/01/1985 through 06/30/1986 | Both SERS and PSERS Members:

(1) no reduction factor applied for early
retirement of members having attained
the age of 53 years, with a minimum of
30 eligibility points.

(2) decreased reduction factor applied
for early retirement of members
between the ages of 50 and 53, with a
minimum of 30 eligibility points.
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The table on the preceding page describes the provisions of past “30 and Out" early
retirement incentive programs (ERIPs) offered by SERS and PSERS continuously from
1985 through 1997, and briefly again in 1998 and 1999. In addition, SERS offered an
ERIP to its members under Act 23 of 1991 which granted an extra 10% service credit to
members retiring at age 55 or older with 10 or more eligibility points.

The following additional details regarding the table on the preceding page apply to
SERS members:
e Under the Act 1984-85 ERIP, SERS members initially needed 30 years of State
or school service. This was later amended to 30 eligibility points.
e Act 1987-69 and Act 1988-112 extended the reduction factors for SERS
members between the ages of 50 and 53 with 30 eligibility points through to
September 30, 1991.

To analyze the impact of prior ERIPs we gathered data from several sources. Due to
the amount of time that has passed since the initial ERIPs under study and to changes
in computer systems and other recordkeeping systems during that time, complete and
precise data was generally not available. When conducting this analysis, we noted in
various instances that the data from different sources did not line up with each other.
Thus the results in this section represent our interpretation of the impact of past ERIPs
based upon our understanding of the data that was available for our review.

SERS experience during prior ERIPs

We were provided with data from SERS regarding the members who retired under the
ERIPs that were continuously offered between July 1, 1985 and June 30, 1997. We
focused our analysis on:
« the members who retired during the first 12 months that an ERIP was offered
between July 1985 through June 1986 and
» the members who were eligible for the ERIP that was open during the 12 months
ending June 1997 and retired prior to that date.

We focused on these two periods because the ERIP closed as of June 30, 1986 and
again as of June 30, 1997. (In early July 1986, a new ERIP was offered; but members
eligible for the ERIP that ended June 30, 1986 did not know in advance of the June 30
deadline that it would be extended. Therefore a large number of eligible members
elected to retire in June 1986 before the ERIP expired.) Based on limits in the data
available, retirees who returned to service before 1995, or who died before 1995 and
did not have a beneficiary collecting a benefit, may not be included in the file, so it is
likely that the member counts in the early years of the file are slightly understated.

If the ERIP described in HB 130 is enacted, there would be a limited time period for
eligible members to elect to retire and we would expect that experience under a new
ERIP that would be open for a limited time period would be similar to past experience
during periods when an ERIP was about to expire.
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The SERS experience during these two periods is summarized in the following table for
members eligible for the ERIP with an unreduced pension.

July 1985 — June 1986 | July 1996 — June 1997*
Members who retired 749 2,629
Estimated members eligible 2,000 4,700
Election Rate 37.5% 55.9%

* The counts include SERS members who were potentially eligible to retire under the ERIP
between July 1996 and June 1997, even those who retired prior to July 1996. SERS was
unable to provide active member data that would have allowed a calculation of the number
eligible. We estimated the number of active members eligible for the ERIP based on the data
tabulations regarding active members from the 1996 to 2000 Experience Study.

As indicated above, we estimated that almost 40% of the SERS members eligible for
the ERIP during FY 1985-6 elected to retire before the windows closed. We estimate
that roughly 55% If the members whose eligibility ended during FY 1996-7 retired before
that ERIP closed.

Summary of Elections by Year

The file provided by SERS contained 11,301 records of members who retired under the
ERIPs that were in place from July 1, 1985 to June 30, 1997. Of this total, roughly 60%
retired under Act 23 of 1991 (“Mellow bill") which granted an extra 10% service credit to
members retiring at age 55 or older with 10 or more eligibility points.

The following table summarizes the number of SERS members retiring each year.
Members retiring under the 55&10 provision of Act 23 of 1991 (“Mellow retirees”) are
listed separately from members retiring under a 30 and out incentive.

Year 30 and Out retirees Mellow retirees
1985 364

1986 562

1987 219

1988 152

1989 263

1990 252

1991 222 5,484
1992 227 1,038
1993 357

1994 515

1995 244

1996 500

1997 902
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Of the 5,484 Mellow retirees in 1991, 4027 had already superannuated, 530 actually fall
into the 30&out category and the remaining 927 satisfied the 55&10 requirement. Of
the 1,038 Mellow retirees in 1992, 775 had already superannuated, 100 actually fall into
the 30&out category and the remaining 163 satisfied the 55&10 requirement.

Accelerations of Retirements

We have measured the “acceleration” of retirements under the prior ERIPs by
subtracting the date of a member's actual retirement from the date when the member
would have reached superannuation.

The remaining 40% retired under the other ERIPs that were predominantly “30&outs”.
About three quarters of the “Mellow retirees” were already eligible for superannuation at
retirement and thus benefited from the 10% increase in service, but did not have any
acceleration.

Count Average Period of
Acceleration in Years

30&out retirees 4779 3.0
Mellow retirees not yet

superannuated hgan £
Mellow retirees already

superannuated 502 A
TOTAL 11,301 2.8

The weighted average acceleration amount of 2.8 years shown in the table above is
calculated based only on the 6,499 members (4,779 + 1,720) that did receive an
acceleration.

Information from Other Studies

The Office of Administration issued a study of the July, 1985 — June, 1986 ERIP in
December, 1986. It stated,

The actuarial cost over the life of all special early retirements was $31,373,831.
The one year estimated savings from abolished positions and temporarily
vacated positions totaled $16,187,048 and the estimated annual salary
differential savings for filled positions totaled $2,683,393. Unemployment
compensation charges avoided were estimated at $50,949. Therefore, the net
cost of the “early retirement window” as calculated is $12,452,441.

As reported by the Public Employee Retirement Commission, the Office of
Administration “study also indicated that as of June 30, 1986, only 11% of the 921
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positions vacated under the ERIP were abolished. Of the remaining positions, 83%
were either filled or temporarily vacant, and the status of 6% of the positions was
unknown.” This data, in combination with the expectation that the Commonwealth will
not need to reduce its workforce over the next 10 years (due to the projected gradual
increase in population), has led us to assume that substantially all members who might
elect to retire under a future ERIP would probably be replaced.

We are not aware of a comparable study of the July 1996 — June 1997 ERIP.
PSERS experience during prior ERIPs
We were provided with data from PSERS regarding:

» the members who retired under the ERIPs that were offered between July 1,
1985 and June 30, 1997; and,
» all active members who continued to participate in PSERS throughout the period.

In tabulating the PSERS data, we noted that more members elected to retire under past
windows who were between 52 and 57 when they first became eligible for the ERIP
than younger or older eligible members. Presumably, this is due to the fact that
members 58 or 59 would have been eligible to retire with an unreduced superannuation
pension within another year of two when they would have attained age 60, while
members under 52 may have been reluctant to leave their career at such a young age.

We used the above described PSERS data to estimate the likelihood that SERS and
PSERS members would elect to retire under a future ERIP based on their age at first
eligibility.

We also tabulated the number of active PSERS members by year for the first 5 years
after the closing of the first ERIP for a sample of 20 school districts selected by the
Committee staff. The 5 year period seems to be a reasonable time period during which
to expect salary savings from an ERIP to occur. The districts selected represent a mix
of large/small, urban/rural and geographic locations, in order to investigate the extent to
which school districts took advantage of those ERIPs to downsize their workforces.
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Active PSERS Members in Selected Districts by Year

June 30 June 30 June 30 June 30 June 30 June 30
1986 1987 1988 1989 1990 1991

Allentown 1,560 1660 1579 1,613 1624 1,582
Bradford Area 446 426 393 380 398 383
Central Bucks 1,077 1,082 1,031 1,094 1,087 1,090
Central Greene 254 263 256 251 245 251
Curwensville 131 131 129 134 133 128
Erie 1,385 1,398 1,392 1,434 1,369 1,332
Greater Johnstown 477 451 431 431 416 395
Harrisburg 1411 1,123 1,087 1,099 1,085 1,082
Hempfield 706 706 686 691 668 687
Huntington 273 265 262 260 264 259
Lewisburg 198 201 203 204 195 212
Parkland 646 657 656 646 646 659
Philadelphia 27,730 28,184 27,740 28606 28,562 28,640
Pittsburgh 5711 5664 5529 5670 5596 5,702
Reading 12631 1.323. 1336 1411 1473 1,335
Sharon City 223 227 225 234 234 237
Valley View 201 194 189 197 198 202
Wilkes-Barre 832 811 789 801 777 755
Williams Valley 123 124 122 131 129 118
York Suburban 238 243 247 252 254 260

5-Year
Change

2%
(14%)
1%
(1%)
(2%)
(4%)
(17%)
(3%)
(3%)
(5%)
7%
2%
3%
0%
6%
6%
0%
(9%)
(4%)
9%

Three districts out of this sample decreased staff by more than 5% during this time.
Employment at half of the districts in the sample either remained steady or increased
during this time period. For the ten districts where staff decreased, it seems likely that
each district could have achieved the levels of staff reduction shown through normal

attrition rates.
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Summary of Elections by Year

Based on our analysis of historical PSERS valuation census data files, we find that
14,065 members met the 30&out criteria of the ERIPs that were in place from July 1,
1985 to June 30, 1999. The following table summarizes the number of PSERS
members retiring each year.

Year 30 and Out retirees
1985 553
1986 298
1987 144
1988 159
1989 244
1990 466
1991 624
1992 492
1993 1,248
1994 488
1995 655
1996 1,491
1997 3,134
1998 1,311
1999 2,758

Acceleration of Retirements

As described previously for SERS, we have measured the “acceleration” of retirements
under the prior ERIPs by subtracting the date of a member’s actual retirement from the
date when the member would have reached superannuation. We did not receive a file
of members of retiring under prior ERIPS from PSERS, and thus examined the prior
year's valuation census files to calculate age and service at retirement and thereby
impute eligibility for the ERIPs. We did not attempt to identify “Mellow retirees” in this
analysis, but focused rather on the “30 and outs” that are more pertinent to the HB 130
study. Of the 14,000 ERIP retirees isolated, we calculated an average acceleration
period of 3.1 years, which is very close to the 3.0 years determined for the SERS
“30&outs” shown above.

Information from Other Studies
The Public Employee Retirement Commission prepared a study of PSERS experience

under the ERIP that ran from May, 1992 through August, 1993 (the Mellow bill). This
ERIP covered a larger group of membership than would be covered by HB 130, in that

e This report was prepared exclusively for the use and benefit of the Pannsylvania Legisiative Budget ant Finance
@ Mil || man Committee for a specific and limitad purpose. It is a complex, technical analysis that assumes a high level of knowledge
concerming the operations of the retirement systams and the insurance programs covering retired members, and uses
data that Milliman has not audited. Any third party recipient of Milliman's work product who desires professional guldance
should not rely upon Milliman's work product, but should engage qualified professionals for advice appropriate 1o its own
specific neads.
69




Il. PAST IMPACT OF EARLY RETIREMENT INCENTIVES

members who were age 55 with 10 or more years of service were eligible under this
ERIP to retire and receive a 10% increase their service credits.

That study indicated that 93% of all retirees under that ERIP were replaced within 2.8
years of the date they left service. The replacement rates within subgroups of these
retirees are summarized below.

Teachers Administrative | Other Personnel Total
Positions Vacated 6,980 1,247 4,869 13,096
Positions Filled 6,700 1,093 4,384 12,147
Percent Filled 96% 88% 90% 93%

In light of the high percentage of members who were replaced during this window,
especially among teachers, we believe that it is reasonable to assume that substantially
all members who might retire under a future ERIP would be replaced. As noted above,
this assumption may slightly understate the payroll savings due to an ERIP. But we
believe that this understatement will probably be offset by promotional and other salary
increases that would result from an ERIP that we are not able to estimate.
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Over the past 20 years, 4 ad-hoc COLAs have been granted to SERS and PSERS
annuitants: Acts 112, 29, 88 and 38 of 1988, 1994, 1998 and 2002, respectively.

HB 131 provides that in the future, annuitants would receive automatic annual COLAs
based on increases in the Consumer Price Index for all Urban Consumers (CPI-U) for
the Pennsylvania, New Jersey, Delaware and Maryland area, which is the index used to
adjust salaries for members of the General Assembly under the Public Official
Compensation Law.

In this section we begin by recapping the provisions of these ad-hoc COLAs and
discussing the funding methods employed, including an estimate of the outstanding
cost that has not yet been funded based on the original amortization schedule. We
then present comparative results on an individual basis for 20 "average” members of
each system who have retired from 1985 through 2004 to illustrate the differences in the
2006 benefit level based on the actual ad-hoc COLAs versus a hypothetical 2006
benefit as if HB 131 had always been in effect. We conclude with a discussion of COLA
plan design considerations.
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Provisions of Prior SERS and PSERS Ad-hoc COLAs

The following table details the provisions of above-mentioned COLAs as they applied to
members who retired in 1985 and later. Acts 29, 88, and 38 granted larger percentage
increases for members who had retired in the early 1980's and before.

SERS and PSERS Ad-hoc COLAs since 1985

Act Effective Date Date of Retirement Increase
112 01/01/1989 N/A $2.00 * years of service
(1988) + $0.50 * years retired
29 07/01/1994 07/01/1991 to 06/30/1992 1.50%
(1994) 07/01/1990 to 06/30/1991 2.80%
07/01/1989 to 06/30/1990 5.30%
07/02/1984 to 06/30/1989 7.90%
(applies to first $3,000 of
monthly benefit only)
88 07/01/1998 07/01/1996 to 06/30/1997 1.86%
(1998) 07/01/1995 to 06/30/1996 3.59%
07/01/1994 to 06/30/1995 4.95%
07/01/1993 to 06/30/1994 6.42%
07/01/1992 to 06/30/1993 7.97%
07/01/1979 to 06/30/1992 10.00%
38 07/01/2002 07/02/1988 to 07/01/1990 8.00%
(2002) 07/02/1983 to 07/01/1988 10.00%
38 07/01/2003 07/02/2001 to 07/01/2002 2.27%
(2002) 07/02/2000 to 07/01/2001 3.08%
07/02/1999 to 07/01/2000 4.87%
07/02/1998 to 07/01/1999 6.35%
07/02/1994 to 07/01/1998 7.50%
07/02/1990 to 07/01/1994 9.00%
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lll. VALUE OF PAST COST-OF-LIVING INCREASES

Funding of Prior COLAs

The following tables detail the initial actuarial costs of the prior COLAs, and the original
amortization methodology. The total unfunded liabilities for both SERS and PSERS as
of 2001 were re-amortized on a level dollar method over a 10 year schedule, and these
prior COLAs are no longer tracked on an individual basis. Using information available
from previous valuation reports, we have developed a rough estimate of the current
outstanding liability on behalf of the COLAs based on the original amortization

schedules.
Funding of Ad-hoc COLAs by SERS
Original Amortization First Year Unamortized
Initial Payment as Cost as of
Act Method Schedule Cost % of Payroll 12/31/2005 based
(millions) on original schedule
{millions)

112 level 20 years $252.1 0.72% $125
(1988) dollar

29 level 20 years $224.9 0.44% $170
(1994) percent

88 level 20 years $478.0 0.82% $340
(1998) percent

38 Level 10 years $256.5 0.77% $200
(2002) dollar (2002 portion)

38 Level 10 years $395.8 1.21% $340
(2002) dollar (2003 portion)

Thus as of January 1, 2006 for SERS there is approximately $1.2 billion of liability on
behalf of these prior COLAs based on the original amortization schedules.

; This report was prepared exclusively for the use and benefit of the Pennsylvania Legislative Budgst and Finance
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lll. VALUE OF PAST COST-OF-LIVING INCREASES

Funding of Ad-hoc COLAs by PSERS

Original Amortization First Year Unamortized
Initial Payment as Cost as of
Act Method Schedule Cost % of Payroll | 07/01/2005 based
(millions) on original schedule
(millions)

112 level 20 years $412.9 0.65% $340
(1988) dollar

29 level 20 years $499.0 0.53% $470
(1994) percent

88 level 20 years $956.8 0.83% $900
(1998) percent

38 Level 10 years $463.8 0.73% $432
(2002) dollar (2002 portion)

38 Level 10 years $754.5 1.22% $828
(2002) dollar (2003 portion)

Thus as of July 1, 2005 for PSERS there is approximately $3.0 billion of liability on
behalf of these prior COLAs based on the original amortization schedules.

@ Milliman
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lll. VALUE OF PAST COST-OF-LIVING INCREASES

Comparison of Benefit Increases on an Individual Basis

Based on the summary demographic statistics found in prior SERS and PSERS
valuation reports, we have developed the initial monthly benefits for hypothetical career
employees (e.g. - age 60 with 30 years of service) retiring in each year since 1985.
These initial benefit amounts were then increased to 2006 levels by applying the actual
provisions of past ad-hoc COLAs, and also by applying a hypothetical automatic annual
COLA (based on the Consumer Price Index for all Urban Consumers (CPI-U) for the
Pennsylvania, New Jersey, Delaware and Maryland area, officially reported by the
United States Department of Labor, Bureau of Labor Statistics) as if HB 131 had always
been in place.

The following tables show the benefit amounts that these hypothetical retirees would be
receiving in 2006 (given survival), the cumulative percent increase to the initial benefit,
and the difference between the ad-hoc COLA benefit and the automatic CPI-U benefit.
In all cases presented it is seen that the ad-hoc COLA increases have lagged the
increase in the CPI-U index.

As shown below, most annuitants who have been retired for a decade or more have
received COLAs that covered between 40% and 50% of the CPI on their SERS and
PSERS pensions. In addition, they have received 100% of CPlI COLAs on their Social
Security benefits. Thus annuitants who, for example, receive a Social Security benefit
equal to 50% of their SERS or PSERS pension received combined COLAs that covered
roughly 60% of the CPI while annuitants who receive a Social Security benefit equal to
33% of their SERS or PSERS pension received combined COLAs that covered roughly
50% of the CPI.

An alternative way of looking at the COLAs would be to focus on the purchasing power
of annuitants’ initial pensions that have been lost due to inflation. Such "Purchasing
Power Protection” provisions tend to benefit employees who have been retired for well
over a decade or more. For example, the following tables indicate that annuitants who
retired at superannuation age more than 20 years ago have lost 25% or more of the
purchasing power of their pension. Annuitants who retired at superannuation age since
1990 have seen their pensions lose less than 20% or their initial purchasing power.
Some public sector retirement systems provide “Purchasing Power Protection” COLAs
that prevent the loss of purchasing power in excess of some figure, such as 20%
(California Teachers), 25% (California State Employees and Nebraska State
Employees) or 42.5% (Indiana Public Employees and Teachers). If Pennsylvania
wished to adopt a similar goal, it could provide periodic ad hoc COLAs to annuitants
whose pensions have been eroded by inflation in excess of some threshold (such as
those indicated above.)

Note that members retiring with the improved benefits of Act 2001-9 start out in
retirement with a higher percent of income replacement than earlier retirees, and thus
will have a lesser relative need for inflation protection in retirement. Please see our
Retirement Income Analysis in Section 7 for further detail on these recent retirees.

- This report was prepared exclusively for the use and benefit of the Pennsylvania Legislative Budget and Finance
@ Milliman  Committes for a specific and limitad purpose. It is a complex, technical analysis that assumes a high level of knowledge
concerning the operations of the retirement systems and the insurance programs covering retired members, and uses
data that Miliman has not audited. Any third party recipient of Milliman’s work product who desires professional guidance
shouid not rely upon Milliman's work product, but should engage qualified professionals for advice appropriale 10 its own
specific needs
76




4L
‘spesy ayoads umo sy o) siepdodde sope Joy sjBuolssajoid peguenb ebefiue
PINGYs Inq “Janposd yiom suelipy uedn Aj@s jou pinoygs 2ouepind |euoissajoid SauSEp OUM 10NPOId HIOM S UBLLLIN 10 ueidizas Aued puy Auy “payipne 10u SEY UBLINY 1BY) B1IBD
S8sN pue ‘siaquisw painal Buuenoo sweiboud ssueinsu; 3yl pue swejsAs Jualuailal sl 4o suonesado sl Bujwasuon aBpaimouy jo [@as) YBIY B SBlUNSSE B4} SISAIBUB (BaUYDE)
"xa|dwoo-e s §) "asodind pajwy pue oypeds & Joj safiuog eoueuly pue jabipng aajesiBia] elueaiisuuagd syl jo Jyausq pue asn ay) o) Alaaisnioxa pasedald sem podal sy

uewnnn @@

"€00¢ PuUe 200¢ 40 sesealoul
V10D 8€ 10V 8y} Woy papnjoxe aiem 6-L00Z 10V Jepun spyauaq panoidwi yim Buunel sisquisw vy Ssei) SH3IS .

14 0 9¢ €LB'E 00 GLL'E GLL'€ | S002/L/L
8 0 vy VALY +0'0 GZ8't GZo't #002/L/1
0] % 0 8'¢ 88l'¥ x0°0 0G.'€ 06.'¢ €002/L/L
cl 0 A LL'y +0°0 0G9'¢ 0G9'°¢ ¢002/1/}
cl 6l L€ Ze'E 90 8E6'C 0682 LOOZ/L/L
(A 9¢ 6'¢C AR 80 8682 Gel'e 000¢/L/1L
€l 62 6¢C 02e'e 60 868'C TN 6661/1/L
gl A% Jie 981 '€ 60 89/.'C GlG'2 8661/1/1
gl VA 9¢C orL'e 0L 1E1'C 00§82 L661/L/L
vl 6€ 9¢ 800'€ L'l 68G'¢C GZE'C 9661/L/1
Sl 6¢ 92 8¥0'¢C Ll G652 00€'2 Ge6L/L/L
Gl 4% 92 666 ¢ Z'l 265'C 0022 ve6L/L/L
9l 4% 97¢ 606'2 el A4 A4 Gl02Z £661/L/1
91 8¥ LT 9€6'C vl ¥9¥'2 G20C 2661L/1/1
8L Ly Lc 8/8'2 vl €LE'C GZ6'| L66L/L/L
¥4 {5474 6'C 298'C vl A TALA 008'L 0661L/L/L
{44 A4 0¢€ 68.'¢C Sl Ly)L'T Gl9' 6861/L/1
(A4 8Y L1'E bv.L'C L} GEL'C GG 8861/L/L
9¢ A 4 €E 69,2 9l 802 00G'L L861/L/L
%8¢ % ¥ %C € €v9'2S %9’ L 806'L$ | 00F'L$ | 986L/L/L
18aMod SY10D 20U-py asealou| Wauag asealou| Jeuag | jeuag | paimey
Buiseyoingd Aq paoe|day Juaoiad Alyjuon Jus%iad Aol | Alyuow ajeq
1807 asealou| punodwo) 9002 punodwo) 9002 [eniu)
1dD Jo jJusdiad [enuuy |[enuuy
V100 N-1dD dnewoiny SVY102 20y-py
|eaneyjodAH [enjoy
s9aljay SY3S |eonaylodAH Joj uosuedwo) 100 NeWOINY "SA 20y-pY

S3SVIHIN| ONIAIT-40-1S0D LSVd 40 INTVA ‘Il




8.

Pinoys 1ng onpoud yiom s ueLin vodn Ajas jou pirioys soueping [euoissajoid sausap oym jonposd
$85N pue 'siaquiswl pamas fiuyesos swesbosd aouginsyj 8y} pUE SwasAs JusILaIad 3] JO SUOEIB
‘¥@|dlos e 51| ‘esodind payw pue Jlyoads e Jo) BERIUWOD BIUBULY pue jeBpng eanesibe eue

'spaau syisads umo 1} 0} 2jeldardde adjape 1o) sjeuossejoud payenb sBetus

}iom s.ueLuljiiy 30 jueidinas Aued pig Auy ‘pelipne jou sey el 18y eep
do sy Buusouod abpajmous| Jo [EAs) YBiY B SBWNSSE JEL) SisABuE [eojuyost
AAsUUS BU) Jo Jyauey pue asn ay Joj Ajansnioxe paledasd sem podal syl

uewiiN

V100 8€ 10V 3y} woy papnjoxe atem 6-100Z 1OV Jepun sjysusq parosdwil ypm Buunal

‘€002 pue Zzp0g Jo sasealou|
siequiel L Sse|D SH3Sd .

4 0 v'e LY «0°0 G20y GZ0'y | ¥002/LIL
8 0 G'E 86l ¥ £00 0S8'C 0S8'€ | £002/L/L
0l 0 ¢t 88lL'y «0°0 0S.'E 0S¢ | 2002/L/L
4 0 8¢ 69l v 00 G/9'E GL9'E 1002/}/L
0} 62 8¢ Lyp'E 60 #60'€ 0S6'C | 000Z/1/L
bl €€ L2 \Zv'€ 0L 8G0°E G/8'C | 666L/L/L
45 145 40 18E'E 0L £86'C GLLZ | 866L/L/L
€l A S¢C 0LE'E 60 9/8¢C Gl9C | LB6L/LIL
€l L€ e €0€'E 0} v.8'C GZ9'C | 966L/L/L
7l 6€ K4 96£'€ 0l €26'¢C GZ9¢C | G66L/L/L
vl 44 G&'¢c 6.2'¢ 'l LE8'C GLy'C | vB6L/L/L
Sl 4% K4 v0Z'€ [ 9212 0SE'C | €66L/L/L
9l 144 X4 ¥80°'¢ 'l 68G'C 002'C | 266L/L/IL
91 8F 9¢ 600'€E vl G2S'T GL0'C L661L/L/L
8l 1% 9¢ GL6'C £l 18E'C 0S6'L 0661L/L/L
74 44 6°C 2062 vl £82'C G28'l 6861/1/L
44 14 0'€ £18'C Gl AT Gzl'l 8861L/L/L
(44 14 0'¢ €82 L'l 1022 GeZ9'l L861L/L/L
9¢ 44 [ Gi8'c 9L 1202 GeG'lL 9861/L/.L
%8¢ %l %L '€ G8.°Z$ %S’ | 900'2$ GLY'LS | G86L/L/L
Jamod SY100 20y-py asealou| Jjauag asealou| eusg | eusg | paijey
Buiseyoind | Aq paoejdey jusoiad Alyiuopw jusoled Alqquopy | Ajyjuopy aleq
1S07 asealou| punodwo) 2002 punodwo) 9002 [L=T]]
1dD Jo Jusoiad [enuuy |Bnuuy
Y100 N-IdD dhewony SY100 20y-py
|eanauodAy [enjoy
s98ll8y SYISd |eanayjodAH Joj uosuedwo) Y109 dIBWOINY SA 00U-pY

S3ASVI™UOIN| ONIAIT-40-1S0D 1SVd 40 ANTVA ‘|l




HR 299 QUESTION IV

EMPLOYMENT OPPORTUNITIES
FOR YOUNGER WORKERS
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toncerning the cperations of the retirement systems and the insurance programs covering retired members, and uses
data that Milliman has not audited. Any third party reciplent of Milliman's work product who desires professional guldance
should not refy upon Milliman’s work product, but should engage qualified professionals for advice appropriate to its own

specific needs.
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IV. EMPLOYMENT OPPORTUNITIES FOR YOUNGER WORKERS

We have measured the “value” of the proposed ERIP in providing employment for
younger workers by estimating the incremental number of job openings expected to be
created in each year during and following the ERIP due to the acceleration of
retirements among eligible members.

First, we estimate the number of job openings that would be expected in the absence of
the ERIP solely due to the projected “normal” turnover in employees, assuming that the
number of jobs remains constant for each employer. Then, assuming that the increased
retirement rates detailed in Section | occur in response to the ERIP, we recalculate the
expected number of job openings that would occur each year, again assuming that the
number of jobs remains constant for each employer. Then, the “value” of the ERIP
would be the number of additional job openings that would be created during each year
of the ERIP.

Number of Job Openings in SERS Agencies Expected due to ERIP

FY Number of Expected Job | Number of Additional Job | Number of Expected Job

Ending Openings w/o ERIP Openings due to ERIP Openings with ERIP

2007 7,070 1,950 9,020

2008 7,397 1,334 8,731

2009 7,659 314 7,973

2010 7,882 (100) 7,782

2011 8,051 (192) 7,859

2012 8,168 (240) 7,928

2013 8,248 (269) 7,979

2014 8,290 (279) 8,011

2015 8,334 (263) 8,071

2016 8,386 (227) 8,159
TOTAL 79,485 2,028 81,513

Number of Job Openings in PSERS LEAs Expected due to ERIP

EY Number of Expected Job | Number of Additional Job | Number of Expected Job

Ending Openings w/o ERIP Openings due to ERIP Openings with ERIP

2006 20,945 5,235 26,180

2007 20,464 5,097 25,561

2008 20,714 187 20,901

2009 21,082 (173) 20,909

2010 21,368 (415) 20,953

2011 21,865 (585) 21,280

2012 21,959 (796) 21,163

2013 22,036 (929) 21,107

2014 22,021 (815) 21,206

2015 21,944 (662) 21,282
TOTAL 214,398 6,144 220,542

e This report was prepared exclusively for the use and benefit of the Pennsylvania Legislative Budget and Finance
@ Milliman Committee for a specific and limited purpose. It is a complex, technical analysis that assumes a high level of knowledge
conceming the operations of the relirement systerms and the Insurance programs covering retired members, and uses
data that Milliman has not audited. Any third party recipient of Milllman’s work product who desires professional guidance
should not rely upon Milliman's work product, but should engage qualified professionals for advice appropriate to its own
specific needs
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IV. EMPLOYMENT OPPORTUNITIES FOR YOUNGER WORKERS

During the ERIP period and very briefly thereafter, over 3,000 additional SERS
members and over 10,000 additional PSERS members are expected to leave active
employment due to the ERIP. The vast majority of this net turnover of actives is due
to retirements under the ERIP, with a small portion due to the differences in
expected withdrawal rates of replacement members versus the expected retirement
rates of the members they replaced.

Over a 10 year period, the net number of new job openings decreases to roughly
2,000 for SERS and 6,000 for PSERS as aggregate rates of decrement from active
employment are expected to decline once the ERIP retirees have “cleared out”. To
the extent that employers take advantage of the ERIP as an opportunity to downsize
staff, fewer net new openings would be expected to result over this time.

Committee for & specific and limited purpose. It is a complex, technical analysis that assumes a high level of knowledge
concerning the operations of the retirement systems and the insurance programs covering retired members, and Uses
data that Milliman has not audited. Any third party recipient of Milliman’s work product who desires professional auidance
should not rely upon Milliman's work product, but should engage qualified professionals for advice appropriate 1o its own
specific neads.
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HR 299 QUESTION V

CRITICAL SKILLS
AND EXPERIENCE

This report was prepared exclusively for the use and benefil of the Pennsylvania Legislative Budget and Finance
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congerning the operations of the relirement systems and the insurance programs covering retired members, and uses

data that Milliman has not audited. Any third pariy recipient of Milliman's work product who desires professional guidance
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specific needs.
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V. CRITICAL SKILLS AND EXPERIENCE

Pennsylvania is one of the “older” states in the nation. From the 2000 census, the
median age of all Pennsylvania residents is 38.0 years, compared to 35.3 years
nationwide. The percentage of Pennsylvania residents under the age of 18 is lower
than the national average (23.8% versus 25.7%) and the percentage of Pennsylvania
residents over the age of 65 is higher than the national average (15.6% versus 12.4%).
This demographic trend is also seen in the state's public workforce, with 54% of
government employees eligible to retire in the next decade, placing Pennsylvania fifth
out of the fifty states. “Sixty-four percent of Washington's workforce is eligible to retire
between now and 2015. The figure for Maine is 59 percent, for Tennessee 58 percent,
for Michigan 56 percent and for Pennsylvania 54 percent. . . . The aging trend is more
pronounced in state governments than in the U.S. private workforce in general. . . . This
will soon force state administrators to cope with job vacancies and a loss of institutional
memory, and it will place added stress on state pension systems and health insurance
costs.” ("Aging to take toll on state workforces”, stateline.org, April 1, 2005)

We first review member employers within SERS and PSERS that have the highest
concentrations of older, long-service experienced employees, and who are thus likely to
be the most impacted by the proposed ERIP in House Bill 130. We then follow with an
analysis of the distribution of age and service by type of employment.

SERS Retirement Eligibility Concentrations by Agency

Based on January 1, 2005 SERS data, 24% of the current SERS active participants will
be eligible for unreduced retirement by June 30, 2008 (when the proposed ERIP would
expire) without the ERIP. This percent increases to 34% if the proposed ERIP is
implemented. The following table illustrates the concentration of retirement eligible
employees for the 45 SERS agencies with 100 or more employees as of January 1,
2005.

Percent of SERS Members Eligible for Unreduced Retirement by June 30, 2008

Number of Agencies with over 100 employees

Percent Eligible Without ERIP With ERIP
Less than 10% 1 0
10 to 20% 12 2
20 to 30% 27 9
30 to 40% 5 28
Over 40% 0 6
Total 45 45

This report was prepared exclusively for the use and benefit of the Pennsylvania Legislative Budget and Finance
Committee for a specific and limited purpese. It is a complex, technical analysis thal assumes a high level of knowledge
conceming the operations of the retirement systems and the insurance programs covering retired members, and uses
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V. CRITICAL SKILLS AND EXPERIENCE

The following table lists the 6 SERS agencies with over 100 employees that would have
retirement eligibility concentrations of 40% or more by June 30, 2008 if the proposed

ERIP were implemented.

SERS Agencies with Highest Retirement Eligibility under ERIP

Percent Retirement Eligible
Without ERIP With ERIP

Civil Service Commission 32% 47%
Public Utility Commission 26 46
Department of Education 31 45
Department of Labor and Industry 29 44
Public School Employees Retirement System 22 43
Department of Public Welfare 25 42

PSERS Retirement Eligibility Concentrations by Local Educational Association

Based on July 1, 2005 PSERS data, 11% of the current PSERS active participants will
be eligible for unreduced retirement by June 30, 2008 (when the proposed ERIP would
expire) without the ERIP. This percent increases to 22% if the proposed ERIP is
implemented. The following table illustrates the concentration of retirement eligible
employees for the 508 local educational associations (LEAs) with 100 or more

employees as of July 1, 2005.

Percent of PSERS Members Eligible for Unreduced Retirement by June 30, 2008

Number of LEAs with over 100 employees

Percent Eligible Without ERIP With ERIP
Less than 10% 291 6
10 to 20% 211 192
20 to 30% 6 270
30 to 40% 0 36
Over 40% 0 4
Total 508 508

This report was prepared exclusively for the use and benefit of the Pennsylvania Legislative Budget and Finance
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V. CRITICAL SKILLS AND EXPERIENCE

The following table lists the 5 LEAs with over 500 employees that would have retirement
eligibility concentrations of 30% or more by June 30, 2008 if the proposed ERIP were
implemented.

PSERS LEAs with Highest Retirement Eligibility under ERIP

Percent Retirement Eligible
Without ERIP With ERIP
Bensalem Township School District 19% 39%
Mifflin County School District 11 32
Wilkes Barre Area School District 15 31
Armstrong School District 13 31
Montgomery County Intermediate Unit 15 30

SERS Critical Skills Analysis

Using census data for agencies that participate in PEBTF, the Office of Administration
prepared a projection of SERS members who would have 80 points (age plus years of
service) by the expiration of the ERIP on June 30, 2008, and summarized the results by
job title. The job title with the most retirement eligible members (971) was Income
Maintenance Caseworker. Of the 1,576 job titles listed, 632 had one retirement eligible
member, and 259 had 10 or more retirement eligible members.

The top 52 job titles by count, which represent just under half of all identified retirement
eligible members, were assigned numerical scores of 1 (least) to 5 (most) for “Criticality”
and “Difficulty to Fill". The Office of Administration notes that any such ranking is
subjective and that for given job titles, rankings could vary based on the agency and
location of the job.

Job Titles with the most Members eligible for HB 130 ERIP - 80 points by June 30, 2008

Job Title Number of Members Eligible for ERIP
Income Maintenance Caseworker 971
Transportation Equipment Operator B 436
Clerk Typist 2 395
Clerk Typist 3 347
Income Maintenance Casework Supervisor 320

Combining the 52 ranked job titles into categories shows that the overall job category
with the largest number of members eligible for the ERIP is clerk/typist, with 1,503
retirement eligible members among 10 separate job titles. The next largest job category
is income maintenance administration, with 1,405 retirement eligible members among 4
separate job titles.

This report was prepared exclusively for the use and benefit of the P ylvania Legislative Budget and Finance
@ Milliman Committee for a spacific and limited purpose. It is a complex, technical analysis that assumes a high level of knowledge
concerning the operations of the retirement systems and the insurance programs covering refired members, and uses
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V. CRITICAL SKILLS AND EXPERIENCE

Critical and Difficult to Fill Positions

Position Number Critical Difficulty | Combined
Eligible for Score to Fill Score
ERIP Score
Diesel mechanic 42 5 5 10
Registered nurse 149 5 4 9
Licensed practical nurse 93 5 - 9
Psychiatric aide 272 5 3 8
Registered nurse supervisor 65 5 3 8

Pennsylvania's Workforce Planning Model, milestones achieved during the last decade
and future short and long-term strategies are outlined in “Case Study: Pennsylvania's
Changing Workforce: Planning Today with Tomorrow's Vision” (Public Personnel
Management, Volume 33 No. 4 Winter 2004). Of note:

- State agency employment data has been maintained for nearly 80 years, and the
Governor's Annual Workforce Report has been published for over 30 years.

- A heightened emphasis was placed on workforce planning beginning in the mid-
1990's, including identification of positions with high risk for turnover and
monitoring of the increasing number of retirement-eligible employees.

« Websites for nursing recruitment and decentralized workforce succession
planning were developed.

« The Bureau of Workforce Planning and Development was created in 2004.
Current initiatives focus on information technology professionals, nurses, parole
agents and human resources professionals.

PSERS Critical Skills Analysis

Uniike for SERS member agencies, data regarding criticality of position was not
available at a job title level for PSERS members. PSERS provided a “certificated”/"non-
certificated” code for the membership (i.e., members with a teaching certificate.), which
was matched against the June 30, 2005 PSERS valuation census data.

The certificated group was slightly larger, representing roughly 60% of the overall
membership. In analyzing the data by group it became apparent that the ERIP would
impact the groups differently, as per the following table.

Impact of Proposed ERIP on Retirement Eligibility by Group

Percent Retirement Eligible by June 30, 2008
Group Without ERIP With ERIP
Certificated 8 25
Non-certificated 13 18

" This report was prepared exclusively for the use and benefit of the Pennsylvania Legisiative Budget and Finance
@ Milliman Committee for a specific and limited purpose, It is a complex, lechnical analysis that assumes a high level of knowledge
concerning the operations of the retirement systems and the Insurance programs covering retired members, and uses
data that Milliman has nol audited. Any third party recipient of Milliman's work product who desires professional guidance
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V. CRITICAL SKILLS AND EXPERIENCE

Under the standard superannuation provisions in absence of the ERIP, non-certificated
members have a roughly 50% greater retirement eligibility (13% versus 8%) during this
time period. However, the table above makes clear that the certificated membership is
much more concentrated at the ages and service amounts that would allow them to
benefit under the HB 130 ERIP.

‘Head of the Class: A Quality Teacher in Every Pennsylvania Classroom”, a report by
The Education Policy and Leadership Center (www.eplc.org/teacherreport.pdf), poses
and addresses the following question:

“Does Pennsylvania have or face a shortage of qualified teachers? The
state clearly has not experienced the type of crisis felt by rapidly growing
states such as California, Texas, and Nevada, where increasing student
enroliments, impending retirements of baby boom generation teachers,
and teacher turnover are combining to create serious shortfalls. What
Pennsylvania does face are some shortage areas and at least anecdotal
evidence of worsening shortages, some disturbing trends, and the
likelihood of increased competition from states that are in crisis.
Pennsylvania's shortages include:

+ Qualified teachers for urban districts and, to a lesser degree, rural
districts.

+ Teachers of physics, chemistry, biology, mathematics (especially
for higher level math courses), general science, world languages,
special education, technology education (formerly industrial arts).

* Racial/ethnic minority candidates.”

The report expands on the above points and also notes:

Emergency permits (for example issued to non-certificated instructors, or to
certificated personnel teaching in a different subject area) are issued by districts
when a certificated candidate cannot be found. During 2001-2, over half of the
emergency permits were issued to fill day-to-day substitute positions. Of the
emergency permits issued to fill full-time positions, roughly three quarters were
issued by seven urban districts.

Retired teachers can return to teaching for up to 95 days per year without losing
state retirement benefits, subject to various conditions. (PSERS notes that Act
63 of 2004 changed the law to the following: “Retired school employees can
return to public school service for the full school year during which an emergency
or shortage of appropriate personnel occurs.”)

“The state’'s teacher preparation institutions annually certify more potential
teachers than the state’s public schools hire. Some of the others teach in private
schools, go to graduate school, choose other occupations, or decide to raise
families. For several years, Pennsylvania has been a net exporter of teachers.
Many Pennsylvania graduates are recruited to teach in other states, such as
Virginia, North and South Carolina, and Texas. As NCLB increases the pressure
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on all states to staff their schools only with highly qualified teachers, recruitment
by growing states and from those that produce fewer teachers is likely to
increase.”

Logical Variation

Districts that are currently having difficulty filling teaching positions could potentially see
a significant increase in difficulty maintaining staffing levels in upcoming years after an
ERIP. In addition to having to recruit replacements for retiring teachers, the newly hired
teachers are likely to exhibit high turnover, thus districts will end up recruiting more than
one new teacher in upcoming years to replace each teacher retiring under the ERIP.

We are aware of various school districts throughout the state that have implemented
ERIPs on their own in recent years. These decisions were made at the local level
based on the district's circumstances, and the ERIP benefits were funded by the district,
without impacting state benefits other than through actuarial gains/losses due to
demographic experience.

PSERS could potentially offer an ERIP that would be optional for districts. Those
districts that elected to participate could fund the cost of the ERIP through increased
employer contributions. This variation could be potentially be attractive to districts that
would like reduce staff levels since the administration would be centrally coordinated,
and would be preferable for districts that are currently having difficulty maintaining
adequate staffing levels since they could choose to not offer the ERIP.
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Funding Sources of SERS and PEBTF

The Office of Administration has indicated that historically the General Fund has funded
just over half of the Commonwealth’s cost (51%) with the remaining funds coming from
Special Funds (e.g. motor vehicle, lottery) (19%), Federal funds (18%) and Other Funds
(Augmentations) that deal primarily with personnel costs (12%).

As Commonwealth employees comprise almost 80% of the SERS membership, we
have estimated that the General Fund is responsible for roughly 40% of the SERS
employer contribution.

We also assumed that 40% of PEBTF's costs are paid by the General Fund.
Funding Sources of PSERS

Contributions to PSERS are initially made entirely by school districts. We understand
that the districts then receive a reimbursement from the General Fund based on the
market value income aid ratio (MVIAR) and the hire dates of the district employees.
Each district has an MVIAR calculated each year. The Pennsylvania Department of
Education has indicated that in 2005-6, MVIARSs ranged from .15 to .85. For employees
hired before July 1, 1994, the district is reimbursed 50% of the PSERS contribution. For
employees first hired after June 30, 1994, the district is reimbursed the greater of 50%
or the actual MVIAR% of the PSERS contribution.

We estimated the effective state-wide MVIAR for reimbursement purposes for
employees hired after June 30, 1994 by weighting each district's effective MVIAR (the
greater of 50% or the actual MVIAR) against its expenditures (as a proxy for payroll) as
reported on the Department of Education website. This calculation indicated that the
effective state-wide MVIAR was roughly 60% in 2005-6.

The percent of payroll to which the MVIAR applies will increase over time as longer
service employees terminate and new employees are hired. Currently the effective
state-wide MVIAR applies to roughly 45% of state-wide payroll; we have projected that
this will increase to roughly 80% of state-wide payroll in 10 years.

Currently, the effective state-wide MVIAR of 60% applies to roughly 45% of state-wide
payroll and the 50% reimbursement rate applies to the remaining 55% of state-wide
payroll. As a result, the General Fund reimburses school districts for roughly 55%
(60%*45% plus 50%*55%) of the PSERS contribution. The net cost to school districts
is the remaining 45%. We have estimated that the roughly 55% of school district costs
currently paid by the General Fund will increase to about 58% over the 10 years ending
FY 2015-16 as teachers who were hired prior to July 1994 retire.
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Funding Sources for other School District costs

School district costs are funded from two primary sources: local sources and state
sources. We understand that there is no earmarked State contribution toward payroll or
health insurance costs comparable to the State support from the General Fund for
PSERS contributions. Therefore we have estimated that there will be no other direct
affect on the General Fund due to HB 130 beyond the effect on the State subsidy for
PSERS contributions.

Impact of House Bill 130
SERS and PSERS

As displayed in Section 1, the incremental nominal dollar cost of funding the ERIP
based on current law during FY 2007-8 through FY 2015-16 is estimated to be $286
million and ($503) million for SERS and PSERS respectively, for a 10-year total of
($217) million. This cost estimate reflects the sum of (a), (b), and (c) less (d) described
below:
(a) the estimated additional contributions on behalf of pension benefits for
SERS and PSERS,
(b) the estimated incremental pay-as-you-go costs for retired SERS members
in PEBTF and retired PSERS members receiving premium assistance,
(c) the estimated incremental school district costs due to the requirements of
Acts 110 and 43,
(d) the estimated payroll savings.

Based on the discussion of funding sources of SERS and PSERS earlier in this section,
this equates to a 10-year total cost to the General Fund of about $1.0 billion, and a 10-
year total savings to school districts of $1.3 billion, with the remaining $0.2 billion to be
funded from the various other funding sources contributing to SERS, as summarized in
the table on the following page.

if the General Fund is also contributing half of the cost for non-Commonwealth
employees who are SERS members, the General Fund Grand Total would increase by
$28 million, with the other SERS funding sources decreasing by $28 million.

At the end of the 10 year period, the portion of the total payroll of PSERS members
attributable to members hired after June 30, 1994, whose reimbursements from the
General Fund to school districts are based on the effective MVIAR, would likely be
roughly the same whether or not the ERIP proposed in House Bill 130 occurs.
However, acceleration of retirements during this period due to the ERIP would speed up
this shift in payroll.
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Projection of Cost of HB 130 by Funding Source

($ amounts in millions)

Fiscal Year General Fund Local School Other funding TOTAL
Ending Districts sources
SERS
2007 ($1) n/a ($1) (2)
2008 21 n/a 32 53
2009 22 n/a 32 54
2010 25 n/a 38 63
2011 26 n/a 39 65
2012 28 n/a 42 70
2013 (4) n/a (7) (11)
2014 4) n/a (5) (9)
2015 0 n/a (1) (1)
2016 2 n/a 2 4
Total $115 n/a $171 $286
PSERS
2007 $3 ($211) n/a (208)
2008 141 (289) n/a (148)
2009 158 (236) n/a (78)
2010 158 (183) n/a (25)
2011 160 (126) n/a 34
2012 161 (66) n/a 95
2013 15 (126) n/a (111)
2014 14 (73) n/a (59)
2015 14 (31) n/a (17)
2016 14 0 n/a 14
Total $838 ($1,341) n/a ($503)
SERS and PSERS
Grand Total | $953 | ($1,341) l $171 | ($217)
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Retiree Healthcare for PSERS Relirees

School districts have historically operated pay-as-you-go retiree healthcare plans. As
discussed in detail in the Background on the Funding of Current Insurance Benefits
section, districts will need to disclose the actuarial cost of these plans to comply with
GASB 45. Pre-funding of retiree healthcare is optional.

Each school district determines their retiree healthcare arrangement at the district level,
subject to the minimum benefit provisions of Act 110 and Act 43. Data on the retiree
healthcare arrangements of each school district in the state is not available. In Section |
we presented very rough estimates of the statewide impact of GASB 45 on school
districts, assuming that every district offered the minimum benefits mandated by Act 110
and Act 43. As many districts offer more substantial retiree healthcare benefits, we now
expand this analysis to estimate the impact of GASB 45 on two hypothetical school
districts:

« District A offers retired members the opportunity to buy retiree healthcare
coverage until age 65 by paying the active premium rate. As the true cost of the
healthcare for the covered retirees exceeds the active premium rate, a GASB 45
liability arises from this “implicit rate subsidy”. We assume for District A that 50%
of eligible retirees elect to participate, and that none cover a spouse. This is the
same assumption set used in the state-wide analysis of Section |.

« District B offers coverage to retired members until age 65 for $100 per month
(the amount of premium assistance provided by PSERS), and allows retired
members to purchase coverage for a spouse by paying the active premium rate.
The GASB 45 liability is based on the true cost of the retired member coverage
(cash cost of premium paid by the district, including the implicit rate subsidy) and
the implicit rate subsidy for the spouse. **) We further assume for District B that
100% of eligible retirees elect to participate, and that 80% are married (male
spouses 3 years older than female spouses), with 50% of married members
electing to purchase coverage for a spouse.

** For PSERS members retiring prior to age 62, 24.5 years of service are required for Premium
Assistance eligibility. Members can satisfy the ERIP “80 points” requirement between ages 55.5
and 62 with less than 24.5 years of service. It is not clear in HB 130 whether Premium
Assistance eligibility would remain at 24.5 years of service for retirees under age 62 or whether
Premium Assistance would be extended to all ERIP retirees. In preparing our cost estimates,
we have assumed that the Premium Assistance would be extended to all ERIP retirees. If this
is not the case, the school district costs shown below would increase slightly.

We have applied the District A and District B sets of benefit provisions to the entire
PSERS membership, and then scaled down the results to develop representative
results for an “average” size school district with 500 active members and 325 retirees.
As GASB 45 will become effective on July 1, 2008 for the maijority of school districts in
the state, we have run the valuations using census data projected June 30, 2008. Note
that this date follows the expiration of the HB 130 ERIP.
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We first perform actuarial valuations of District A and District B's retiree healthcare
liability based on data projected to June 30, 2008 without the ERIP. This analysis
allows for comparison of how valuation results may differ for school districts with
significantly different levels of benefits. We then rerun each district’s actuarial valuation
using data projected to June 30, 2008 including the ERIP. Assuming that all members
retiring under the ERIP have been replaced, the Districts still have 500 active members,
but the retired membership has grown to 350 retirees. This analysis illustrates how the
ERIP could impact the GASB 45 liability of a “typical” school district.

Fiscal Year 2008-9 Pay-as-you-go Contribution
($ in millions)

District w/o ERIP w/ ERIP Difference
A 0.06 0.08 0.02
B 0.51 0.69 0.18
Fiscal Year 2008-9 GASB 45 ARC
($ in millions)
District w/o ERIP w/ ERIP Difference
A 0.14 0.14 0.00
B 1.12 1.13 0.01

Results shown in the tables above for District A represent the cost and the liability due
to the “implicit rate subsidy” only.

As the ERIP would expire one year prior to the effective date of GASB45 for these
typical districts, for purposes of the illustration above we have assumed that the districts
would not separately measure a liability increase due to the ERIP and amortize it over 5
years, but rather that all unfunded past service liability as of July 1, 2008 would be
amortized over 30 years on a level percent of payroll basis. While the demographic
changes due to the ERIP clearly increase the FY 2008-9 pay-as-you-go costs, the
GASB ARCs are relatively unchanged as the increase in the ARC due to the
amortization of a higher unfunded past service liability over 30 years is roughly offset by
the decrease in the normal cost due to the demographic changes in the active
membership.

The excess of the ARC over the pay-as-you-go cost will create a Net OPEB Obligation
that will be reported on the district’s financial statements.

Impact of House Bill 131

As displayed in Section 1, the incremental nominal dollar cost of funding the COLAs
based on current law during FY 2007-8 through FY 2016-17 is estimated to be $12.1
billion and $26.5 billion for SERS and PSERS respectively, for a 10-year total of $38.6
billion. The expected payroll for both systems combined over this 10-year period is
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$197 billion, thus the incremental cost of funding the COLAs during this period is
roughly an additional 20% of payroll.

Based on the discussion of funding sources of SERS and PSERS earlier in this section,
this equates to a 10-year total cost to the General Fund of about $19.8 billion, and a 10-
year total cost to school districts of $11.5 billion, with the remaining $7.2 billion to be
funded from the various other funding sources contributing to SERS. If the General
Fund is also contributing half of the cost for non-Commonwealth employees, the
General Fund total would increase to about $21.0 billion, with the other SERS funding
sources decreasing to $6.0 billion.

Projection of Cost of HB 131 by Funding Source
($ amounts in millions)

Fiscal Year General Fund Local School Other funding TOTAL
Ending Districts sources
SERS
2008 $463 n/a $685 1,148
2009 486 n/a 720 1,206
2010 488 n/a 723 1,211
2011 489 n/a 724 1,213
2012 489 n/a 725 1,214
2013 490 n/a 726 1,216
2014 490 n/a 726 1,216
2015 491 n/a 727 1,218
2016 491 n/a 727 1,218
2017 491 n/a 727 1,218
Total $4,868 n/a $7,210 $12,078
PSERS
2008 $1,436 $1,179 n/a 2,615
2009 1,463 1,187 n/a 2,650
2010 1,472 1,178 n/a 2,650
2011 1,481 1,168 n/a 2,649
2012 1,490 1,159 n/a 2,649
2013 1,500 1,150 n/a 2,650
2014 1,509 1,142 n/a 2,651
2015 1,520 1,134 n/a 2,654
2016 1,529 1,128 n/a 2,657
2017 1,539 1,121 n/a 2,660
Total $14,939 $11,546 n/a $26,485
SERS and PSERS
Grand Total | $19,807 | $11,546 | $7,210 |  $38,563
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Pre-Retirement vs. Post-Retirement Income

When considering a potential ERIP, it is appropriate to begin by considering the amount
of final salary that would be replaced by retirement income for employees who elect to
retire under the ERIP. With the increase in benefits in 2001, a Class AA member of
SERS and a Class TD member of PSERS can retire with a pension of 75% or higher if
he or she has 30 or more years of service, even before considering retirement income
from Social Security that could commence as early as age 62, or personal savings.

When considering a potential COLA, it is appropriate to begin by considering the
amount of final salary that was replaced by retirement income and the elapsed time in
retirement. Prior COLAs granted to members of SERS and PSERS were on an ad-hoc
basis and took into account the time since retirement or the most recent COLA in their
formula, granting larger increases to members who had been retired longer and thus
had lost more ground to inflation.

While retirees may have accumulated personal savings during their working career (for
example through an employer-sponsored deferred compensation plan), we will begin by
looking at the retirement income provided by SERS (Class AA) and PSERS (Class TD),
and from Social Security, to the following three hypothetical active members retiring in
2006:

Member A: Age 62 with 35 years of service
Member B: Age 62 with 20 years of service
Member C: Age 55 with 35 years of service

To develop salaries for these hypothetical employees we reviewed the SERS and
PSERS valuation census data files of active members and selected a member with
above-median pay (approximately 75™ percentile) and a member with below median
pay (approximately 25" percentile) for each age/service combination. While the
percentage of salary replaced by the system pension benefit depends on length of
service, the Social Security benefit also depends on the absolute level of pay.

The analysis below assumes that these members retire at the age/service combination
shown with no future earnings, and that all members elect to commence receiving
Social Security benefits at age 62. Final average three year pay used to calculate the
retirement system benefit is assumed to be 95% of the final salary shown. Member B is
assumed to have 20 years of work history only, with no earnings prior to joining the
system. Prior years salaries are assumed to decrease based on the current valuation
assumptions of 3.5% and 6.25% annually for SERS and PSERS, respectively. In this
example this results in a SERS member being assumed to receive a higher Social
Security benefit than a corresponding PSERS member with the same age/service
combination and current pay, as the SERS member would have higher pay in prior
years.
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SERS Ratio of Retirement Income to Final Salary for Hypothetical Retirees

Percent of Final Salary Replaced
Estimated
Social
System Security

Member Age/Service Final Salary Benefit Benefit Total
A 62/35 100,000 83% 18% 101%
A 62/35 50,000 83% 31% 114%
B 62/20 80,000 48% 18% 66%
B 62/20 50,000 48% 21% 69%
C 55/35 50,000 83% 38% 121%
C 55/35 40,000 83% 43% 126%

PSERS Ratio of Retirement Income to Final Salary for Hypothetical Retirees

Percent of Final Salary Replaced
Estimated
Social
System Security
Member Age/Service Final Salary Benefit Benefit Total
A 62/35 80,000 83% 20% 103%
A 62/35 50,000 83% 25% 108%
B 62/20 50,000 48% 18% 66%
B 62/20 20,000 48% 25% 73%
C 55/35 80,000 83% 25% 108%
C 55/35 50,000 83% 31% 114%

Members A and C basically retire with 100% or more of final salary from the
combination of system and Social Security benefits. Member B receives a lower system
benefit than the other members due to shorter service. Due to the design of the Social
Security Benefit delivering a larger percentage benefit as pay decreases, Member B
receives roughly the same Social Security benefit as Member A since the decrease in
percentage due to less service is offset by an increase in percentage due to lower pay.

Studies have suggested that retirees should aim to replace 70 to 80% of pre-retirement
income to maintain a similar lifestyle in retirement. (The availability of employer-paid
retiree healthcare such as that provided to SERS members through the PEBTF REHP
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alleviates significant pressure on a retired member's income.) Given that Social
Security provides an annual automatic COLA, Member A, who retires with an initial total
benefit of about 100% of final salary, 20% of which is from Social Security, would not be
expected to have the total retirement income erode to an inflation-adjusted 80% of final
salary for over a decade. Thus if the goal of the automatic COLA were to afford long
service retirees a combined system/Social Security benefit equivalent to 80% or more of
the purchasing power of their final salary in each future year, the analysis above
indicates that based on the current system benefit levels it is possible to achieve this
inflation protection with a COLA that does not commence until a member has been
retired for a decade or more.

Research regarding the Health and Welfare of Retirees

Information and tools for retirement planning have increased exponentially in
anticipation of the first baby boomers approaching retirement. While little has been
written about the life style changes that specifically affect those who take early
retirement, there is sufficient information on retirement in general to conclude that early
retirees will face the same issues, and significantly, they will face them over a longer
period of time. The most satisfied retirees are those who made the decision to retire
themselves, versus those who were laid off or who retired for medical reasons. And,
the best adjustment to retirement is made by those who have considered what
resources they needed for their retirement years.

I. LIFE EXPECTANCY

“One controversial variable that has been studied in connection with early retirement
is mortality. On the one hand, the relationship between early retirement and
mortality would seem to follow logically from the relationship between retirement,
subjective health assessments and survival probabilities — if one feels one’s health is
poor and one is unlikely to live long in retirement, early retirement would seem to be
a reasonable choice. . . . Waldron (2001, 2002) is the most recent researcher to
document that early retirees die earlier than those who wait untii NRA to claim
benefits. . . . Waldron found that men retiring exactly at age 62 were 38 percent
more likely to die during the observation period (1973 to 1997) than those retiring at
age 65 or older. Those who retired exactly at age 62 also had a higher mortality risk
than even other groups who retired after 62 but before age 65, suggesting that there
may be a particularly unhealthy or shorter-lived group who claim benefits at the
earliest opportunity.” Source: “Is Early Retirement Ending?,” p. 20, AARP Policy
Report #2004-10, October 2004 at: www.aarp.org/ppi

A more recent study of former Shell Oil employees who retired at ages 55, 60, and
65, found that “even men who retired early for reasons other than iliness and who
appeared to be relatively advantaged and healthy had a significantly increased risk
of mortality compared with men who remained continuously employed.”
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Source: “Age at Retirement and Long Term Survival of an Industrial Population:
Prospective Cohort Study,” British Medical Journal, 21 October 2005 at:
http://bmj.bmijournals.com/content/vol331/issue7523/

. SPENDING IN RETIREMENT

“Although three-fourths of retirees reported no surprise in their post-retirement
spending requirements, the majority of the other 25% was surprised that spending
needs were higher, rather than lower, than previous expected. The authors found a
strong correlation between the amounts of time a person spent developing a
financial plan and the accuracy of his or her estimates of spending needs at
retirement.” Source: “Reducing the Negative Surprises in Retirement,” by Mimi Lord,
TIAA-CREF Institute, January 2002 at:

http://www tiaa-crefinstitute.org/research/articles/011202.htmi

LONG-TERM CARE

The American Council on Life Insurers “estimated that about half the women and a
third of the men in American ultimately will require at least some nursing home care.
The average annual cost of nursing home care exceeded $50,000 per person in
2002. Because the costs are so large and so common, they should be considered
as part of the retirement needs equation and not relegated to discussions about
health care costs.” Source: “Will Today’'s Workers Retire with Adequate Income?
How Are Today’'s Retirees Surviving from a Financial Perspective?,” EBRI Notes,
April 2003, p. 4

. WORKING/VOLUNTEERING IN RETIREMENT

An Employee Benefits Research Institute survey found that two-thirds of workers (66
percent) said they expect to work for pay in retirement, and 70% of those who
expect to work identified at least one financial motive for working. However, only
about one-quarter of retirees report actually working for pay during retirement.
Source: EBRI's “2005 Retirement Confidence Survey,” p. 25, at
http://www.ebri.org/pdf/briefspdf/0405ib.pdf

A survey by the John J. Heldrich Center for Workforce Development at Rutgers
University found that about two-thirds of workers view retirement from a full-time job
as an opportunity for continued productive employment. Nearly 7 in 10 workers
expect to continue to work full time or part time following retirement from their main
job, including 15% who expect to start their own business. Only 13% expect to stop
working entirely. . . . In fact, among today’s workers who are retired but still in the
workforce, 54% went back to work because they needed income.” Source: “A Work-
Filled Retirement: Workers’ Changing Views on Employment and Leisure,”
WorkTrends, John J. Heldrich Center for Workforce Development, August 2005, p.
1-2, at: http://www.heldrich.rutgers.edu/Resources/Publication/191/WT 16.pdf

This report was prepared exclusively for the use and benefit of the Pennsylvania Legislative Budget and Finance

@ Committee for a specific and limited purpose. It is a complex, technical analysis that assumes a high level of knowledge
Milliman

concerning the operations of the retirement systems and the insurance programs covering retired members, and uses
data that Milliman has not audited. Any third party recipient of Milliman's work product who desires professional guidance
should not rely upon Milliman’s work product, but should engage qualified professionals for advice appropriate to its own
specific needs.
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VII. HEALTH AND WELFARE OF RETIREES

V. ATTITUDES

EBRI's study found almost equal numbers of retirees who said they are now more
concerned (45 percent) about their financial future than they were immediately after
they stopped working and those (44 percent) who said they were less concerned.
Seventy-one percent said their retirement income is “adequate,” while 17 percent
said they were struggling. Source: EBRI’s “2005 Retirement Confidence Survey,” at:
http://www.ebri.org/pdf/briefspdf/0405ib.pdf

A study by Cornell University’'s Gerontology Research Institute found “men and
women have different patterns when it comes to retirement planning, the transition to
retirement, and the factors that are linked to life quality in retirement. . . . The
transition to retirement is rocky for both genders, and especially tough on marriages
when the husband retires first. Once retired, higher life quality is linked to factors
such as retiring according to plan, good health, and for men especially, having a
postretirement job. . . . The more that the retirees report they had planned for
retirement, the higher they rate their retirement experience.” Source: “His and Her
Retirement? The Role of Gender and Marriage in the Retirement Process,” Roybal
Issue Brief, available at: www.applied-gerontolgoy.org

Along these lines, there has been recent publicity about “retired husband syndrome”
(RHS), first identified in Japan. “Retired husbands in Japan are making their wives
sick. Exiled from the workplace and a rigid corporate culture of command and
control, these mini-martinets turn on their wives, barking orders, nitpicking every
detail of dinner, demanding service. Living under that kind of stress leads to illness.
Symptoms include stomach ulcers, rashes, throat polyps, slurred speech. So many
wives of retired men were turning up with stress-related iliness that physicians in
Japan started calling it retired husband syndrome.” Source: “When Spouse Retires,
Real Work Begins,” by Abigail Trafford, The Washington Post, 10/25/2005, HE06

The Society of Actuaries has surveyed public attitudes toward retirement and
awareness of possible risks. The Society has published an overview of post-
retirement risks.” These include: the risk of outliving assets, loss of a spouse,
declining functional status, large out-of-pocket medical expenses, inflation and other
family members needing assistance. A chart provides examples of products that
may be used to partially offset these risks. SOURCE: “Post-Retirement Risks —
Changing Needs and Resources,” November 2004 at: hitp://www.soa.org/ccm/cms-
service/stream/asset?asset _id=7929033&g11n

“In particular, people in better health and with more financial resources tended to be
more satisfied. Controlling for the present value of retirement resources and other
factors, we find that retirees who could finance more of their consumption in
retirement with pension annuities (vs. Social Security and accumulated savings)
were more satisfied. Retirees with lifelong annuities also tended to maintain their
level of satisfaction during retirement, whereas those without tended to become less
satisfied over time.” Source: Abstract of “Annuities and Retirement Well-Being,”

This report was prepared exclusively for the use and benefit of the Pennsylvania Legislative Budget and Finance
Committee for a specific and limited purpose. It is a complex, technical analysis that assumes a high level of knowledge
@ Mllilman conceming the operations of the retirement systems and the insurance programs covering retired members, and uses
data that Milliman has not audited. Any third party recipient of Milliman's work product who desires professional guidance
should not rely upon Milliman's work product, but should engage qualified professionals for advice appropriate to its own
specific needs.
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Pension Research Council Working Paper, The Wharton School, University of
Pennsylvania at: http://prc.wharton.upenn.edu/prc/PRC/WP/WP2003-19.pdf

This report was prepared exclusively for the use and benefit of the Pennsylvania Legislative Budget and Finance
Committee for a specific and limited purpose. It is a complex, technical analysis that assumes a high level of knowledge
@ Mliilman conceming the operations of the retirement systems and the insurance programs covering retired members, and uses
data that Milliman has not audited. Any third party recipient of Milliman’s work product who desires professional guidance
should not rely upon Milliman’s work product, but should engage qualified professionals for advice appropriate to its own
specific needs.
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APPENDIX A

SUMMARY OF PROJECTED

FUNDING UNDER CURRENT LAW

@ Milliman

This report was prepared exclusively for the use and benefit of the Pennsylvania Legislative Budget and Finance
Committee for a specific and limited purpose. 1t is a complex, technical analysis that assumes a high level of knowiedge
concerning the operations of the retirement systems and the insurance programs covering retired members, and uses
data that Milliman has not audited. Any third party recipient of Milliman’s work product who desires professional guidance

should not rely upon Milliman’s work product, but should engage qualified professionals for advice appropriate to its own
specific needs.
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APPENDIX B

COLA PROVISIONS IN OTHER
STATEWIDE RETIREMENT SYSTEMS

@ williman

This report was prepared exclusively for the use and benefit of the Pennsylvania Legislative Budget and Finance
Committee for a specific and limited purpose. It is a complex, technical analysis that assumes a high level of knowledge
concerning the operations of the retirement systems and the insurance programs covering retired members, and uses
data that Milliman has not audited. Any third party recipient of Milliman's work product who desires professional guidance
should not rely upon Milliman’s work product, but should engage qualified professionals for advice appropriate to its own
specific needs.
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COLA PROVISIONS IN OTHER STATEWIDE RETIREMENT SYSTEMS

The following pages in this Appendix are excerpted from the National Education
Association’s November 2004 report titled “Characteristics of Large Public Education
Pension Plans”. The excerpted pages 40 through 50 comprise Section 4 of the report,
“Post-Retirement Considerations”, which discusses COLAs and summarizes the
provisions of state-wide systems.

Milliman has received permission from the National Education Association to reprint
these following pages for the purpose of providing this Appendix material to the
Pennsylvania Legislative Budget and Finance Committee.

This report was prepared exclusively for the use and benefit of the Pennsyivania Legislative Budget and Finance
M'"‘ Committee for a specific and limited purpose. It is a complex, technical analysis that assumes a high level of knowledge
iman concerning the operations of the retirement systems and the insurance programs covering retired members, and uses
data that Milliman has not audited. Any third party recipient of Milliman’s work product who desires professional guidance
should not rely upon Milliman's work product, but should engage qualified professionals for advice appropriate to its own
specific needs.
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4. Post-Retirement Considerations

The amount of benefits received at retirement does not
always reflect the full value of those benefits to any
individual retiree. The real value of the benefits is measured
by their purchasing power during the retirement years as
well as by their tax treatment. Each of these factors affects
the value of benefits after retirement. For example, Social
Security benefits are indexed to changes in the Consumer
Price Index (CPI) to protect against the erosion of their
value over time, and Social Security benefits are at least
partially exempt from federal and state income taxes.®

Similarly, the retirement benefits provided by a number of
plans in this survey have some inflation protections built
into the design of the plan and may also be partially or, in
some cases, wholly exempt from state income taxes.
However, as shown in Table 4, the method of retirement
income inflation protection afforded by each plan, and the
tax treatment of retirement benefits for state income tax
purposes, vary widely among plans and taxing jurisdictions.

COLAs

Cost-of-living adjustments (COLAs) represent an attempt to
check the purchasing power of pensions lost due to
inflation. In 15 of the plans reviewed, COLAs were wholly
discretionary, sometimes called “ad hoc COLAs.” In these
cases, ad hoc increases may be granted from time to time
by the state legislature. These increases may apply to
retirees equally across the board, or larger adjustments may
be directed to longtime retirees for whom the retirement
benefit's purchasing power has declined by the greatest
amount. For example, a 3 percent benefit adjustment might
be adopted for retirees who have retired within the last two
years, while a 6 percent adjustment may be applied to
retirees who have been retired for longer than two years.

A few other retirement plans rely wholly on another form of
irregular adjustment — payments based on the investment
experience of the plan. Under these approaches, no
adjustment takes place unless the plan has a sufficiently
favorable investment experience. For example, the
Wisconsin Retirement System provides for supplemental
adjustments in benefits when investment earnings in excess
of the actuarially assumed rate produce a surplus in the
annuity reserve.

In contrast to such discretionary approaches, 57 plans
either automatically provide for a fixed rate of adjustment
(typically 3 percent) or a floating rate tied to changes in the
Consumer Price Index (typically with a 3 percent ceiling on
the rate of adjustment). Figure 7 shows the number of plans

6 Tax treatment varies by income level and taxing jurisdiction.
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that offer the discretionary methods of adjustment and the
automatic adjustment approaches described above. (Note
that if a plan has an ad hoc and some other type of COLA,
Figure 7 classifies it under “Other.”) Summary Chart 3 looks
at this issue in terms of plan size. The majority of plans of
any size have automatic COLAs. Yet, these summary
descriptions do not adequately capture the rich variety of
COLA approaches adopted by the plans studied. For
example, some plans employ an automatic adjustment on
the low end of the typical range, but also add a
discretionary excess investment provision as a supplement.
Other plans have a multipart automatic adjustment, with a
small, fixed amount, such as 1 percent, being guaranteed
and a further adjustment based on changes in the CPl up to
a stated ceiling. Two plans are defined contribution plans,
which provide no COLA. Table 4 and its explanatory
footnotes provide additional details on these variations in
COLA approaches.

Figure 7. Types of Retirement COLAs
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Summary Chart 3.

COLAs by Plan Size

Automatic Ad Hoc Other Types No

COLAs COLAs of COLAs COLAs"
Plan Size
Active Members
Fewer than 100,000 38 9 11 2
100,000 or more 19 6 4 0

* Both are defined contribution plans which provide no COLAs.

Special COLA Features

A number of states have devised additional COLA-type
features. Several states have enacted purchasing power
protection. This protection guarantees that the value of a
retiree’s benefit can never be lower than some percentage
of its value when his/her retirement first began. In California,
for example, the rate of guarantee is 80 percent, whereas in
Nebraska, it is 75 percent. Those retired longest likely have
lost the most purchasing power and they would be entitled
to a higher payment than those retired most recently.

Other states have 13th checks. Under this concept, retirees
receive an additional payment if investment returns exceed
a specified threshold. In years of high returns, the 13th
check is paid. When investment gains are low or non-
existent, the check is not paid. Retired teachers in Ohio, for
example, have not received a 13th check since 2001
because of depressed returns.

Arizona has taken still another approach called the
Enhanced Permanent Benefit Increase (EPBI). The EPBI
provides benefit increases based on the total number of
years since the individual’s original retirement date. The
funds for the EPBI are generated from the assumed earnings
on the assets set aside for the Permanent Benefit Increase
(PBI). The PBI is the yearly automatic COLA paid to Arizona
retirees. The EPBI provides an additional boost to those
retired longest and helps offset the cumulative effect of
inflation on the value of their retirement benefits.

These innovative features can help retired teachers and ESPs
preserve the value of their retirement benefits against inflation.
They provide a range of ideas for affiliates and retiree
associations that are looking for ways to enhance COLAs.

State Income Tax Liability

The value of retirement benefits can also be affected by their
after-retirement tax treatment under varying state income tax
laws. The survey covers plans in 50 states plus the District of
Columbia, for a total of 51 jurisdictions. Most jurisdictions
(32) impose an income tax on part or all of retirement
benefits. Such benefits in 10 jurisdictions are wholly exempt
from state income taxes, while eight jurisdictions impose no
state income tax. They are Alaska, Florida, Nevada, New
Hampshire, South Dakota, Texas, Washington, and
Wyoming. Tennessee does not tax income such as salaries
and pensions, but does tax dividends and interest.

Table 4, which follows, provides information about COLAs,
special COLA features, and data about the nature of
applicable tax exemptions for retirement benefits.

Characteristics of Large Public Education Pension Plans 41



TABLE 4.
Post-retirement Considerations

Alaska/PERS If 65, smaller of 9% or 3/4 CPJ; if 60, smaller of 6% or 1/2 CP! i No state
income tax

Arizona/ASRS Investment surplus capped at 4% Enhanced Up to $2,500
permanent excludable
benefit
increase

California/PERS Up to 2% annually based on CPI Purchasing Taxable
power
protection Bl

R

Colorado/PERA Annual 3.5% — N

N S

s

Delaware/SEPP Ad Hoc Exempt to
$12,500 IM

s

District of —— B Exempt to
Columbia/TRF $3,000

Georgia/TRS Annual 3% (if approved by TRS board) Up to
$15,000
excludable
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TABLE 4.
Post-retirement Considerations (Continued)

Purchasing Taxable BN
power

guarantee [

Exempt to
$6,000 E@

R

exemption [HlI

i

Minnesota/PERA CPl up to 2.5% + investment surplus Taxable
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TABLE 4.
Post-retirement Considerations (Continued)

rigina

ed to 80% of original benefit

el

Montana/TRS

it B

NE-Omaha/OSERS Automatic 1.5% plus ad hoc Taxable

X

o ot st

New Hampshire/ Ad hoc Hi No state income
NHRS(Group 1) tax

New Jersey/TPAF 60% of change in CPI Exempt to
$15,000 single,
$20,000 married

. o

i i &

50% of change in CPl up to 3%, b

North Carolina/TSERS  Ad hoc & Exempt to
$4,000 HI

SR

Ohio/SERS Annual 3% Tax credit
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TABLE 4.
Post-retirement Considerations (Continued)

Oregon/PERS CPIl up to 2% plus Tax credit

i

Rhode Island/ERS Annual 3% [E Taxable
Rhods Island/Mi ‘

South Carolina/SCRS CPI up to 4%, subject to board approval —_— =

o

CPl up to 4% P

Utah/SRS-
noncontributory

Vermont/STRS

Group C) based on CP1 HJ Taxable

Washington/PERS
Plan 1 tax

Washington/TRS —
(Plans 1)

Wisconsin/WRS Annually if investment income in excess of 5% Taxable EH

L
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FOOTNOTES
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Alaska PERS: Data in table is for automatic Post Retirement Pension Adjustment (PRPA); in addition, eligible benefit
recipients who reside in Alaska receive the Alaska Cost of Living Allowance, which is equal to 10% of their base
benefits or $50, whichever is more.

Alaska TRS: Data in table is for automatic Post Retirement Pension Adjustment (PRPA); in addition, eligible benefit recipients
who reside in Alaska receive the Alaska Cost of Living Allowance, which is equal to 10 percent of their base benefits.

Arizona ASRS: Enhanced Permanent Benefit Increase (EPBI) provides benefit increases based on the total number of
years since the individual’s original retirement date. The EPBI is in addition to the Permanent Benefit Increase (PB1).
Funds for the EPBI are generated from assumed earnings on the original funds set aside for the PBI. The EPBI is to
provide an additional benefit to retirees based on years since retirement, thus helping offset the cumulative effects of
inflation since retirement.

California PERS: Data shown in table for state Tier T members and school members; also up to 5 percent maximum as
contract option for retired members of local agencies.

California PERS: The Purchasing Power Protection (PPP) is a supplementary benefit paid when a retiree’s benefits fall
below 75% of the purchasing power of his/her benefits at the time of retirement. By contrast, the STRS PPP is 80 percent.

California STRS: The Purchasing Power Protection (PPP) is a supplementary benefit paid when a retiree’s benefits fall
below 80 percent of the purchasing power of his/her benefits at the time of retirement. By contrast, the PERS PPP is 75
percent.

Colorado PERA: Up to $20,000 excludable if age 55~64; up to $24,000 excludable if age 65 or older.
CO-Denver DPSRS: Up to $20,000 excludable if age 55-64; up to $24,000 excludable if age 65 or older.

Connecticut CMERS: For municipal members retiring on and after January 1, 2002, the plan provides for a COLA ranging
from a minimum of 2.5 percent to a maximum of 6 percent based on the following formula: 60 percent of the annual
increase in the Consumer Price Index for Urban Wage Earners and Clerical Workers (CPI-W) up to 6 percent plus 75 percent
of the annual increase in the CPI-W above 6 percent, payable on the first july 1 following the retirement date and on each
subsequent July 1. For retirees who are age 65 or older prior to January 1, 2002, the COLA is at least 3 percent up to a
maximum of 5 percent, dependent on the fund’s investment performance. For those members who retire prior to January 1,
2002 and are not 65 years of age, the plan provides for a temporary COLA in the amount of 2.5 percent payable effective
July 1, 2002; this COLA will be payable on each subsequent july first until the July 1 following the members’ 65th birthday
at which time the COLA will revert to the 3 percent - 5 percent formula, which is tied to investment performance.

Connecticut TRS: CPI with 3 percent minimum and 5 percent maximum for retirees prior to September 1, 1992. For
retirees on or after September 1, 1992, the adjustment is equal to the Social Security COLA, up to a maximum of 6.00
percent. If the total return in TRS assets is less than 8.5 percent, the COLA will not exceed 1.50 percent. Also, if there
are insufficient funds available in the system’s Excess Earnings Account, the COLA may be reduced.

Delaware SEPP: An ad hoc COLA, effective July 1, 2004, was granted to retired teachers, ESP, and other state and
local government employees who retired on or before May 31, 2004. The rate of increase is 2 percent for pensions in
effect after December 31, 1975. For pensions in effect before January 1, 1976, the rate of increase is 2 percent or $35
per month, whichever is greater.

Delaware SEPP: Exempt to $2,000 below age 60.

District of Columbia TRF: Participants hired before November 16, 1996 receive an annual benefit increase proportional
to changes in the CPI; however, the increase may not exceed 3.00 percent for participants hired thereafter.

NEA Collective Bargaining & Member Advocacy
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Hawaii ERS: For fiscal year 2002-2003, retirees aged 70 years or older with 20 or more years of service as of
7/30/2002 were granted a one-time, lump-sum pension bonus of $200.

Idaho PERS: In addition to the COLA, Idaho PERS provides for “gain sharing.” At the close of each fiscal year, the
board determines whether the fund has experienced extraordinary gains. Extraordinary gains are defined as the excess,
if any, of plan assets over the plan’s accrued actuarially determined liabilities plus a sum necessary to absorb one
standard deviation market event without increasing contribution rates. Extraordinary gains can be allocated to retirees,
to active members, and to employers in such proportion as determined by the board.

Illinois/IMRF: Each July, retirees who have been receiving benefits for at least one year receive a supplemental
retirement benefit, known as a 13th check. The total supplemental benefit pool in each year is equal to 0.62 percent
of the participating payroll for the previous year. An individual receives a pro-rata share of the total pool based upon
the ratio of his/her individual benefits to the total benefits paid to all IMRF recipients.

IL-Chicago MEA&BF: COLA per year beginning at the earlier of: 1) the later of the third anniversary of retirement and
age 53, or 2) the later of the first anniversary of retirement and age 60.

Indiana PERF: An ad hoc COLA, payable after December 31, 2004, was granted to PERF members who retired before
January 1, 2004. The rate of increase is 2 percent.

Indiana PERF: In 1999 and 2000, a purchasing power guarantee was approved that ensured that the purchasing power
of a retiree’s pension was at least equal to 50 percent as of 1999 and to 57.4 percent as of 2000 of the purchasing
power of his/her pension at retirement.

Indiana PERF: Deduction for disability pensions only.

Indiana TRF: An ad hoc COLA, payable after December 31, 2004, was granted to TRF members. The rate of increase
depends on the date of retirement: 1 percent for those retired after July 1, 1996 and before July 2, 2002; 2 percent for
those retired after July 1, 1978 and before July 2, 1996; and 3 percent for those retired before july 2, 1978.

Indiana TRF: In 1999 and 2000, a purchasing power guarantee was approved that ensured that the purchasing power
of a retiree’s pension was at least equal to 50 percent as of 1999 and to 57.4 percent as of 2000 of the purchasing
power of his/her pension at retirement.

Indiana TRF: Deduction for disability pensions only.

lowa PERS: COLA in table applies to members retiring prior to July 1, 1990; for those retiring after June 30, 1990, a
“favorable experience dividend” paid if sufficient funds are available, also capped at 3 percent. The “favorable experience
dividend” receives funding in years when the trust fund’s total experience is positive with the intent of amassing a reserve
sufficient so coverage can continue for those years when overall actuarial experience may not be favorable. The target
“favorable experience dividend” is also 100 percent of CPI up to 3 percent, but it is not guaranteed.

lowa PERS: Or $12,000 for married persons.

Kentucky CERS: Effective 1998 tax year, only that portion of the annuitant’s benefit that is derived from service earned
after 12/31/1997 is subject to state taxation, but with an annual exclusion amount set at $39,400 for 2003 and
adjusted annually for inflation.

Kentucky TRS: Effective 1998 tax year, only that portion of the annuitant’s benefit that is derived from service earned
after 12/31/1997 is subject to state taxation, but with an annual exclusion amount set at $39,400 for 2003 and
adjusted annually for inflation.

Louisiana SERS: If the board determines that investment earnings are sufficient, it may approve a COLA. The COLA is
paid according to a formula that takes into account such factors as years of service credit and years since retirement.

Louisiana TRS: A COLA is paid if sufficient funds in the Experience Account exist. If there are sufficient funds, the
COLA will equal an amount not to exceed the lesser of 2 percent or the Consumer Price Index for all urban
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consumers (CPI-U) for the calendar year immediately preceding the cost-of-living increase when earnings are less than
8.25 percent. If the CPI-U is less than two percent, then the cost-of-living increase will be equal to the CPI-U increase
for the prior calendar year. If there is no increase in the CPI-U, a COLA will not be given. If TRS earns a rate of return
equal to or exceeding 8.25 percent, then the COLA is the lesser of 3 percent or the CPI-U, as long as there are
sufficient funds in the Experience Account.

Maryland TRS, TCPS, ERS, ECPS, and EPS: Maximum exclusion is $18,500 less amount of Social Security benefits received.

Massachusetts TRS: The first $12,000 of a retiree’s allowance is subject to a cost of living adjustment equal to 3
percent, which must be authorized annually by the Massachusetts General Court.

Michigan MPSERS: Data in table refer to Member Investment Plan; Basic Plan recipients receive a supplemental
payment in those years when investment earnings exceed actuarial assumptions.

Minnesota PERA: Has two components like Minnesota TRA’s program.

Minnesota PERA: Certain individuals age 65 and over who are low income qualify for a $9,600 exclusion (single filer)
or $12,000 (joint filer), irrespective of whether income is from pension.

Minnesota TRA: The annual adjustment formula is based on two components — the increases in the cost of living as
reflected by the Consumer Price index (CPI), and the investment performance of the high quality bonds and stocks in
the Post Fund portfolio. The cost-of-living component is guaranteed and paid up to a maximum of 2.5 percent based
on the CPI increase determined at the end of each fiscal year for the preceding 12-month period. It is paid each year
regardless of the amount of investment return. The potential for a greater annual adjustment is provided by the
investment component that is based on investment returns in excess of the amount needed to pay for the cost-of-living
component and to cover the 6 percent earnings assumption of the “Post Fund” (into which the dollars necessary to
fund retirees” benefits are maintained) that determined the original benefit at retirement. The net gains of the
investment component are added to the cost-of-living component to become the annual adjustment. The additional
amount from the investment returns is not guaranteed.

Minnesota TRA: Certain individuals age 65 and over who are low income qualify for a $9,600 exclusion (single filer)
or $12,000 (joint filer), irrespective of whether income is from pension.

MN-Duluth DTRFA: Certain individuals age 65 and over who are low income qualify for a $9,600 exclusion (single
filer) or $12,000 (joint filer), irrespective of whether income is from pension.

MN-Minneapolis MTRFA: Annual 2 percent guaranteed increase plus additional increase based on 5-year annualized
rate of return above 8.5 percent. Inasmuch as the 5-year annualized rate of return fell below 8.5 percent, the
application of this formula resulted in no additional increase so that the total compounded COLA increase was limited
to 2.00 percent payable January 1, 2003.

MN-Minneapolis MTRFA: Certain individuals age 65 and over who are low income qualify for a $9,600 exclusion
(single filer) or $12,000 (joint filer), irrespective of whether income is from pension.

MN-St. Paul SPTRFA: Annual 2 percent guaranteed increase plus additional increase based on 5-year annualized rate
of return above 8.5 percent. Inasmuch as the 5-year annualized rate of return fell below 8.5 percent, the application
of this formula resulted in no additional increase so that the total compounded COLA increase was limited to 2.00
percent payable January 1, 2003.

MN-St. Paul SPTRFA: Certain individuals age 65 and over who are low income qualify for a $9,600 exclusion (single
filer) or $12,000 (joint filer), irrespective of whether income is from pension.

Mississippi PERS: The allowances of retired members are adjusted annually by an amount equal to (1) 3 percent of the
annual retirement allowance for each full fiscal year of retirement prior to the next year in which the member reaches
age 55, plus (2) 3 percent compounded for each year thereafter beginning with the fiscal year in which the member
turns age 55.
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MO-Kansas City/PSRS: In 2004, retirees received a one-time benefit check of $800. This type of benefit is sometimes
referred to as a “13th check.”

MO-St. Louis PSRS: A 2.6 percent COLA was provided effective july 1, 2002.

Montana PERS: In the case of married taxpayers filing jointly, if both or one spouse is receiving pension income, the
exclusion is reduced by $2 for every $1 of federal adjusted gross income in excess of $30,000.

Montana TRS: In the case of married tax payers filing jointly, if both or one spouse is receiving pension income, the
exclusion is reduced by $2 for every $1 of federal adjusted gross income in excess of $30,000.

Nebraska SRS: In addition, a minimum floor benefit is provided of 75 percent of the purchasing power of the original
retirement benefit. If a retiree’s benefit does not exceed 75 percent of purchasing power, he/she receives an increase to
bring him/her up to the purchasing power guarantee. If histher benefit exceeds 75 percent of purchasing power, he/she
receives the automatic COLA instead of the guarantee.

NE-Omaha OSERS: Medical COLA, commencing 10 years after retirement, $10 per month for each year of retirement,
increasing by $10 each year to a maximum of $250 per month. For retirees with less than 20 years of service, the
benefit is reduced proportionately.

Nevada PERS: No COLA during first 3 years of retirement; up to 2 percent after 3 years of retirement; up to 3 percent
after 6 years of retirement; up to 3.5 percent after 9 years of retirement; up to 4 percent after 12 years of retirement;
and up to 5 percent after 14 years of retirement.

New Hampshire NHRS: Effective July 1, 2003, teacher and state employee retirees who retired prior to July 1, 2002
received a 2.0 percent ad hoc COLA.

New Mexico ERB: COLA not to exceed 4 percent nor be less than 2 percent, unless change in CPl is less than 2
percent in which case COLA would equal change in CPI. Application begins in year the member attains or would
have attained age 65.

New Mexico ERB: New Mexico has a tax deduction for certain individuals age 65 or over, but no specific tax
preference on pension income.

New York ERS: COLA is applicable to the first $18,000 of pension income.

New York STRS: COLA is applicable to the first $18,000 of pension income.

NY-New York City BERS: COLA in table is for Coordinated Plan. COLA is applicable to the first $18,000 of pension income.
NY-New York City TRS: COLA is applicable to the first $18,000 of pension income.

North Carolina TSERS: An ad hoc COLA, effective July 1, 2004, was granted to TSERS members who retired on or
before July 1, 2003. The rate of increase is 1.7 percent. Those who retire after 7/1/2003, but before 6/30/2004 will
receive a prorated amount of the increase.

North Carolina TSERS: Generally exempt to $4,000; if retiree had 5 years of governmental service as of 8/12/1989,
benefits are fully exempt pursuant to North Carolina Supreme Court decision.

Ohio SERS: Up to $200 credit based on taxable retirement income

Ohio STRS: COLA applied only to defined benefit plan, not to alternative combined plan or alternative defined
contribution plan.

Ohio STRS: The STRS board has the authority to approve an annual lump-sum supplemental benefit check, sometimes
referred to as a “13th check.” Investment gains provide the funding. The 13th check has not been paid since 2001
because such gains have not been realized.

Ohio STRS: Up to $200 credit based on taxable retirement income.
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Pennsylvania PSERS: Legislation was passed in 2002 which granted two separate COLAs. The first COLA — for
members who retired on or before July 1, 1990 - was effective on July 1, 2002; the date of retirement determines the
amount of the COLA as follows: if retired before 7/2/1980, then the COLA is 25 percent; if retired during the period
July 2, 1980 - July 1, 1983, then the COLA is 15 percent; if retired during the period July 2, 1983 — July 1, 1988 then
the COLA is 10 percent; and if retired during the period July 2, 1988 — July 1, 1990, then the COLA is 8 percent. The
second COLA - for members who retired after july 1, 1990 and on or before July 1, 2002 - was effective on 7july 1,
2003; the date of retirement determines the amount of the COLA as follows: if retired during the period July 2, 1990 —
July 1, 1994, then the COLA is 9 percent; if retired during the period July 2, 1994 — July 1, 1998, then the COLA is
7.5 percent; if retired during the period July 2,1998 - July 1, 1999 then the COLA is 6.35 percent; if retired during the
period July 2, 1999 — July 1, 2000 then the COLA is 4.87 percent; if retired during the period July 2, 2000 - July 1,
2001 then the COLA is 3.08 percent; and if retired during the period July 2, 2001 - July 1, 2002, then the COLA is
2.27 percent. The COLAs are similar in structure to the last COLA granted in 1998 and seek to provide at least half of
CPI change to the eligible benefit recipients.

Rhode Island ERS: COLAs begin on the third January following an employee’s retirement.

Rhode Island MERS: COLA received only if the employee’s municipal group adopts this provision.

g4 South Carolina SCRS: Up to $3,000 excludable if under age 65; up to $10,000 excludable if age 65 or older. Applies

to any income, not just that from pension.

Tennessee CRS: State income tax applies to dividends and interest from certain stocks and bonds. Earned income,
including that from pensions, is not subject to tax.

Utah SRS: Retirees may qualify for general retirement income exemption of up to $4,800 if under age 65 and $7,500
if over age 65, subject to reductions depending on the amount of adjusted gross income earned.

Vermont MERS: The maximum increase is 2 percent for Group A members and 3 percent for Group B, Group C, and
Group D members. Members receiving early retirement benefits must be at least age 62 to be eligible for this adjustment;
an exception to this rule is provided for Group C and Group D members whose normal retirement age is 55.

Vermont STRS: 3 percent for Group A; 1.5 percent for Group C. For Group C members receiving a reduced early
retirement allowance, the adjustment will not apply before age 62. No one is in Group B.

Virginia VRS: Effective for all taxable years beginning on or after January 1, 1996, a deduction applies in the amount
of $12,000 for taxpayers age 65 and older, or $6,000 for taxpayers age 62 through 64.

Washington PERS Plan 1: Two COLAs exist. The Uniform COLA increase is added every July. The amount varies, but is
some dollar amount per month per year of service. The Gain Sharing COLA is added every even-numbered year if
certain extraordinary investment gains are achieved.

Washington SERS Plan 3: No COLA for amounts in DC portion of Plan 3.

Washington TRS Plan 1: Two COLAs exist. The Uniform COLA increase is added every July. The amount varies, but is
some dollar amount per month per year of service. The Gain Sharing COLA is added every even-numbered year if
certain extraordinary investment gains are achieved.

Washington TRS Plan 3: No COLA for amounts in DC portion of Plan 3.

Wisconsin WRS: Benefits exempt from taxation only for individuals who were members or retirees of the retirement
system prior to December 31, 1963.
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IRS Proposes New Section 415 Regulations

by Erin Breyman

On May 25, 2005, the IRS released proposed rules on the
retirernent plan benefit and contribution limitations found in Internal
Revenue Code §415, consolidating in one comprehensive document numer-
ous statutory and regulatory pronouncements that have been issued since
1981, For governmental employers, the new regulations may change the
maximum amounts that can be paid from defined benefit pension plans, as
well as the armounts thar can be contributed to defined contribucion plans.
This article will focus on provisions affecting defined benefit plans.

In addition to consolidating prior guidance, the regulations specifically
address the following topics of interest to governmental retirement plans:

¢ Adjustments for benefits that commence before age 62 or after age 65,
and for payment forms other than a straight life annuity. The regula-
tions clarify the methods for determining these age-related adjustments,
substantially limiting the increases for post-age 65 benefit commence-
ment. On a positive note, the qualified joint and survivor portion of a
benefic will be exempt, even if a portion of the benefir is paid in anoth-
er form (such as a lump sum).

* Automatic fixed rate cost-of-living adjustments (COLA). The regula-
tions confirm the IRS position that adjustments must be made in the
maximum benefit limits when the benefit entitdement includes a fixed-

rate COLA.

* Special rules for employees of police departments and fire depare-
ments. Prior IRS guidance provided that the maximum benefits
payable to qualified police and firefighters were no¢ reduced to reflect
early commencement of benefits, provided that the member had at least
15 years of such service. Most governmental employers have applied
this rule on a job-classification basis, considering the position’s specific
job responsibilities. The proposed regulations continue this exemption,
but apply the rule to all employees of police departments and fire
departments, and members of the Armed Forces, regardless of job clas-
sification. Similarly, the special rules do not apply to plan members who
perform police or fire-related duties, but who are not specifically
employed by a police or fire deparement.

» Plans maintained by more than one employer. It is not uncommon for
public employee retirement systems to cover employees of multiple
entities. The regulations make clear that the plan benefits earned from
all employers participating in a single retirement system must be com-
bined when applying the 415 limits.

* Transfers from another plan, such as a 457 plan rollover. The IRS clas-
ified its rules regarding the treatment of rollovers, buybacks, employee
contribution pick-ups, and transfers between plans. Pickups and buy-
buacks are not treated as employee contributions. However, transferred
amounts are generally treated as employee contributions——adding the
benefit that was actually earned as a result of the transfer, and subrtract-
ing the IRS-determined benefit attriburable to the transferred amount.

Note that the proposed regulations do not provide any specific additional
guidance for governmental employers on the 1989 grandfather election,
which allowed then-current employees an exemption from the 415 limi-
tations (§415(b)(10)), excess benefit arrangements under §415(my), or the
purchase of permissive service credits under §415(n). Comments to the
IRS on these issues are requested.

§415 Limitation Fundamentals

For years ending in 2005, the basic §415 ceiling on employer-provided
benefits is $170,000, payable as an annual amount for the lifetime of the
member, with benefits commencing at any time from ages 62 through 65.
Adjustments are made in the ceiling to reflect primarily: a) a pre-62 or
post-65 benefit commencement date; and b) benefits that are not paid in
the form of a straight life annuity. Certain distributions are exempt if paid
in the form of a joint and survivor annuity with the spouse as the named
beneficiary (a qualified joint and survivor annuity, or QJSA).

Adjustments for Early or Late Commencement

The proposed regulations determine benefit limits based on both the plan-
defined adjustments for early and late benefit commencement, and adjust-
ment factors based on assumptions specified by the IRS, The actual §415
ceiling is then the lesser of these two amounts. The regulations make clear
that the plan’s early retirement benefit reductions must be considered,
even for plans that determine benefits based on a table of factors that
incorporates both age and service, rather than specific early retirement
reduction factors.

While the proposed regulations continue to provide increased limits
when benefits commence after age 65, the increase is allowed only if the
plan increases benefits to reflect the deferred retirement age. For exam-
ple, if a plan member retiring at age 70 would receive the same benefit
amount as a 65-year-old member with the same salary and service his-
tory, then the maximum benefit payable in 2005 would remain at
$170,000, and would not be increased to reflect benefit commencement
after age 65.




Adiustments for Alternative Forms

A plan must adjust the benetit ceiling to take into account benefits paid in a
form other than a straigh life annuity or 2 QJSA, including any temporary
Social Security supplement.

In one major reversal of IRS’s previous informal position, a plan need not
make an adjustment for any portion of a benefit paid in the form of a QJSA,
even if part of the accrued benefit is paid in 2 form for which adjustment is
necessary. Previous IRS guidance indicated that if a member withdrew a por-
tion of benefits in one form, such as a partial lump sum in a DROP plan,
then any remaining portion paid in the form of a QJSA would not have been
eligible for an exemption from adjustment and thus would have been sub-
ject to a reduced limit.

Adjustments for Automatic Cost-of-Living (COLA)

Relying on previous regulatory guidance, many retirement plans—whether
governmental or non-governmental—made no special adjustment o the
§415 ceiling to recognize an automatic COLA feature. The proposed regu-
lations confirm the IRS position that a fixed automatic COLA is an alterna-
tive bencfit form that is not exempt from limitation adjustments. Thus, the
§415 limitation applicable to the initial payments with the COLA feature
must be the reduced amount that is the acruarial equivalent of a non-increas-
ing straight life annuity. Instead of $170,000, the 2005 limitation for a pen-
sion commencing at age 65 with a 2% automatic COLA feature would be
about $140,000 under typical actuarial assumptions.

A recent IRS private letter ruling stated that if a2 plan had not made adjust-
ments for an automatic COLA for making past distributions, then correc-
tions must be made in order to preserve the qualified status of the plan.
Generally, corrections in §415 limit calculations are made by adjusting
future payments. Due to the “double” increase characteristic of COLA-
adjusted §415 limits (annual COLA increase as well as the increase in the
§415 limitation itself), it is unlikely that corrections would be necessary for
any members who retired earlier than 10 years ago; and any corrections to
membets who retired within the past 10 years would usually be required for
a brief transition period until the double increase catches up with the bene-
fit levels that had been originally calculated.

The proposed IRS regulations deal specifically with a plan that provides an
automatic fixed rate COLA, independent of any variable index or any other
contingency, but do not specifically address the status of §415 calculations
for a plan with an automatic COLA that is not set at a fixed rate. However,
prior IRS guidance and longstanding practice indicate that no advance
adjustment would need to be made to §415 benefit limitations to recognize
any COLA that is not automatic, such as ad hoc COLA’s or COLA’s that are
tied to increases in an outside index such as the CPI. Rather, any such
increase is tested against the §415 limit in effect for a particular member in
the year that the increase is granted by the plan. This position is supported
by examples provided in the proposed regulations.

Effective Date

The proposed regulations generally would apply to limitation years begin-
ning on or after January 1, 2007. A special rule allows plans to immediately
permit contributions to continue for active members on leave due to mili-
tary service. Plan provisions that change after May 31, 2005 would be
required to conform to the new rules. Additional IRS guidance will be need-
ed if statutory provisions scheduled to sunset after 2010 are not repealed.

Practical Implications

Retirement systems should immediately review the proposed regulations in
connection with the design and operation of their plans. Any comments to
the IRS regarding the proposed rules must be submiteed by July 23, 2005,

The proposed regulations may be of particular concern o any retirement sys-
tems that:

* provide annuity benefits with an automatic fixed-rate COLA feature,

* determine benefits based on a table of factors for different age and service
combinations, without specific early retirement reduction factors,

* continue benefit accruals after age 65, but do not apply an additional
actuarial increase to reflect delayed commencement of benefits, or

¢ rely on the exemptions for police and fire employees, determining quali-
fied plan members on a job-classification basis.

Any plan provisions that change after May 31 should be reviewed for com-
pliance with the new rules. Plan amendments and/or legislative changes will
likely be necessary to bring existing plans into compliance by 2007.
Administrative procedures should be reviewed and revised as necessary,
Communications with the member may be advisable for any instances where
plan members would encounter lower amounts under the proposed rules
than the plan had been anticipating.

For additional information about the TRS’s proposed limits on benefits and
contributions and how they will affect your retirement systems, please conract
your Milliman consultant.

Erin Breyman is an actuary with Milliman's Seattle office.

If you are receiving a hard copy of PERiScope and would like to receive it electronically, please email us at periscope@milliman.com or visit our subscription
website at http://www.milliman.com/eb/publications/subscriptions.asp? pub=periscope.

This publication is intended to provide information and analysis of a general nature. Application to specific circumstances should rely on separate professional
guidance. Inquities may be directed ro: Brent Banister, Editor; 1120 South 101st Street, Suite 400, QOmaha, NE 68124-1088; (402) 393-9400; periscope@milliman.com
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This report was prepared exclusively for the use and benefit of the Pennsylvania Legislative Budget and Finance
Committee for a specific and limited purpose. It is a complex, technical analysis that assumes a high level of knowledge
concerning the operations of the retirement systems and the insurance programs covering retired members, and uses
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PRINTER'S NO. 1893

THE GENERAL ASSEMBLY OF PENNSYLVANIA

HOUSE RESOLUTION
No. 299 s

INTRODUCED BY DALEY, CLYMER, JOSEPHS, BISHOP, HUTCHINSON,
HALUSKA, HICKERNELL, BLACKWELL, FABRIZIO, GABIG, SHAPIRO,
GINGRICH, METCALFE, WATSON, YOUNGBLOOD, VITALI, RAPP, SATHER,
REED, PRESTON, CASORIO, SHANER, PYLE, TRUE, BELFANTI, EACHUS,
MILLARD, ELLIS, GOODMAN, HENNESSEY, HERSHEY, GOOD, LESCOVITZ,
STERN, DALLY, HARHAI, REICHLEY, T. STEVENSON AND CAUSER,

MAY 9, 2005

REFERRED TO COMMITTEE ON FINANCE, MAY 9, 2005

10
11
12
13
14

15

A RESOLUTION

Directing the Legislative Budget and Finance Committee to
perform a study of early retirement proposals.

WHEREAS, House Bill No. 130, Printer's No. 631 (2005), and
House Bill No. 131, Printer's No. 632 (2005), propose retirement
enhancements for State employees and public school teachers
within the Commonwealth; and

WHEREAS, The percentage of employees of the Commonwealth and
its school districts who are eligible for retirement is
projected to increase substantially over the next two decades;
and

WHEREAS, The fiscal and personnel impacts of retirement
enhancements in the context of the continued aging of employees
of the Commonwealth and its school districts may be significant;
and

WHEREAS, No entity in recent memory has undertaken a
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comprehensive study of the probable fiscal impact of such
enhancements on the overall operations of the Commonwealth and
its school districts, including an actuarial study of its impact
upon the State Employees' Retirement System and the Public
School Employees' Retirement System; and

WHEREAS, No comprehensive study has been performed describing
the benefits or disadvantages for the personnel needs of public
agencies and schools of such enhancements; therefore be it

RESOLVED, That the Legislative Budget and Finance Committee
perform a comprehensive fiscal, actuarial and policy analysis of
the various alternative proposals set forth by House Bill No.
130, Printer's No. 631 (2005), and House Bill No. 131, Printer's
No. 632 (2005), including such logical variations of those
proposals which may be suggested by the study, even though not
specifically named in each bill; and be it further

RESOLVED, That the analysis include the costs and assets
required to fund initiatives, now and over the next ten years;
the past impact of early retirement incentives on budgets and
work force needs; the actual value of past cost-of-living
increases for retirees; the value of early retirement programs
in providing employment for younger workers; the potential
impacts on the mix of critical skills and experience within
Commonwealth agencies and school districts and the various
alternatives to maintaining or ensuring adequate staffing in the
context of retirement enhancements; the impacts likely on the
General Fund of the Commonwealth and various types of school
districts according to size, aid ratio and other relevant
factors; and the health and welfare of retirees; and be it
further

RESOLVED, That the committee consult with the chairman and

20050H0299R1893 - 2 -
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minority chairman of the State Government Committee of the House
of Representatives and with the prime sponsor of House Bills 130
and 131 in formulating the outline of its analysis; and be it
further

RESOLVED, That the committee be authorized to request
actuarial studies for this study on behalf of the House of
Representatives; and be it further

RESOLVED, That the committee avail itself of other studies
and resources already existing as may assist in completing this
study; and be it further

RESOLVED, That the report of the committee on this resolution
be delivered to the State Government Committee in a public forum
during the month of January 2006 and be disseminated thereafter
promptly to all members of the General Assembly and the Governor

for consideration.

D29L82VDL/20050H0299R1893 - 3 -
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This report was prepared exclusively for the use and benefit of the Pennsylvania Legislative Budget and Finance
Committee for a specific and limited purpose. It is a complex, technical analysis that assumes a high level of knowledge
concerning the operations of the retirement systems and the insurance programs covering retired members, and uses
data that Milliman has not audited. Any third party recipient of Milliman’s work product who desires professional guidance

should not rely upon Milliman’s work product, but should engage qualified professionals for advice appropriate to its own
specific needs.
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June 8, 2006

Mr. Philip R. Durgin

Executive Director

Legislative Budget and Finance Committee
Finance Building, Room 400A

P. O. Box 8737

Harrisburg, PA 17105-8737

Re: HR 299 Report — additional information

Dear Mr. Durgin:

This letter is intended to provide you with some additional information to supplement our
Report pursuant to HR 299 (“HR 299 Report”) dated March 30, 2006.

SERS December 31, 2005 Actuarial Valuation Results

Subsequent to the completion of our HR 299 Report, the December 31, 2005 Actuarial
Valuation Report of the Pennsylvania State Employees’ Retirement System (“SERS
Valuation Report”) was completed. The SERS Valuation Report indicates that favorable
investment returns in 2005 and the impact of modifications in the actuarial assumptions
have reduced the employer contribution rates below the employer contribution rates we
forecast in the HR 299 Report based on the December 31, 2004 SERS Valuation
Report. We had forecast that the total SERS employer contribution rate (including the
Benefits Completion Plan) would be 4.66% for FY 2006-7; the actual total SERS
employer contribution rate for FY 2006-7 is 4.02%. (Prior to the application of the Act
2003-40 minimum employer contribution rate for the qualified plan of 4.00% the total
SERS employer contribution rate would have been 2.09%.)

If we had been able to reflect this favorable development in the HR 299 Report, our
forecast of SERS’ employer contribution rates under current law presented in the
Background Section of the HR 299 Report would have been reduced by roughly 2.7% of
payroll each year, to the figures shown below.

OFFICES INPRINCIPAL CITIES WORLDWIDE



Mr. Philip R. Durgin

June 8, 2006
Page 2
HR 299 Report Forecast SERS Revised Forecast SERS
Fiscal Year Employer Contribution Rate Employer Contribution Rate
Under Current Law Under Current Law

2007-8 5.40% 2.74%
2008-9 4.35% 1.62%
2009-10 4.15% 1.42%
2010-11 4.39% 1.67%
2011-12 4.66% 1.94%
2012-13 20.16% 17.45%
2013-14 20.05% 17.34%
2014-15 18.97% 16.26%
2015-16 18.74% 16.04%
2016-17 18.59% 15.89%

This favorable development is fully reflected under current law in the calculation of the
employer contribution rate, and hence would not reduce the estimated incremental
costs to fund the initiatives proposed in HB 130 and 131 shown in Sections | and |l of
the HR 299 Report. Note also as seen in the table above, this favorable development
does not impact the 15.5% of payroll increase in employer contribution rate projected to
occur in FY 2012-13.

PSERS update

It is worth noting that the Pennsylvania Public School Employees’ Retirement System,
‘PSERS”, also had favorable investment results in 2005. During the 6 months
subsequent to the completion of the PSERS June 30, 2005 Actuarial Valuation Report
(the basis for the projections presented in our HR 299 Report), PSERS reported
investment returns of 8.58%, or 4.41% more than the actuarially assumed rate of
investment return during that period. As mentioned in the SERS discussion above, this
excess return does not reduce the estimated incremental costs to fund the initiatives
proposed in HB 130 and 131 shown in Sections | and Il of the HR 299 Report, and does
not impact the 16.3% of payroll increase in employer contribution rate projected to
occur in FY 2012-13.

Option 4 withdrawal of member contributions at retirement

In the HR 299 Report we did not discuss the option for members to withdraw their
accumulated member contributions at retirement. This option results in a reduction in
the member’s retirement annuity. During the 1980’s when market interest rates were
high (e.g., US government bonds had yields exceeding 10%), this option was quite

MILLIMAN
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favorable to retirees since the reduction in the member’s annuity is based on the
statutory interest rate of 4%. Over the last 15 years, market interest rates have declined
significantly, so that today this option is closer to an “economically fair” transaction to
both the member and SERS and PSERS.

Reliance on Data and Other Information Provided to Milliman

In performing this analysis, we relied on data and other information provided by the
Committee, SERS, PSERS, and the systems’ actuaries. We have not audited or
verified this data and other information. If the data or information are inaccurate or
incomplete, the results of our analysis likewise may be inaccurate or incomplete.

We performed a limited review of the data used directly in our analysis for
reasonableness and consistency and have not found material defects in the data. If
there are material defects in the data, it is possible that they would be uncovered by a
detailed, systematic review and comparison of the data to search for data values that
are questionable or for relationships that are materially inconsistent. Such a review was
beyond the scope of our assignment.

Variability of Results

Differences between our projections and actual amounts depend on the extent to which
future experience conforms to the assumptions made for this analysis. It is certain that
actual experience will not conform exactly to the assumptions used in this analysis.
Actual amounts will differ from projected amounts to the extent that actual experience
deviates from expected experience.

We look forward to meeting with you and the Committee to present this report and
respond to any questions. If you have any questions in the interim, please let me know.

Sincerely,

SUJR R,

William A. Reimert

WAR:war\LBFO01

g:\corr06\bAItr0601_subsequent info.doc
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This report was prepared exclusively for the use and benefit of the Pennsylvania Legislative Budget and Finance
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conceming the operations of the retirement systems and the insurance programs covering retired members, and uses
data that Milliman has not audited. Any third party recipient of Milliman’s work product who desires professional guidance
should not rely upon Milliman’s work product, but should engage qualified professionals for advice appropriate to its own
specific needs.
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Commonweaith of Pennsylvania

. State Employees’ Retirement System
W 30 North Third Street, Suite 150
Harrisburg, Pennsylvania 17101-1716

WWWw.sers.state.pa.us
Executive Office
Telephone: 717-787-9657
FAX: 717-783-7300

March 28, 2006

Mr. Philip R. Durgin

Executive Director

Legislative Budget and Finance Committee
400 Finance Building

PO Box 8737

Harrisburg, PA 17105

Dear Mr. Durgin:

“ Thank you for allowing us the opportunity to review your draft report on HR 299 prior to its
issuance. Your report is quite comprehensive and, in our opinion, expresses the appropriate level
of concern regarding the potential financial impact of early retirement incentive programs and
cost-of-living increases. As we saw with the passage of Act 2001-9, an unforeseen bear market
for equity investments significantly increased its financial consequences far beyond anybody’s
projections. We applaud the conservative tone of your report vis-a-vis the sharp increases in
employer contribution rates looming in 2012.

We would like to bring to your attention six specific concerns we identified in our review of your
HR 299 report. In addition, we have identified a number of technical comments for your
consideration.

Specific Concerns

1) It appears that Milliman, in projecting SERS’ funded status, assumed a 2005 investment
return of 8.5%. Our actual investment return of 14.5% far exceeds our actuarial assumption and
will have a significant impact on projections of funded status. Based on our projections, our
funded status will not dip below 90.0% (84.0% assuming COLAs continue to be enacted as in
the past).

2) Milliman’s peer group analysis indicates that our funded status will decline to below the
median. However, based on our analysis of the 2005 Wilshire report, our funded status will stay
well above the 83.0% median for public plans and above the 89.0% for private plans. We
believe the Wilshire study is a much more meaningful universe than the five plans Milliman used
in their analysis.

3) Milliman adjusts our funded status calculation to the private sector by attempting to calculate
an accrued benefit obligation (ABO) and a projected benefit obligation (PBO) using FASB’s
SFAS 87 and a private sector type rate of return (now in the 5-6% range). First, we question the
relevance of this calculation. While it is certainly possible that private sector pension accounting

LB&FC NOTE: Because some pages changed between the draft copy reviewed by SERS and this final version, the
page numbers referred to in the response are not correct in this final version of the report. Therefore, when page
numbers are different, we have indicated the final report page numbers in the right hand margin of the response letter.
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standards could be imposed on public sector plans at some point in the future, we are not aware
of any such initiative and neither we nor the Committee have any way of gauging its likelihood.
We can only assume that this is intended to add an element of conservatism to prevent another
unpleasant surprise like the unanticipated bear market in 2000-2002. Nonetheless, we
respectfully question whether such a speculative calculation is appropriate for inclusion in a
report responding to the mandate of HR 299. We believe this digression into a purely
hypothetical scenario could dilute the impact of the study by lessening the focus on the
Committee’s well-reasoned and well-documented primary analysis. '

Further, we note inconsistent treatment of our salary growth and mortality assumptions in
Milliman’s attempt to reconcile our funded status calculation with private sector rules; our
assumptions will create much higher liabilities for SERS than for the typical private sector plan.
This is an “apples to oranges” comparison. If it is the Committee’s decision to retain discussion
of hypothetical GASB rule changes, we would ask that this inconsistent treatment of salary
growth and mortality assumptions be remedied.

4) On page 18 of the report, the paragraph below the table (and other places where similar (20)
language occurs) accurately indicates that “‘the current level of contributions falls short of

covering the cost of benefits.” We suggest you insert a clause or sentence noting that the under-
funding is by operation of the Retirement Code and the result of a conscious decision by the

General Assembly (as expressed in Act 2003-40) so as to clarify that in setting employer

contribution rates, the SERS Board is not shorting the fund of its own volition. 1

5) On page 41 and again on page 62, the report references data “we did not receive from SERS.” (44, 65)
We are concerned that this language could be construed as suggesting some failure on SERS’

part to fully cooperate with the study. If there is information in our possession that you have

requested and we have failed to provide, we apologize and stand ready to provide it now. If the

draft is referring to information that SERS was unable to provide, we would request that the

report use language to that effect.!

6) On page 44 of your report, the next to the last paragraph, “salary savings due to replacement,” (47)
indicates that significant salary savings are possible under an ERIP. The rationale stated is that

retiring employees will be at higher pay levels than the employees hired as replacements.

Therefore, the report concludes, payroll savings will result. SERS’ past experience with ERIPs

has found this not to be true.

In the ranks of the Commonwealth agencies, a “laddering up” effect takes place. Senior
employees retiring under an ERIP are generally replaced by promoting in-house staff. The
promoted employees’ vacated positions are in turn replaced by promoting lower level in-house
staff. This process continues until an entry-level position becomes vacant and is filled with a
new employee. Additionally, overtime payments to the remaining employees may be needed in
order to cover the workload left by the retiring senior employees. The net result of this
“laddering up” effect is that payrolls actually increase rather than decrease.

IMiltiman note: Changes were made to the final report to clarify this issue.



Philip R. Durgin
March 28, 2006
Page 3

This effect was especially noticeable with the Mellow bill. The SERS 1992 Actuarial Report, on
page 2 of its General Discussion Section, made reference to this, when noting events that ’
impacted SERS during that year. It stated, “The unexpectedly high salary increase was
attributable to both an increase in the number of overtime hours and the number of promotions.
Thlese ?;e;r:ts \gere a result of personnel actions following the retirements under the Mellow bill
in late A

Technical Comments

1) Page 3 (and other places where similar language occurs). The coverage of the early
retirement window is correctly stated so far as it goes. There is, however, the possibility of a
small group of older SERS members qualifying under the “Rule of 80” with fewer than three
years of credited service. Is this cohort statistically significant or worth mentioning either for
completeness even if not statistically significant or because of the possibility for abuse?

2) Page 5, text at bottom of page (and other places where similar language occurs). H.B. 130,
page 3, lines 12-15 provides that SERS members in the covered age and service cohorts who
retire during the window “shall be entitled to any insurance coverage under any contract of
insurance affecting the member that is in effect on the effective date of retirement of the
member.” It is not clear to us what this statutory language means. Milliman states that this
language “refers to the insurance coverage a SERS member would be eligible to receive from
their employer or the Commonwealth if he or she had satisfied the requirements for
superannuation retirement at the time of retirement.” By this, we assume that Milliman is
interpreting the statutory language to waive the age, but not the service requirements, for retiree
health benefits. We think an equally valid reading is that both the age and service requirements
are waived, both for early retirements under the window, and for post superannuation retirements
for members who satisfy the “Rule of 80.” Therefore, we suggest that the report state that the
statutory language is ambiguous and recommend that it be clarified, that the report more
explicitly state how the statutory language is being interpreted in the report, and that if alternate
interpretations are utilized then both the numbers of employees availing themselves of the ERIP
and the cost numbers for post-retirement health benefits could be significantly higher.

3) Page 6, last paragraph, page 9, first bullet point (and other places where similar language and
calculations occur). We expect to have a draft actuarial valuation as of December 31, 2005 by
the middle of April. If you have not finalized your report by that point in time, we will gladly
share the draft results with you.

4) Page 10, last bullet point (and pages 83-84). It might be helpful to explain or define (86-87)
“certificated members.” 3

2Milliman note: While we agree these are valid issues, we did not have any data to estimate the magnitude of these
factors under a future ERIP.
3Milliman note: Additional explanation included in the final report.
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5) Page 28, paragraph below table, page 29, paragraph above the table, and the chart on page 34. (30, 31, 36)
The text of these paragraphs is unclear and also appears to contradict text and charts in other ‘ ST
places, such as page 10, fifth bullet point, the chart on page 39, the text and chart on page45,and (41, 47-48)
the material on pages 88-89. First, it is not clear if the lack of data refers only to health insurance (91-92)
costs under the collective bargaining agreements, or also to the insurance under Act 110 and

Act 43. If both, then the numerical results in various places in the report appear to contradict this

statement. If data is available regarding Act 110 and Act 43 costs, then we suggest that wherever

those numbers are stated in the report, the report contain a statement that no estimate has been

made of costs relating to insurance provided under collective bargaining agreements, similar to

the way the report states that the PEBTF numbers have been adjusted to reflect for the 15% or so

of SERS members who are not covered by PEBTF. Otherwise, it is too easy to forget or miss the

fact that the school employees’ health insurance costs (and thus the savings) are being

understated. 4

6) Page 41, first paragraph, 9™ and 10 line. The sentence “No ERIPs had been offered priorto (43 last line)
the 1985-86 ERIP” is incorrect. The Act of June 17, 1982, P.L. 534, No. 152 opened an early
retirement window with PSERS from June 1, 1982 through August 31, 1982. 5

7) Page 56, 1* paragraph after heading B. The 94.75% calculation is incorrect. The correct (59)
number is 93.75% (100 - 6.25 = 93.75). >

This point could be expanded to note that the take-home pay of active employees is further
reduced by other deductions that do not apply to pension benefits, notably state and local income
tax and Social Security. Together, these additional deductions typically amount to more than

10% of pay.

8) Page 57, 1® full paragraph. Non-expert readers might find it helpful if you were to note that  (60)
“final salary” as referenced here is not the same as “final average salary” used in calculation

pension benefits. Perhaps the explanation in the last paragraph on page 94 that the final average

three year pay used to calculate the retirement system benefit is assumed to be 95% of the final

salary could be repeated here. 5

9) Page 57, Heading C. It was not clear to us whether this proposal of increased contributions  (60)
by members and employers for future COLASs is an optional buy-in feature, or mandatory, and
whether it is to apply only to new members. 6

10) Page 60, Table: (63)
a. The table does not contain the 1982 PSERS ERIP referenced in paragraph 6 above.

b. The table provides only a partial description of Act 1991-23, in that it references the

provision regarding 30 eligibility points but not the provision (discussed on page 67) (70)
regarding a 10% increase in service credits for employees age 55 or older with 10 or more
eligibility points.

4Milliman note: The lack of statewide data applies to the Act 110 and Act 43 costs, and also to the local collective
bargaining agreements. In the Background on Funding of Current insurance Benefits section we highlighted the cost
of the PSERS premium assistance program and did not address the additionat benefits provided by local school dis-
tricts as we could not develop a reasonable statewide estimate. In Section 1 — Cost to Fund Initiatives — HB 130, as
noted we estimated the mandated minimum benefits of Act 110 and Act 43. We felt that the incremental cost of Act
110 and Act 43 benefits could be estimated with enough accuracy to be meaningful. As noted in Section 1, the po-
tential additional impact of local collective bargaining agreements was estimated in Section 6 Impacts on General
Fund and School Districts. A hypothetical school district was illustrated to demonstrate the potential range in costs
that a district might experience.

Smilliman note: Changes have been made in the final report to address these concerns.

SMitliman note: The intent of this section was to make the point that COLA costs could be shared by both members
and employers, not to develop a specific proposal.
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c. The Act 1984-95 ERIP for SERS is misstated. Although the PSERS’ ERIP was based on
eligibility points, the SERS ERIP required 30 years of State or school service. Eligibility
points based on credited non-state service (such as non-intervening military service or out of
state teaching service) did not count for eligibility for the SERS ERIP. The Act of June 13,
P.L. 40, No. 19 amended the SERS 1985-86 ERIP to conform to the PSERS ERIP and be
based on eligibility points. 7

d. Act 1986-91 was applied 8 days retroactively.

e. Act 1987-69 was applied 12 days retroactively. Also, the more favorable reduction
factors for SERS members with 30 eligibility points who were between age 50 and 53
(established in the two earlier ERIPS) were continued to 6-30-89. 7

f.  Act 1988-112 continued the more favorable reduction factors for SERS members with 30
eligibility points and who were between age 50 and 53 to 9-30-91.7

11) Page 74, Table: It is not readily apparent to us what methodology was used to arrive at
these figures and our own effort to replicate the calculation produced different results. Some
explanatory note regarding the methodology would be helpful. 7

12) Page 80, 2™ paragraph, material in quotation. It is apparent from the context that the second
word on the 6™ line should be “in” instead of “is”. 7

13) Throughout the report: Generally, in seeking to project the impact of an ERIP based on past
experience, the report does not give weight to the fact that prior ERIPs did not contain the health
insurance language currently in H.B. 130. Participation in an ERIP that for the first time protects
insurance benefits could be significantly higher than historical ERIP experience might suggest.
Also, the report does not address various ancillary costs to ERIPs, such as cashing out unused
leave or training, transition and “emergency” return to service costs. 8

Thank you for affording SERS the opportunity to review the report in draft form. We believe
this report will provide the Legislature and public with a much better understanding of the many
issues that must be taken into consideration in any public policy discussion of COLA or ERIP
legislation. We are pleased to have been able to contribute data to the draft report and hope that
these additional comments are helpful to you. As always, please do not hesitate to contact me if
we can be of any further assistance.

Sincerely,
g
C_~
Eric Henry

Executive Director

"Milliman note: Changes have been made to the final report to address these comments.

8Milliman note: While HB 130 explicitly protects insurance benefits, the prior ERIPs that were analyzed in the as-
sumption setting process applied to long service employees and implicitly protected insurance benefits for nearly all

such retirees. Demographic data regarding insurance for members retiring under prior ERIPs was not available.

a7

(83)
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Mr. Philip R. Durgin

Executive Director

Legislative Budget and Finance Committee
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Harrisburg, PA 17105

Dear Phil:

Thank you for allowing the Public School Employees’ Retirement System
(PSERS) the opportunity to review and comment on the draft report prepared in
response to HR 299.

PSERS found the report to be very comprehensive and insightful. The
report gives a good synopsis of both the current employer contribution rate
issues and the potential impacts facing the Commonwealith and School
Employers should the Legislature decide to grant either a Cost-of-Living-
Adjustment or an Early Retirement Incentive Plan.

As you know, PSERS' long-term policy has been to provide only technical
support for pending legislation and not take a position on whether or not a benefit
enhancement should be granted. PSERS understands that it is the responsibility
of the Legislature to debate the merits or demerits of benefit enhancements for
PSERS’ members, including the cost impact on the taxpayers of the
Commonwealth at both the State and local level.

Notwithstanding this policy, we do believe your report appropriately
addresses PSERS’ concerns regarding the impact of the rising employer
contribution rate and potential benefit enhancements. In particular, we agree
with your concern noted throughout the report and specifically on Page 40* which
states, “We want to reiterate the need to develop a long-term affordable
contribution schedule to finance the current SERS and PSERS benefits before
adding additional costs through legislation to improve benefits.”

PSERS also greatly appreciated the cooperative working relationship with
both your staff and Milliman and specifically your willingness to address our
technical comments during the review process of the report. We have provided

* 5 North 5th Street * PO Box 125 * Harrisburg, Pennsylvania 17108-0125 *

*LB&FC NOTE: Because some pages changed between the draft copy reviewed by PSERS and this final version, the
information referred to here is now on page 39 in this final version of the report.
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technical comments to Milliman and your staff, some of which have been
included in the report.

We wish to draw your attention, however, to one recommendation
contained in the report on which we have concerns. The recommendation
regarding HB 130, which would allow each individual school district the discretion
to participate in a Commonwealth approved ERIP, is questionable as a viable
altemative. Such a provision would require significant changes to the PSERS
Retirement Code, as well as the administrative reporting and employer
contribution functions of the agency and respective employers. Moreover, there
may be an issue of compliance with the U.S. Internal Revenue Code (IRC)
requirements applicable to PSERS operating as a qualified, multi-employer
governmental plan.

Thank you for the opportunity to provide data and additional comments for
this report. Please do not hesitate to contact me if we can be of further
assistance.

Sincerely,

effrey B. Cla
Executive Director



