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Executive Summary 

 
Few issues are as emotional or important for the fiscal health and 
performance of Ventura City government as the policies guiding employee 
compensation.  As a full-service city government, the City provides a range 
of vital services to every resident and business.  Most of those are directly 
provided by City employees which translates into nearly 70% of the cost of 
government paying for the staff who deliver those services.  These 
professionals provide either direct front-line service to the public (such as 
police officers, building inspectors and wastewater treatment operators) or 
perform critical support services (such as accountants, computer specialists 
and vehicle mechanics.)     
 
Compared to other public employees in similar jobs in our area, Ventura 
employees are generally paid at or below the average.  Yet they generally 
produce outstanding results in comparison to other agencies.  What 
concerns many citizens, however, is the perception that public agencies 
provide higher pay, greater job security and more generous benefits and 
pensions than those working in the private and non-profit sectors.  Faced 
with deep budget cuts, they question whether Ventura can afford to continue 
to try to match the pay and benefits currently offered by comparable public 
agencies.  Here are some key facts: 
 

 Perceptions aside, Ventura city employees’ salaries have 
generally tracked with the overall private sector labor market.  
During the period 2001-2008, average salaries and wages rose 
an average 4.37% annually compared to the overall regional labor 
market increase of 4.29%.   

 
 Pension plans for Ventura employees are in line with those 

offered by other public agencies in California.   While the 2008 
commitment to provide Ventura firefighters a 3%@55 formula was 
locally controversial, 93% of firefighters statewide are already 
covered by a formula equal to or greater than that.  The Ventura 
Police formula of 3 @50 covers more than 81% of public safety 
employees statewide.  All remaining Ventura employee pensions 
are calculated using the 2@55 standard.  Statewide 96% of 
general employees work under a formula equal or greater than 
that – 62% have a higher benefit formula. 

 
 Ventura does not offer post-retirement medical benefits.  A State 

of California compensation study showed these costly benefits 
are provided by 86% of the cities they surveyed.   
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 The most pressing issue is the rising cost of public pensions 
generally.  Riding the dot.com and stock market booms of the last 
fifteen years provided a windfall for public agencies and enabled 
CalPERS (the State plan covering most public employees in 
California) to offer enhanced pension formulas.  CalPERS 
projects that by 2016, total pension contributions will rise to 30% 
of salary for general employees and 46% for public safety 
employees. 

 
 While such costs do not appear to be sustainable, these pension 

formulas are “vested” for all existing employees.  Reducing the 
adverse impact on public services will require greater cost sharing 
with employees, the introduction of a lower tier for new hires 
and/or the replacement of current plans through negotiation with 
current employees.   

   
The Task Force, made up of Councilmembers, knowledgeable citizens and 
City employees, took a hard look at these realities and challenges.  The 
Task Force did not come to conclusions or make recommendations.  
Instead, this report outlines some agreed on facts and lays out differing 
perspectives and alternatives for the City Council and community to 
consider going forward. 
 
While not coming to agreement on new recommendations, the Task Force 
unanimously affirmed the Council’s current Compensation Policies.  This 
reflected recognition that in recent years the Council has clearly adopted 
new efforts to keep public pay and benefits more closely in line with the 
private and non-profit sector labor markets.  For example, the Policies state: 
 

The City’s practice is to compensate staff in accordance with the City’s 
financial condition.    The City will seek to keep staffing levels and 
compensation at levels that can be sustained within fiscally prudent 
projections of revenue capacity and adequate operating contingency 
reserves. To ensure that the labor pool is broadened to allow Ventura to 
compete despite the high cost of living and housing in the area, job 
postings and recruitment efforts will be broadened to encourage 
applicants from the non-profit and private sectors to apply and receive 
serious consideration based on talent and potential to effectively perform 
essential job functions rather than be evaluated primarily on skills and 
experience that are solely acquired in local government employment. 

 
While generally affirming the City’s approach to regular pay and benefit, the 
Task Force spent considerable time on the growing concerns over the costs 
of CalPERS pensions.   
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This again is not unique to Ventura.  There is growing national concern 
about the ability of the national economy and local tax bases to meet the 
growing pension obligations taken on by the public sector.  The exceptional 
investment performance of CalPERS over the previous thirty years led to 
higher pension formulas that may not be sustainable over the next thirty 
years.  Ventura must face this looming challenge. 
 
Opinions diverge on the gravity and urgency of the challenge – and what 
steps Ventura should take to address it.  However, given the faltering 
performance returns of CalPERS in recent years due to the international 
economic crisis, the projections of CalPERS and independent analysts point 
to steadily rising pension costs.  This will force ever more difficult choices 
about our ability to deliver quality services to the community. 
 
What is also clear, however, is that the pension commitments made to 
current employees cannot be unilaterally altered or reduced.  That provides 
few short-term alternatives to rising pension costs.  Savings from any new 
approach to pensions will only come from newly hired future employees – at 
a time when local government is shrinking and there are very few new hires.  
There is opportunity for employees to help pay for the rising costs of 
pension commitments – but that can only be done through collective 
bargaining for the vast majority of Ventura employees who are represented 
by unions.  
 
The Task Force hopes and believes that the Council and the community 
would benefit from a much fuller understanding of the facts and 
perspectives on employee compensation.  Additional study and analysis are 
required.  Emotion and exaggeration stand in the way of sensible solutions.  
We hope our report begins to provide needed background for future policy 
and decision-making. 
 
Introduction 
 
If there was a general consensus of the Task Force, it was that City of 
Ventura employees are hard working, dedicated and doing a tremendous 
job despite shrinking resources.  While the public may complain about 
abuses in the government sector in general, Ventura’s employees are not 
overpaid compared to other public agencies.  While current pension benefits 
differ from those generally offered in the private sector, they are in line with 
those offered statewide by public agencies and have not been subject to the 
abuses reported elsewhere.  The issues addressed about employees 
manipulating an “enhanced salary base” simply do not exist in Ventura.  
Furthermore, Ventura’s pension systems do not have health insurance as a 
component, which has been perceived as a problem for other agencies. 
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The City Council directed the Task Force to review the City’s policies for 
establishing competitive and sustainable salary and benefits, particularly 
retirement benefits.  The Task Force focused on exploring facts and 
differing perspectives on these issues.  The Task Force did not look at 
specific salaries and benefits or how to calculate what those benefits cost.  
That is the job of the City Council.   
 
This report is NOT a result of negotiations with City unions.  While all of the 
City unions are represented on the Task Force, there has been no attempt 
to have any of them set positions that would bind them in negotiations. 
 

Background 
 
Enduring the most severe economic reckoning since the Great Depression, 
the City of Ventura faces stark choices.  We are not alone – the State of 
California faces a seemingly insoluble fiscal deficit, which it has repeatedly 
sought to lessen by diverting funds from local government.  Virtually every 
city, county and school district in California has had to tighten its belt. Many 
cities, large and small, have confronted wrenching crises -- sparking deep 
cutbacks, union concessions and even, in the case of Vallejo, resort to 
bankruptcy courts.   
 
Rather than drift into such dire straits, since March 2008, the City of Ventura 
has been pro-active in pursuit of “living within our means.”  At that time, we 
first undertook immediate cost-cutting strategies.  In the fall of 2008, the City 
Council adopted a set of Operating Principles (attached) that guided a 
fundamental overhaul of our budget.  Using our “Budgeting for Outcomes” 
process, General Fund expenses were reduced for Fiscal Year 2009/10 
General Fund budget by $11 million (from $96 to $85 million.)  
Subsequently, the City Manager and Chief Financial Officer have identified 
the need to reduce spending by another $4 million, primarily due to steeper 
revenue declines.  
 
In the year ahead, revenue projections do not offer prospect of 
improvement.  Jay Panzica, the City’s Chief Financial Officer, has made us 
aware of the fact that our sources of revenue are continuing to decline, with 
the latest forecast predicting General Fund revenue of just under $81 million 
for the next two years. This is going to require further hard choices that 
include further reduction of services; continuation of the voluntary reductions 
in pay taken by all city employees; and/or reinventing services to reduce 
costs.   
 
Because nearly two-thirds of our General Fund expenses go for the 
personnel costs of delivering services, the City Council clearly identified the 
importance of re-examining our staffing levels and compensation costs.  
The City Manager proposed and achieved a reduction in payroll costs of at 
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least 5% over the 15 months that included the final quarter of FY 2008/9 
and the entire FY 2009/10 budget year.  This was supported by the City’s 
eight union bargaining units and is currently in effect. 
 
Forty jobs were eliminated (out of approximately 650) in this year’s budget 
and another 40 have been left vacant to hold down costs this year.  The City 
has significantly fewer employees today than it did twenty years ago, when 
Ventura had both a smaller population and far fewer State and Federal 
mandated responsibilities, such as storm water clean up and compliance 
with the Americans With Disabilities Act. 
 
In July 2009, the Council voted to set up a Compensation Policies Task 
Force to “collaboratively address the challenge of maintaining both 
sustainable and competitive wages in difficult times.”   The Task Force 
mission from the City Council covered three specific issues and challenges: 
 

 Re-examining how to determine “competitive” compensation 
levels 

 Reducing the rising cost of retiree pensions 
 Seeking a feasible method for adjusting compensation during 

recessions 
 
The Task Force, made up of public members, City Council members and 
the City’s union and non-union employee representatives began meeting 
September 8 and held public meetings through March 16th of this year.  
 
Not surprisingly, the Task Force began with expressions of widely diverging 
viewpoints, reflecting our community’s diversity.  Some from the Council and 
public members started from the perspective that public employee 
compensation has outpaced pay and benefits in the private sector and must 
be scaled back, particularly in the area of pensions.  The employee 
representatives questioned these assumptions and noted that Ventura has 
consistently lagged other public agencies in compensation.  It was important 
to undertake a full-scale review of the key issues of compensation and 
pension plans to better understand the “problems” before turning to 
solutions.  
 

Compensation: Re-Examining “Competitive” Formulas 
 
The issue of compensation is an emotional one, particularly in this economic 
downturn.  Wall Street bonuses and CEO salaries have dominated 
headlines.  Public employee compensation has also been a focus of 
renewed attention, particularly here in California, given the State’s fiscal 
situation and the widely publicized problems of several local governments. 
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Public attitudes toward public employees color any thoughtful examination 
of the City’s compensation policies.   
 
In the wake of a major fire, “Thank you firefighters!” hand-lettered signs and 
spray-painted sheets proliferate on our hillsides.  While code enforcement 
inspectors and motorcycle cops may not be beloved, there is recognition by 
many that public employees fulfill important jobs serving our communities.  
But in these times of deep economic distress, the relative security and pay 
policies of the public sector provoke fierce resentment against virtually any 
public sector employees and especially the unions that represent them. 
 
It is often difficult to distinguish the situation in Ventura from the much larger 
debate over government going on in our State and nation.  But it is 
important to separate reality from perception.   
 
Fact-finding 

 
To put the compensation issue in perspective in the City of Ventura, the 
Task Force embarked on fact-finding about the City’s pay, benefits and 
pensions.  Here are some of the key findings: 
 

1. Pay and benefits: Relative to comparable cities (both nearby and 
cities of similar size throughout California), pay, benefits and 
pensions for the City of Ventura tend to be average to below 
average.  This is true across the board.  In fact, although the City’s 
current compensation policies seek generally an “average” 
compensation package relative to comparable cities, pay, benefits 
and pensions usually lag other agencies.   

 
2. Medical benefits: Unlike most public and many private employers, the 

City of Ventura has not significantly raised its contribution to 
employee medical benefits despite significant annual premium 
increases. The City’s contribution toward employees’ health benefits 
varies by bargaining unit.  On average the monthly City contribution 
is only $638.  Family coverage for our two lowest cost HMO options 
start at $935 a month.  Preferred provider plans average 50-90% 
higher than the HMO options. In no instance can an employee 
currently cover himself or herself and another dependent or a full 
family with the City’s contribution towards health benefits.   

 
3. Post-retirement medical benefits: This is one of the fastest growing 

liabilities facing government agencies in California. The City of 
Ventura does not and never has offered post-retirement employee 
health care coverage.  According to a massive study done by a 
commission set up by Governor Schwarzenegger, these benefits are 
offered by 86% of the cities they surveyed.   
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4. Private sector comparison: There are no strict “apples to apples” 

comparisons between City of Ventura compensation levels and the 
larger workforce.  As a rough guide for the last decade, the regional 
labor market of all occupations rose 4.29% annually from 2001-2008.  
The average change in wages for various City of Ventura employee 
units during the same period was as follows: 

 
Regional Labor Market 4.29%
Police 5.06%
Fire 4.19%
SEIU 4.07%
Unrepresented 3.59%
AVG all City employees: 4.37%

 

0.00% 1.00% 2.00% 3.00% 4.00% 5.00% 6.00%

Regional Labor Market

Police

Fire

SEIU

Unrep:

AVG all City employees:

 
 

5. Retention and attraction: The City of Ventura strives to provide an 
excellent level of services to the community.  Although not the only 
factors, competitive salaries and benefits are major factors in 
attracting and retaining high quality staff.  This is particularly 
important in those jobs where specific qualifications or credentials are 
legally required. 

 
6. Turn-over rates: Employee loss to other jobs (or retirement) from 

Ventura have generally tracked with the economy, rising significantly 
prior to the current recession and falling in the current labor market 
(see Table A.) 
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Table A 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
These and other facts do not, however, conclusively address the question of 
what is the labor market for Ventura city employees.  Our current 
Compensation Policies stress the need to be “fiscally prudent”: 
 

 The City’s practice is to compensate staff in accordance with the 
City’s financial condition. The City will seek to keep staffing levels 
and compensation at levels that can be sustained within fiscally 
prudent projections of revenue capacity and adequate operating 
contingency reserves. 

 
Given the magnitude of reductions in ongoing city revenues, the City 
Council faces hard choices about how to balance service and staff 
reductions against adjustments in current compensation.  The current labor 
market is characterized by levels of unemployment and underemployment 
that are unprecedented in the lives of current workers.  How long this will 
persist in unknown and unknowable, but mainstream economists forecast 
an extended period of weak demand for labor.  Concerns about retention 
are upended in this situation: far fewer workers will be tempted to leave 
current jobs and far fewer jobs will be available.  Although Ventura city 
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unions cooperated in agreeing to 5% or greater temporary reduction in 
compensation, their willingness to accept ongoing reductions is open to 
question – and collective bargaining.  Pay cuts obviously affect morale and 
are a threat to long-term competitiveness.  Yet the availability of lower cost 
labor through new hires; contracting out; or non-regular employees will call 
into question the cost-effectiveness of our current compensation levels.   
 
Part of the answer may lie in looking more broadly at retention and 
employee satisfaction considerations beyond compensation.  Our current 
Compensation Guidelines (which is included in this Report as Attachment 
One) already stress this: 
 

 The City’s compensation program should ensure that the City has 
the ability to compete for the highest quality of talents and skills 
available, recognizing that our strongest competitive advantages 
will not be the highest pay, but rather a combination of 
competitive compensation, fiscal stability, training opportunities, 
an empowered and positive work environment, career growth 
potential and high morale based on our core values and ethical 
principles. 

 
An additional important consideration is that Ventura is a desirable place to 
live and work. 
 
City Manager Rick Cole provided the Task Force a comprehensive overview 
of an organizational vision that builds on the city’s “People Strategy” that 
was developed when turn-over was undermining our ability to retain 
outstanding performers.  Although the labor market has changed, he 
warned that “We cannot decouple ourselves from a competitive marketplace 
– but we can distinguish ourselves within it.”  He cited such hallmarks of “an 
empowered and positive work environment” as pride in work, opportunity to 
make a difference, family-friendly workplace, flexibility and innovation. 
 
The Task Force members supported strengthening Ventura’s attractiveness 
as an “employer of choice” based on a positive culture beyond financial 
rewards.  Patagonia, one of Ventura’s largest private employers, is often 
cited as an example of a great place to work, based on its distinctive work 
environment.  Translating this to the public sector would build on the City’s 
existing efforts to encourage wellness, offer flex time schedules, promote 
career development and other “People Strategy” elements.  More than a 
laundry list of specifics, however, the City, from its citizens, to its staff, to the 
Council, would establish a mentality of nurturing and developing its 
employees..  It was acknowledged that such a strategic and comprehensive 
effort would take planning, time, sensitivity, and concentration with a focus 
on building a superior reputation of the City of Ventura being a great place 
to work without reference to compensation.  
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Task Force Perspectives on Re-Examining  

“Competitive” Formulas 
 
Some on the Task Force believe that the City, and ultimately government at 
all levels, must follow the lead of private industry and promote a far more 
fluid approach to “competitive compensation” based on what talent is 
available in the labor market at any given time.   
 
Others on the Task Force believe that this underestimates the importance of 
skills, qualifications and credentials possessed in many specialized jobs in 
local government and undermines the stability and morale of an 
organization built around long-term retention of staff.   
 
Ultimately, the members of the Task Force voted unanimously for retaining 
the City’s current compensation policy, including the overall goal of 
attracting a quality work force through “a combination of competitive 
compensation, fiscal stability, training opportunities, an empowered and 
positive work environment, career growth potential and high morale based 
on our core values and ethical principles.” To implement the broad intent of 
those policies to look beyond purely monetary formulas the Council should 
direct staff to collect and analyze data that would, to the extent feasible, give 
better measurements of the consequences of the decisions made under 
those guidelines.  For example, the Council may want staff to collect 
concrete data that shows how Ventura compares to its listed Labor Markets 
on issues in addition to overall compensation and benefits such as retention 
over periods of time, ability to attract lateral hires.   

 
Pensions: Protecting Existing Obligations  

and Reducing Long Term Costs 
 

For nearly 80 years, California State and local governments have offered 
“defined benefit” retirement plans to their employees, which provide a 
guaranteed annual pension based upon retirement age, years of service 
and the retiree’s salary level.  But public focus has recently centered on 
these pensions due to a convergence of the downturn in the economy; 
enhancements to those plans in recent years; longer life spans; and the 
near disappearance of such “defined benefit” pensions from private sector 
employment.   
 
Retirement benefits for Ventura city employees are offered through the 
California Public Employees’ Retirement System (CalPERS) which holds 
more than $200 billion in assets.  Currently, 4.1 million Californians — 11 
percent of the population — participate in one of the public employee 
pension systems, including around one million who currently receive benefit 
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payments. Most of these are part of either CalPERS or the State Teachers’ 
Retirement System (STRS.)  The plans offered by these huge agencies 
generally provide an annual cost-of-living adjustment to maintain purchasing 
power over time.   
 
Ventura’s provides retirement benefits under three formulas: 3% at 50 for 
sworn police personnel; 2% at 50 for Firefighters (scheduled to go to 3% at 
55 on July 1, 2010) and 2% at 55 for all other full-time employees.  This 
allows a police officer to retire at the maximum benefit of 90% of their pay 
(defined by the single highest one-year of earnings, not including overtime) 
after age 50 if they have at least 30 years of service.  Firefighters also have 
a maximum initial pension of 90% of their highest year of earnings, but 
would have to work until after age 55 to achieve it with at least 30 years of 
service.  Other staff reaching at least 30 years of service at age 55 could 
retire with 60% of their highest year of earnings.   
 
How does Ventura’s formulas compare to other public agencies?  Of those 
covered by CalPERS, 81% of statewide public safety employees are 
covered by the same formula as Ventura’s Police.  For our firefighters, 99% 
of statewide public safety employees have an equal or higher formula than 
the current one offered by Ventura and 93% are covered by a formula equal 
to or better than the enhancement scheduled for July 1.  Of non-safety 
employees covered by CalPERS, 96% of statewide general employees are 
covered by the 2 @ 55% formula or higher (62% are covered by higher 
formulas.)   It is important to note several facts regarding these plans:    
 

1. PERS Employer contribution rates: Ventura currently 
contributes 9.266% of salary for Miscellaneous employees and 
29.306% for Safety employees.  Rates will increase in FY 
10/11 to 10.309% for Misc. and decrease to 28.721% for 
Safety. Excluding any changes in benefits, rates will increase 
in FY 11/12 to 12.0% for Misc. and 31.0% for Safety. 

2. Pension costs: While future contributions to employee 
pensions are currently high and rising, over time these rates 
have varied greatly. (Ventura’s history of pension contribution 
rates is attached.) In retrospect, when contribution rates were 
low, it would have been more prudent for cities to have 
anticipated higher rates and put aside operating reserves 
accordingly. 

3. City bears cost: Ventura, as with most cities, also pays the 
employees’ share of the Defined Benefit Contribution Program 
costs (except for Fire Management staff who pay their own 
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share.) This came as a negotiated benefit in lieu of salary 
increases. 

4. Rates to rise: It is anticipated that PERS Employer contribution 
rates will continue to increase over the next three years with a 
leveling off of rates going forward from there.   

5. Ventura employees not covered by Social Security: As public 
pensions traditionally have been an alternative for retirement 
security, neither the City nor its employees participate and pay 
into the Social Security system.  

6. Firefighter pensions: Ventura's current firefighter pension 
formula remains below that of every single other department 
our size or larger in the entire State of California. Moving from 
the 2% @ 50 to 3% @ 55 formula for Ventura firefighters was 
originally ratified by a 4-3 Council vote in August 2008.  
Implementation was originally scheduled for July 2009, but as 
part of the budget-balancing concessions made by all unions 
and unrepresented staff, this was postponed another year, 
until July 2010.  The first-year cost of this change was to be 
5.2 per cent of salary or $573,000.  

7. Average pensions: While public attention has been focused on 
long-time managers retiring with six figure pensions, the 
average current pension of Ventura is for all of Ventura's 
police and fire retirees is $38,131 a year. The average civilian 
pension is $14,391.  This number, however, will continue to 
rise as future retirees end their service at higher salaries and 
in some cases with retirement benefits calculated at higher 
multiples than those already retired. 

8. Pension liability: CalPERS holds more than $312 million in 
assets to cover the City of Ventura’s future pension liabilities.  
The total liabilities are estimated at approximately $48 million 
more.   

9. Defined Benefit vs. Defined Contribution Retirement Options: 
Defined Benefit programs are becoming increasingly less 
sustainable and are an issue of statewide concern and reform 
effort. Defined Benefit Retirement Programs require the 
employer to assume all risk. Defined Contribution Retirement 
Programs are not necessarily less beneficial for the employee, 
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however under Defined Contribution Retirement programs it is 
the employee who bears the risk on the ultimate value of the 
retirement benefit.  This risk can be mitigated by annuities that 
guarantee a base return on the money invested.  

 
Over the years, local and State government retirement costs have risen and 
fallen based on two principal factors:  (1) the investment returns of the 
various systems; and (2) the level of benefit payments provided to 
employees.   
 
Over decades, CalPERS has justified its 7.75% future earnings 
assumptions.  But this robust return is based on a long boom in the United 
States economy, riding out recessions and coming back stronger.  
Currently, both CalPERS and the State teacher pension system CalSTRS 
are re-examining that assumption and may revise it downward later this 
year. The last two stock market booms have been characterized as bubbles.  
The explosive growth of the “dot.com” bubble so inflated CalPERS returns 
that in the year 2000, the employer contribution rate for pensions dropped to 
0%.  
 
As that boom was peaking in 1999, the California Legislature enacted 
dramatic benefit enhancement options for State and local employers.  
These enhanced plans spread rapidly, quite often by way of the collective 
bargaining process, typically to retain employees and at times, at a shared 
cost with the employees.  When the retirement systems suffered serious 
investment losses in the early part of this decade, these losses combined 
with the benefit enhancements to cause dramatic increases in employer 
contribution rates. 
 
These losses led to calls for pension reform at the time, but those concerns 
were muted by the recovery of markets and a return to robust CalPERS 
investment earnings.  But the stock market crash in 2008 wiped out a 
quarter of the CalPERS investment fund.  While some of those losses have 
since been recouped, the depth of that loss will force CalPERS to increase 
member rates in the years ahead.  Ron Seeling, the CalPERS Chief 
Actuary, has warned that total pension costs may rise to 25 percent of pay 
for non-safety employees and 40 to 50 percent for police and firefighters 
and are “unsustainable” at such levels.   
 
With little prospect of either major new sources of revenue, nor rapid growth 
in existing revenues, Ventura is among those “full service” cities most 
directly affected (in the case of newer cities, many services are provided 
either by contract with public or private entities or are separately provided by 
special districts insulating those cities from directly paying for increased 
personnel pension costs, e.g. Thousand Oaks contracts for police services 
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with the Ventura County Sheriff and fire as well as parks and recreation 
services are provided by special districts.)  In the absence of robust revenue 
growth, funding the expected increase in pension costs would have to come 
from offsetting service and staffing reductions. 
 
Carrying the cost of these obligations is the primary reason that over the 
past two decades, defined benefit pensions have become increasingly rare 
in the private sector.  The great majority of private employers offer “defined 
contribution” plans where the employer contribution is a fixed dollar amount 
and the benefits are based on contributions and investment earnings.  
Given their structure and limitations (per IRS regulations), these defined 
contribution plans put the great majority of investment planning and market 
risk on the employee.  Each individual is tasked with building sufficient 
retirement assets to provide for their need (and those of immediate family 
members) after retirement.  In periods of high market volatility, investors 
suffer the consequences of market losses in contrast with those with defined 
benefit pension plans. Another advantage of Defined Benefit plans to 
employees are the lower fees based on the pooling of all investments.  
However, there exists an increasingly vocal sentiment that State and local 
government workers should not be entitled to pension plans that deliver 
more reliable retirement income than is available to the majority of 
taxpayers.  (A more detailed comparison and analysis of “defined benefit” 
and “defined contribution” retirement plans is provided later in this report.) 
 
While full-service cities like Ventura are particularly vulnerable to rising 
pension costs, the problem is of statewide concern.  However, there has 
been little legislative activity aimed at statewide pension reform in the past 
five years.  Although a number of ballot measures have been proposed, 
none has yet gone before the voters.  One such proposal was the Public 
Benefits Reform Act, which was filed with the California Attorney General 
but did not qualify for the ballot.  It would have limited public Defined Benefit 
Plans at various levels from 1.8% (for non-safety) to 2.3% (for police and 
fire) of the last three years average salary, with a maximum of 75% of that 
average and the age of retirement at various levels from 58 to 67.  In the 
absence of statewide action on the issue, a number of regional city manager 
groups have called for reform at the regional level, with cities joining 
together to embrace common principles and in some cases specific 
formulas for pension reform.  While there has been talk of such an effort in 
Ventura County, none has yet gone forward.   
 
Unfortunately, the Task Force found there is no simple answer to the 
pension cost challenge at the local level: 
 

1. Courts have consistently ruled that existing pensions are “vested” 
and cannot be retroactively reduced.  Thus, without the 
agreement of employees supported by adequate consideration 
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pension obligations for existing retirees and current employees 
cannot be reduced.  Reductions in benefit formulas can only be 
applied to future employees and with little prospect of adding 
many new employees in a weak economy, short-term savings 
through benefit reductions are not achievable. 

 
2. If a move away from “defined benefit” to a strictly “defined 

contribution” formulas were adopted, the City of Ventura would 
have to opt out of CalPERS for its current employees, forcing an 
unprecedented and potentially costly withdrawal.  At the request 
of the Task Force, staff requested that CalPERS provide a cost 
analysis for withdrawing from the system.  CalPERS estimates 
this will be available in September. 

 
3. Creating a two-tier pension plan with a lower benefit level under a 

“defined contribution” plan provides relatively modest cost savings 
over even a long time horizon and could make Ventura less 
competitive in filling new jobs.  

 
 
For these reasons, the Task Force points to the efforts of statewide and 
regional reform.  The League of California Cities has prepared a policy 
paper with both guiding principles and specific recommendations 
(Attachment Two to this Report.)  Recognizing that statewide reform may 
not be feasible or forthcoming under current conditions, a number of 
regional City Manager groups have undertaken to tackle these challenges, 
primarily at the County level, including San Mateo County (Attachment 
Three to this Report), Marin County and San Diego County.  City Managers 
in Ventura have begun such discussions.  The goal would be to ensure that 
reform does not put individual jurisdictions at a competitive disadvantage.  
 
 

Comparison of Defined Benefit Vs Defined Contribution 
 

Many on the Task Force were not persuaded of the need to even consider 
the City of Ventura departing from the time-tested CalPERS Defined Benefit 
approach to public retirement benefits common to virtually every public 
agency in California.  They believe that the group favoring Defined 
Contribution Plans simply do not have sufficient data to come to that 
conclusion.  However, in the interest of providing a better understanding of 
the two approaches, Task Force Co-Vice Chair Bart Bleuel used the charge 
given the Task Force as the basis for comparing and contrasting Defined 
Benefit and Defined Contribution plans.  Task Force Co-Vice Chair Randy 
Hinton provided a hypothetical example of how a defined contribution plan 
might actually outperform a defined benefit plan.  Several on the Task Force 
object to including in this report scenarios that have not been subjected to 
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rigorous actuarial scrutiny, particularly since such rigorous scrutiny of 
actuarial assumptions is one area on which all members of the Task Force 
are in agreement.   
 
Task Force Perspectives on Protecting Existing Obligations 

and Reducing Long Term Costs 
 
Some on the Task Force believe that the City, and ultimately government at 
all levels, must follow the lead of private industry and divest itself of Defined 
Benefit Plans.  Under the current structure this may be very difficult, if not 
impossible, if the CalPERS price for doing that is prohibitively high.  Those 
of this belief would encourage the Council to do what it can to reduce to the 
extent possible the effects of DB Plans, and to lobby for a statewide solution 
to eliminate them in any community desiring to do so.  These folks contend 
that DB Plans worked when times were different.  In today’s environment of 
higher compensation ratios, younger retirement ages and longer life 
expectancies, DB Plans have become prohibitively expensive – 
unsustainable.  This perspective is spelled out in a recent report from the 
Pacific Research Institute “Pension Intervention: Reforming California’s 
Employees Public Retirement System”.  See Attachment Twelve. 
 
Others on the Task Force believe that this solution is either too drastic, 
and/or is based on insufficient data.  They point out that the individually-
managed DC plans may have higher fees and that some pension studies 
have shown that individual plans tend to have lower returns due to a lack of 
sustained attention and professional support regarding the allocation of 
investments. They believe that the group favoring DC Plans simply do not 
have sufficient data to come to the conclusion that DB plans should be 
replaced.  It would require a much more thorough and rigorous financial, 
actuarial and legal analysis to assess whether and how a Defined 
Contribution or hybrid approach could be negotiated and implemented -- or 
whether a good balance could be reached in the DB Plan arena without the 
draconian dumping of Defined Benefit Plans as the continuing standard.  
Such an undertaking is beyond the means and scope of this Task Force.  
These perspectives are outlined in greater detail in Attachments 5, 7, 10 
and 11 from the Ventura Police Officers Association, the Ventura Fire 
Management Association, and the Ventura Police Management Association  
(Wharton Report and A Better Bang for the Buck Report). 
 
Still others on the Task Force believe that this is an inappropriate forum to 
make recommendations, one way or another, but rather those decisions 
should be handled through the collective bargaining process. 
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ATTACHMENT ONE:   
CITY COUNCIL COMPENSATION GUIDELINES AND 

INTERESTS 
 

INTRODUCTION 
 
The City’s compensation program should be designed to attract and retain a 
talented and skilled staff dedicated to the highest standards of public 
service.  It should foster a team concept within the organization, recognizing 
the importance of a satisfied, productive, and cohesive workforce.  In 
implementing this program, the following guidelines will be considered, 
based upon the financial capacity of the City. 
 
COMPENSATION PHILOSOPHY 
 
The City’s compensation philosophy and interest is to establish and 
maintain a compensation structure designed to be both competitive and fair.  
Structures and ranges will be reviewed and updated as necessary based on 
an evaluation of the City’s ability to pay, relevant market place survey data, 
internal relationships, and equity among various groups of employees. 
 
In setting salaries and benefits, the collective bargaining process will be 
used to meet and confer with recognized represented employee groups. 
 
IMPLEMENTATION 
 
The City’s compensation program will be implemented in accordance with 
the following guidelines: 
 
1.  FISCALLY PRUDENT 
 

The City’s practice is to compensate staff in accordance with the City’s 
financial condition.    The City will seek to keep staffing levels and 
compensation at levels that can be sustained within fiscally prudent 
projections of revenue capacity and adequate operating contingency 
reserves.  

 
2.  ATTRACT AND RETAIN QUALITY EMPLOYEES 
 
 The City’s compensation program should ensure that the City has the 

ability to compete for the highest quality of talents and skills available, 
recognizing that our strongest competitive advantages will not be the 
highest pay, but rather a combination of competitive compensation, fiscal 
stability, training opportunities, an empowered and positive work 
environment, career growth potential and high morale based on our core 
values and ethical principles. 
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To ensure that the labor pool is broadened to allow Ventura to compete 
despite the high cost of living and housing in the area, job postings and 
recruitment efforts will be broadened to encourage applicants from the 
non-profit and private sectors to apply and receive serious consideration 
based on talent and potential to effectively perform essential job 
functions rather than be evaluated primarily on skills and experience that 
are solely acquired in local government employment.  

 
 
3.  LABOR MARKET 
 

The City’s practice is to survey appropriate comparable organizations in 
relevant labor markets in all sectors that include public, private and non-
profit: 
 

A. Relevant government agencies include: 

 City of Camarillo   
 City of Oxnard 
 City of Santa Barbara 
 City of Simi Valley 
 City of Thousand Oaks 
 Ventura County 
 Appropriate special districts 

 
B. Relevant private and not-profit Ventura County 

organizations where comparable job classes exist. 
 

C. For jobs where local government experience is a 
significant advantage, the regional market of Southern 
California cities that are similar to Ventura in population, 
service structure, and complexity. 

 
D. For those jobs, particularly in certain management roles, 

where local government experience is essential, the 
statewide market of cities that are similar to Ventura in 
population, service structure and complexity. 

 
4.  COMPETITIVE POSITION 
 

If fiscally prudent it is the City’s objective to compensate employees at 
rates generally consistent with the middle of the labor market as 
measured by the combination of the mean and the median. 

 
A. For labor, trades, general and confidential units, the primary 

market will include the local labor market. 
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B. For fire and police units, the primary market will include the 
local labor market.  

 
C. For supervisory and professional unit the market will include 

both the local labor market and the regional market. 
 
D. For management and executive units, the market will include 

the local labor market, the regional market, and the statewide 
market. 

 
E. In addition to the labor market survey data referenced above, 

in order to address unique compensation concerns, the City 
and/or recognized employee representatives may, at their 
discretion, collect and present supplemental market survey 
data in the context of the meet and confer process. 

 
5.  MEASUREMENT OF COMPETITIVE POSITION 
 

Competitive position will be calculated utilizing total cash compensation 
which includes base salary plus cash add-ons to base salary including 
PERS pick-up, incentive pay, optional benefit, deferred compensation, 
etc.  In addition, the City will also consider health and retirement 
benefits, leave benefits, and reimbursement policies.  

 
6.  INTERNAL ALIGNMENT 
 

A. Consideration will be given to both labor market survey data 
and internal relationships in establishing salary ranges.  When 
establishing internal relationships, priority will be given to: 

 
B. Appropriate differential between superior and subordinate 

classes 
 

C. Appropriate differentials among classes in the same class 
series (i.e. planning) 

 
D. Relationships among related class series (e.g., planning, 

inspection services, and engineering) 
 

E. Relationships across unrelated class series. 
 
7.  MIX OF BASE SALARY, TOTAL CASH AND BENEFITS 
 

The City’s practice is to provide a mix of base salary, total cash and 
benefits that is generally competitive with the labor market.  When 
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evaluating benefits, the City will consider both the cost and the content 
of the benefits. 

 
8.  PAY ADMINISTRATION 
 

Individual compensation adjustments within the salary range for 
executive, management, supervisory and professional employees will be 
based on (1) fiscal prudence (2) performance, and (3) pay structure 
adjustments.  Compensation adjustments for represented employees 
and confidential employees will be made in accordance with the 
appropriate memorandum of understanding and/or salary resolution. 

 
9. COLLECTIVE BARGAINING 
 
 The City’s practice is to honor the integrity of the collective bargaining 

process through good faith negotiations.  It is understood that these 
negotiations will take place exclusively through the recognized 
representatives of the City and the representatives of the appropriate 
bargaining unit. 

 
10.   SHARING OF COMPENSATION SURVEY INFORMATION 

 
Consistent with the City’s commitment to an open and collaborative 
relationship with employees, the compensation survey data collected 
pursuant to this program will be shared with unrepresented employees, 
or the appropriate recognized employee representatives.  
 
 

11-97: new policy 
01-17-01: Deleted City of Escondido from labor market 
04-04-06: Revised policy to include appropriate private and non-profit comparisons where applicable 
 
f/salary Issues/Salary/Coun-Comp-Policy/04-06 Comp Policy.doc  
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LABOR MARKETS 
January 17, 2001 
SUPPLEMENT TO  

CITY COUNCIL COMPENSATION GUIDELINES AND INTERESTS 
 
 
 
 

LABOR, TRADES, GENERAL, CONFIDENTIAL UNITS 
 

CITY OF CAMARILLO 
CITY OF OXNARD 

CITY OF SANTA BARBARA 
CITY OF SIMI VALLEY 

CITY OF THOUSAND OAKS 
SANTA BARBARA COUNTY 

VENTURA COUNTY 
 

CONEJO VALLEY PARKS AND RECREATION DISTRICT 
PLEASANT VALLEY RECREATION AND PARK DISTRICT 

CASITAS MUNICIPAL WATER DISTRICT 
LAS VIRGENES MWD 

VENTURA COUNTY REGIONAL SANITATION DISTRICT 
 
 
 

FIRE UNIT 
 

CITY OF OXNARD 
CITY OF SANTA BARBARA 
SANTA BARBARA COUNTY 

VENTURA COUNTY 
 
 
 

POLICE UNIT 
 

CITY OF OXNARD 
CITY OF SANTA BARBARA 

CITY OF SIMI VALLEY 
SANTA BARBARA COUNTY 

VENTURA COUNTY 
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LABOR MARKETS 
January 17, 2001 

PAGE 2 
 
 

SUPERVISORY-ADMINISTRATIVE-PROFESSIONAL UNIT 
and MANAGEMENT UNIT 

 
 

CITY OF CAMARILLO 
CITY OF OXNARD 

CITY OF SANTA BARBARA 
CITY OF SIMI VALLEY 

CITY OF THOUSAND OAKS 
SANTA BARBARA COUNTY 

VENTURA COUNTY 
 

CONEJO VALLEY PARKS AND RECREATION DISTRICT 
PLEASANT VALLEY RECREATION AND PARK DISTRICT 

CASITAS MUNICIPAL WATER DISTRICT 
LAS VIRGENES MWD 

VENTURA COUNTY REGIONAL SANITATION DISTRICT 
 

CITY OF BURBANK 
CITY OF COSTA MESA 

CITY OF IRVINE 
CITY OF REDONDO BEACH 

CITY OF SANTA MONICA 
CITY OF CARLSBAD 

CITY OF NEWPORT BEACH 
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LABOR MARKETS 
January 17, 2001 

PAGE 3 
 
 

EXECUTIVE UNIT 
 
 

CITY OF CAMARILLO 
CITY OF OXNARD 

CITY OF SANTA BARBARA 
CITY OF SIMI VALLEY 

CITY OF THOUSAND OAKS 
SANTA BARBARA COUNTY 

VENTURA COUNTY 
 

CONEJO VALLEY PARKS AND RECREATION DISTRICT 
PLEASANT VALLEY RECREATION AND PARK DISTRICT 

CASITAS MUNICIPAL WATER DISTRICT 
LAS VIRGENES MWD 

VENTURA COUNTY REGIONAL SANITATION DISTRICT 
 

CITY OF BURBANK 
CITY OF COSTA MESA 

CITY OF IRVINE 
CITY OF REDONDO BEACH 

CITY OF SANTA MONICA 
CITY OF CARLSBAD 

CITY OF NEWPORT BEACH 
 

CITY OF PALO ALTO 
CITY OF SAN MATEO 
CITY OF SUNNYVALE 
CITY OF CONCORD 

CITY OF WALNUT CREEK 
 
 
01-17-01Deleted City of Escondido 
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ATTACHMENT TWO:   
DRAFT CALIFORNIA LEAGUE OF CITIES PENSION REFORM 

PRINCIPLES (NOVEMBER 2009) 
 

 The primary goal of a public pension program should be to provide a 
full-career employee with pension benefits which when combined 
with private savings maintain the employee’s standard of living in 
retirement. 

 
 The proper level of public pension benefits should be set with the 

goal of providing a fair and adequate benefit for employees and 
fiscally sustainable contributions for employers and the taxpayers.  
The practice of employers picking up the employee contributions 
should become the exception versus the normal protocol, so that 
investment risks are equitably shared. 

 
 Public pension benefits should be supported with proper actuarial 

work to justify pension levels.  The Legislature and cities should 
reject any and all attempts to establish pension benefits that bear no 
relation to proper actuarial assumptions and work. 
 

 Pension benefits should be viewed in the context of an overall 
compensation structure whose goal is the recruitment and retention 
of qualified employees in public sector jobs.  In recognition of 
competitive market forces, any change in the structure of retirement 
benefits must be evaluated in concert with other adjustments in 
compensation necessary to continue to attract and retain an 
experienced and qualified workforce. 
 

 The reciprocity of pension benefits within the public sector should be 
maintained to ensure recruitment and retention of skilled public 
employees, particularly in light of the retirement of the post World 
War II “Baby Boom” generation, which will result in unprecedented 
demand for public sector employees. 
 

 Perceived abuses of the current defined benefit retirement programs 
need to be addressed.  Benefit plans, which result in retirement 
benefits that exceed the levels established as appropriate to maintain 
employees’ standard of living, should be reformed.  It is in the interest 
of all public employees, employers, and taxpayers that retirement 
programs are fair, economically sustainable, and provide for 
adequate benefits for all career public employees, without providing 
excessive benefits for a select few. 
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 The obligation to properly manage public pension systems is a 
fiduciary responsibility that is shared by CalPERS, employers, and 
employees.  This joint responsibility is necessary to provide quality 
services while ensuring long-term fiscal stability.  These parties need 
to be held responsible to ensure a high level of protection against 
mismanagement of public resources that could jeopardize a 
community’s ability to maintain services and provide fair 
compensation for its workforce. 
 

 Charter cities with independent pension systems should retain the 
constitutional discretion to manage and fund such pension plans. 

 
Principles:  Public pension benefit plans in combination with private savings 
should: 
 

 Allow career employees to maintain their standard of living post-
retirement. 

 
 Be designed with consideration of age at retirement, length of 

service, compensation level, and applicability of Social Security. 
 

 Be supported with proper actuarial work to justify pension levels.  The 
Legislature and cities should reject any and all attempts to establish 
pension benefits that bear no relation to proper actuarial 
assumptions and work. 
 

Recommendations 
 

 Maintain the defined benefit plan as the central pension plan for 
public employees in California. 

 
 Rollback/repeal public retirement plans that provide benefits in 

excess of levels required to maintain a fair, standard of living1 that 
are not financially sustainable and may have no actuarial justification 
to pre-1999 levels for new hires after a date certain.  The new and 
exclusive benefit formulas to achieve these goals of fiscal 
sustainability should be: 
 

1. Safety Employees:  2% @ 55 formula, offset by 50% of 
anticipated Social Security benefits for miscellaneous 

                                            
1 This should be determined in accordance with a CalPERS 2001 target replacement 
benefit study and/or the Aon Georgia State Replacement Ration Study (6th update since 
1988). 
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employees with Social Security coverage.  Safety employees 
retain the current cap on retirement at 90% of final 
compensation. 
 

2. Miscellaneous Employees (Non-Safety):  2% @ 60 formula, 
offset by 50% of anticipated Social Security benefits for 
miscellaneous employees with Social Security coverage. 

 
 
The above formulas would incorporate: 
 

 “Three-Year-Average” for “final compensation” calculation.  All 
“Highest Final Year” compensation calculations would be repealed 
for newly-hired employees. 

 
 Current employees shall participate in the funding of the pensions in 

all cities.  This reform will generate immediate budgetary savings to 
cities to the extent that existing employees participate in paying for 
their own retirement. 
 

 Provide alternatives to a Defined benefit plan for job classifications 
not intended for career public service employment. 

 
 Eliminate options to purchase service credits for time not spent in 

direct public service, sometimes known as “air time.” 
 

 Statewide legislation should give employers great flexibility to 
determine when a part-time employee is entitled to public pension 
benefits.  The current hourly threshold in CalPERS is too low. 
 

Rate Volatility 
 
Principles 
 

 Responsible fiscal planning suggests the need to “manage” volatility 
in Defined benefit plan contribution rates. 
 

 Public agency retirement contribution rates, over time, should be 
constructed to stay within reasonable ranges around the historical 
“normal cost” of public pension plans in California.  Sound actuarial 
methods should be adopted to limit contribution volatility, while 
maintaining a sound funding policy. 
 

Recommendations 
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 Establish “reserve” funding for public pension systems that will help 
smooth the volatility of pension benefit costs.  Plan surpluses are to 
be retained within plan assets, but should be reserved for 
amortization of future unfunded liabilities, and should not be used to 
offset plans’ normal cost contribution rates. 
 

Shared Risk 
 
Principles 
 

 Currently, in most local jurisdictions, employers shoulder the burden 
of rate volatility risk – both positive and negative.  This principle 
should be carefully examined with the intent of better spreading the 
risk of rate volatility among both employers and employees. 

 
 Negotiated labor agreements containing language whereby 

employers “pick-up” employees’ retirement contributions should 
become the exception versus the norm to provide better cost sharing 
between the employer and employees. 
 

 
Recommendations 
 

 When employer contribution rates exceed the “normal costs” 
threshold, employees should be expected to take some of the 
financial responsibility for those excessive increases. 

 
 
Disability Retirement 
 
Principles 
 

 Retirement-eligible employees who are injured in the workplace 
should be entitled to full disability retirement benefits; disability 
retirement benefits should, however, be tied to the individual’s 
employability and be structured so as to encourage return to work, 
where applicable. 

 
 A larger disability reform measure should be considered outside of 

the scope of general pension reform. 
 

Recommendations 
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 Full tax-exempt disability retirement should be retained for 

employees who are injured and cannot work in any capacity. 
 

 Reform the disability pension provisions of public retirement systems 
to restrict benefits when a public employee can continue to work at 
the same or similar job after sustaining a work-related injury. 
 

 Employees eligible for disability retirement should be first afforded 
applicable service retirement benefits, and THEN provided disability 
retirement benefits up to applicable “cap” on total retirement benefits. 

 
 
Portability of Plan Benefits 
 
Principles 
 

 Reciprocity of public agency retirement benefits is critical to 
recruitment of qualified, experienced, public sector employees. 

 
 Limiting portability of retirement plan benefits to non-public sector 

employment helps in the retention of senior and management level 
employees. 

 
Recommendations 
 

 Any pension reform package should retain transferability of 
retirement benefits across public sector employers.  No employee 
currently in a defined benefit plan should be required to involuntarily 
give up a defined benefit formula before retirement. 

 
Tiered Plans 
 
Principles 
 

 Pension benefits promised to current employees are considered 
vested rights as determined by the California Supreme Court.  Thus, 
they cannot be reduced or eliminated unless traded for something of 
equal or greater value.  Accordingly, there is little ability to affect 
pension benefit levels for current employees.  New employees can 
be offered different levels of pension benefits. 

 
 Agencies should strive to avoid multi-tiered compensation structures 

where there are large discrepancies in benefits accruing to 
employees.  In addition to having adverse impacts on recruitment 
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and employee morale, multi-tiered approaches can raise issues of 
comparable worth and equity. 
 

 Each city has an obligation to meet and confer in good faith to reach 
agreement with its respective bargaining units.  Such pension 
changes can be negotiated and then legislated at the local level. 
 

Recommendations 
 

 A second tier of pension benefits should be negotiated for newly 
hired city employees after a date certain, such as July 2010. 

 
 Any pension reform measure should seek to minimize disparity 

between current and prospective public agency employees by 
adjustment of total compensation, including making additional 
defined compensation options (457 or 401(k) plans) available. 
 

Management Oversight 
 
Principles 
 

 The obligation to properly manage public pension systems is a 
fiduciary responsibility that is shared by CalPERS, employers, and 
employees.  This joint responsibility is necessary to provide quality 
services while ensuring long-term fiscal stability.  These parties need 
to be held responsible to ensure a high level of protection against 
mismanagement of public resources that could jeopardize a 
community’s ability to maintain services and provide fair 
compensation for its workforce. 

 
Recommendations 
 

 Public agencies that do not make the Annual Required Contribution 
under GASB 27 should be made subject to appropriate oversight. 

 
 The membership of the Public Employees’ Retirement System Board 

should    be changed to achieve a better balance of public agency 
representatives. 
 

Support for Regional Pension Reform Efforts 
 
Principles 
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 The League of California Cities supports comprehensive Statewide 
pension reform consistent with the principles and recommendations 
set forth within. 

 
 Until such time as that is possible, regional efforts to reform pension 

offerings are to be encouraged as good fiscal stewardship. 
 
Recommendation 
 

 Support regional efforts for pension reform consistent with the 
principles and recommendation set forth in this report. 

 
 
Conclusion 
 
Defined benefit retirement plans have been the traditional approach for over 
70 years in California and have produced fair and sustainable retirement 
benefits that have been central to recruiting and retaining quality public 
employees.  However, public pension costs are becoming unsustainable 
and benefits are out of alignment with the private sector generating public 
resentment toward local government employees and retirees. 
 
Statewide reform is preferable, but regional efforts should be encouraged 
and supported until a statewide solution is found.  Defined benefit plans 
should be retained as the central component of public pension systems in 
California.  However, benefit levels should be rolled back to pre-1999 levels 
for new employees and current employees should participate in funding 
their pensions.  In this way, public pensions will become financially 
sustainable. 



 33 

ATTACHMENT THREE:   
SAN MATEO COUNTY REGIONAL PENSION REFORM PAPER 
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ATTACHMENT FOUR:   
DEFINED BENEFIT VS. DEFINED CONTRIBUTION PENSION PLANS 

By Co-Vice Chairs Bart Bleuel and Randy Hinton 
 

The following is Co-Vice Chair Bleuel’s summary of Defined Benefit and 
Defined Contribution Plans organized around the Compensation Policies 
Task Force Mission and Purposes (quoted in bold below) along with a 
scenario for potential return on investment in a Defined Contribution Plan 
prepared by Co-Vice Chair Randy Hinton 
 
“REDUCE LONG-TERM PENSION COSTS TO TAXPAYERS” and 
“ENSURING THAT LONG TERM COSTS ARE MANAGEABLE2”: 
 
DEFINED BENEFIT PLANS: 
 
The city can reduce the cost to taxpayers under a DB Plan by adopting 
some or all of the following: 
 

a. Increase the age for full retirement. 
b. Decrease the multiple of pay at full retirement. 
c. Cap the maximum percentage of service pay. 
d. Increase the number of years of service pay which is averaged to 

determine retirement pay. 
e. Increase the number of years of required service before 

retirement rights are vested. 
f. Increase the required employee contribution. 
g. Limit or eliminate COLA adjustments during retirement. 
h. Require in contracts the ability to change the benefits, 

 
However, because DB Plans are subject to Actuarial Characteristics (see 
below), the long term cost of any DB Plan cannot attain the degree of 
precision available to DC Plans.  All actuarial calculations rely upon 
assumptions which may change over time. 
 
As long as Ventura’s DB Plan is with CalPERS there will be minimum 
requirements that must be observed.  They are:   

 For miscellaneous employees the minimum plan is 2%@60 
(vs. the current 2%@55) 

 For safety employees the minimum is 2%@55 (vs. the current 
3%@50 for police, 2%@50  for Fire.) 

                                            
2 Some members of the Task Force have stated their preference that Ventura not take 
action now, but rather wait until other cities act, and at least until we see if the proposed 
Public Benefits Reform Act qualifies for the ballot and is passed.  Others feel that the 
sooner the Council gets its arms around these issues, the more manageable the long term 
costs will become.  There will always be a reason to put these decisions off to another day.  
The only delay that is necessary is that of obtaining from CalPERS the amount and terms 
for a buy out of the current pension benefits. 
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In any event, if any two-tiered DB Plan is adopted, regardless of the limits 
set, the Council must do the math! 
 
DEFINED CONTRIBUTION PLANS: 
 
Defined Contribution Plans are controlled by the Council as a definitive 
calculation each year along with salary and other benefits.  More 
specifically, under a DC Plan the following (referred to in this paper as 
“Actuarial Characteristics”) are irrelevant to the contribution by the city to its 
employees’ pensions: 
  

i. Vagaries of the Market3 
j. Age at retirement 
k. Life expectancies4 
l. Pay rate of retirees after retirement 
m. Set contributions based on past contracts (if properly structured) 
n. COLAs after retirement 
o. Other actuarial calculations. 

 
Under a DC Plan the Council knows the exact cost from year to year for the 
overall employee compensation, including pensions, and there are no future 
surprises on account of assumptions proving to be untrue.  As opposed to 
the requirements of a DB Plan, the DC Plan does not require this year’s cost 
to fund a retirement figure that will mature years from now.   
 
 
 
 
 
 
 “EMPLOYEE CONTRIBUTION TOWARD PENSION COSTS” 
 
                                            
3 The current projection by CalPERS of 29% to 30% contribution levels is premised on a 
7.75% annual return on investments.  In the current markets, that is relatively optimistic for 
a fund that should be invested conservatively.  If this investment level cannot be sustained, 
the cost to the City will be increased. 
4A spreadsheet is attached to give a very basic, crude example of a possible effect of an 
incorrect assumption about life expectancy when actuarial calculations are made to predict 
funding of Defined Benefit Plans.  In essence it shows that an error in the assumption of life 
expectancy can require additional funding for 100 retired persons in the range of 
$46,000,000 if the error is 5 years, $95,750,000 if the error is 10 years, $149,250,000 if the 
error is 15 years, and 209,500,000 if the error is 20 years.  Even if the additional funding is 
spread over decades, the effect would be a substantial increase in the percentage of pay 
statistic which is already predicted to be over 30% in two years.  And this is for just one 
erroneous assumption – life expectancy. 
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DEFINED BENEFIT PLAN: 
 
It has been suggested that one detriment to the current DB Plan is that the 
employee has no stake in the downsides.  Currently if the Plan costs 
increase, only the City is affected.  The benefit to the employee is 
unaffected.  Having the employees contribute on a percentage basis does 
allow the employee to share,  
 
It has been suggested that any contribution by the lower paid employees is 
regressive because those employees need all they make just to get by.  The 
proposed Public Employees Benefits Reform Act, if it qualifies for the ballot 
and passes, will require at least some contribution in a DB Plan by 
employees, regardless of need.  There is nothing that would prevent the 
Council from requiring contributions on a sliding scale based on different 
salaries. 
 
Note that there is also nothing that would prevent the Council from coupling 
a DB Plan with social security. 
 
DEFINED CONTRIBUTION PLAN: 
 
While not a requirement, traditionally Defined Contribution Plans are funded 
by matching contributions of no more than a 50-50 match, and usually with 
a maximum contribution level by the employer based on either a percentage 
of pay or a specific dollar amount.  This encourages the employee to take 
responsibility for his or her own retirement levels with a savings incentive, 
and at the same time allows the employer to control the amounts 
contributed to a specific dollar range each year.   
 
As with DB Plans, there is nothing that would prevent the Council from 
arranging scaled contributions and coupling with Social Security.  It is 
common with DC Plans that they be coupled with Social Security. 
 
“ABILITY TO ATTRACT AND RETAIN QUALITY EMPLOYEES”: 
 

p. Attracting New Employees 
 
In today’s environment, it is not likely the city can continue to attract high 
quality employees by offering substandard wages with the lure of a more 
competitive retirement package.  Some on the Task Force believe that the 
newly hired employee is more interested in salary and other current benefits 
than the ultimate retirement package. 

 
 
DEFINED BENEFIT PLAN: 
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In order to stay in the CalPERS plan new hires are going to have to have 
specified minimums (such as 1.5 times years of service, times an average 
of the last 3 years’ service salary at age 65).  If the Council decides to stay 
with a DB Plan it is unknown what it can negotiate as a minimum.  The 
question, then, is, will that leave the Council with any flexibility at all to offer 
better salaries and other non-pension benefits, let alone adequate city 
services?  The numbers may change some, but the dilemma of DB Plans, 
with increasing salaries, lower retirement ages and increasing life 
expectancies could continue to be a sustainability problem.  I.E., if you put 
too many of your total compensation eggs in the pension basket, you don’t 
have enough left to offer attractive benefits in other areas of compensation. 
 
Nevertheless, DB Plans are the current standard and any city offering 
anything different could be suspect to new hires. 
 
DEFINED CONTRIBUTION PLANS: 

 
In the DC Plan the Actuarial Characteristics are not relevant and the city can 
tailor a salary package which is attractive today, while still offering an 
adequate pension system that will not be at risk of future surprises.  The 
flexibility is much greater than with a DB Plan, which in turn should enable 
the city to design a compensation package that would be very attractive to 
new hires.  I.E., If you can control your pension costs, you have more room 
for other compensation elements. 
 
Employee Perceptions 
 
BOTH PLANS: 
 
The primary traditional downside to a DC Plan over a DB Plan is that it puts 
the risk of the market on the employee.  Although financial products 
available today provide for a hedge against the downside of this risk through 
insurance, the DC Plan could provide less retirement benefits to the 
employee than a DB Plan on account of market performance.  There is also 
an opportunity that it could provide more.  In any event, the employee has 
more control over the investments in the DC Plan. 
 
Attachment Eight provides an analysis of how a DC Plan may benefit 
employees under specific assumptions. 
 
Even though insurance products can be provided to assure a minimum rate 
of return, DC Plans are traditionally dependent upon hypothetical market 
assumptions, whereas a DB Plan promises a specific monthly amount 
based on last years’ pay.  It is reasonable to assume that the incoming 
employee may feel more comfortable with the latter and be more skeptical 
of the DC Plan. 
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Retention: 
 
BOTH PLANS: 
 
One of the risks of a DC Plan is that as employees get closer to retirement 
they may be lured to another city with a DB Plan.  They can take whatever 
is vested in the DC Plan with them, and, if they have sufficient years of 
service available to them, they may be able to qualify for an attractive DB 
Plan elsewhere.   
 
The assumption here is that the DB Plan will pay more than the DC Plan.  
That is not necessarily true, and a DC Plan coupled with Social Security 
should compete well with a DB Plan, at least for the first 15 years for pay 
brackets of $50,000 or less.  Also, the same risk would be present if 
Ventura’s DB plan paid less than another city’s. 
 
Through a discussion resulting from a presentation by City Manager, Rick 
Cole, the Task force considered the proposition that defections may well be 
reduced significantly if the City of Ventura were to become a superior 
employer.  If the City can get its pension costs under control, it will be able 
to be more functional in providing basic and even enhanced public services.  
The premise is that if an employee has  the advantage of living and working 
in the community with an employer who concentrates on the non-monetary 
advantages to its employees, and where the employee can truly be proud of 
the services rendered to a more satisfied community, then that employee 
will be less likely to defect to another City, even if the pension benefits were 
more attractive.  
 
Lateral Hires: 
 
BOTH PLANS: 
 
If Ventura offers only a DC Plan, is it going to be possible to hire seasoned 
employees from another city with a DB Plan?  The same issue is presented 
if Ventura offers only a DB Plan that pays less at retirement than another 
city’s Plan.  The desired employee is going to have to be satisfied that the 
salary plus DC contributions and other benefits are going to be enough to 
offset the loss of a continued accrual toward the DB Plan pay being lost by 
the move.  There is nothing that precludes paying more into the DC Plan (up 
to IRS allowances) for one targeted employee than others.  Nevertheless, 
lateral hires are always going to be difficult if neighboring communities 
continue to engage in unsustainable plans. 
 
“AVOID BEING TIED TO THE DECISIONS OF OTHER GOVERNMENTAL 
AGENCIES”: 



 39 

 
BOTH PLANS 
 
The Council will always have the duty to pay a fair wage.  What other 
agencies are paying will be a part of that analysis.  Nevertheless, it is very 
dangerous for cities to continue down the current leap frog path.  As 
mentioned in other portions of this paper, the Council has the option of 
adopting a flexible fair compensation package that is consistent with 
maintaining adequate (dare we say superior) services to its citizens and 
concentrates on non-compensation employee benefits.  This appears to be 
more easily accomplished through a DC Plan.  These same principles apply 
to setting limits to a DB Plan that are less than those offered by other cities.  
While the Council has to keep one eye on what other cities are doing, it 
should concentrate on the overall service affordable. 
 
“HOW DO WE FACILITATE RECESSIONARY PERIODS?” 

 

DEFINED BENEFIT PLANS: 
 
Once DB Plans are in motion the city is dependent on the effects of 
Actuarial Characteristics.  Even if the city retains in each contract the ability 
to adjust the amount and rate of contributions, the adjustments do not take 
effect for years (even decades).  This makes it very difficult to adjust 
contemporaneously with recessionary periods. 
 
DEFINED CONTRIBUTIONS PLANS: 
 
Getting rid of the Actuarial Characteristics gives the Council control that can 
be calculated with precision from year to year.  The city should place in 
each contract the ability to change the package in future contracts so that a 
specific percentage or dollar amount offered in one year does not become 
vested for future years.  The city should also build into the calculations 
sufficient reserves to ride through minor recessions.  Finally, the Council 
needs to be responsible to the analysis of just what the calculations mean 
and anticipate the recessionary periods whenever possible.   
 
HYBRID PLAN 
 
One impediment to adopting a pure DC Plan is that under the current rules  
it will require the City to buy out of the current CalPERS plan.  City Staff has 
requested a buy out figure from CalPERS, but it is not available at the time 
this Report is written.  If the cost of that buy out is prohibitive, the City will be 
required to offer its new hires some form of DB Plan.  AND, there may be 
other reasons the Council decides to maintain a DB Plan, at least on some 
minimal level.   
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One solution may be to adopt a hybrid plan for new hires.  One such 
structure could be a DB Plan at minimum levels (e.g., 1.5% at 65 with a 
70% maximum) with a DC Plan as a supplement – perhaps coupled with 
Social Security.  The math is beyond the scope of this paper, but must be 
an integral part of the Council’s analysis. 
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Summary 
 
If a CalPERS buyout of the current plans is financially feasible, the Council 
has a means of ensuring future predictability, control and sustainability of its 
2nd Tier pension plans under a system that will allow the Council to base 
total compensation upon the calculations of all benefits year by year without 
the vagaries and risks of the Actuarial Characteristics.  That is by creating a 
2nd Tier with a total DC Plan. 
  
The easier path is to stay with a DB Plan.  This avoids the buy-out with 
CalPERS, probably makes negotiations with the unions easier and less 
complicated, and maintains traditional concepts.  Leaving CalPERS would 
make working for Ventura potentially less attractive to those currently in the 
system covering the vast majority of local government agencies in 
California.  However, the Council still must make the DB Plan sustainable.  
This is much more difficult than with the DC Plan.  To do this, the Council 
must get involved with the math under actuarial assumptions, and then 
establish probabilities.   
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ATTACHMENT FIVE:   

Policy Statement on the Compensation Policies Task Force 
 

VENTURA POLICE OFFICERS' ASSOCIATION 
P.O. Box 5130 • Ventura, California 93005-5130 • 805-339-4496 

 
For more than 70 years, the State of California and local governments have 
offered a "defined benefit" (DB) retirement plan to employees. Most, but not 
all, municipalities in California are part of the Public Employees' Retirement 
System (PERS). This system provides a guaranteed annual pension based 
upon retirement age, salary, and years of service. PERS also provides for a 
medical retirement for public safety members who are injured in the line of 
duty and can no longer perform the physical duties of their profession. 
When officers are killed in the line of duty protecting their communities, 
there is a survival benefit for the officers' grieving widow and children. 
Ventura has been lucky over the years and only one officer has been killed 
in the line of duty, Sergeant Darlon "Dee" Dowell. 
 
Ventura has not been lucky when it comes to officers injured performing 
their duties. The Ventura Police Department with 128 sworn employees, 
officer through chief ranks, averages several injured members a month.  
Over the past two decades, dozens of these dedicated officers have been 
so severely injured that they were unable to return to their chosen 
profession and were medically retired. This is why the current average 
annual retirement for a Ventura sworn safety member is $38,131. The 
retired officer does not receive any city money to pay for health insurance, 
which is currently about $18,000 a year for a married couple. The remainder 
$20,000 covers everything else from mortgage payments and taxes to food 
and medical co-payments. Ventura city employees are ineligible for social 
security, so their PERS retirement is all they have earned. As you can see, 
Ventura police officers are not making a killing risking their lives, bodies and 
the potential for great physical harm for their community. 
 
 
In fact, Ventura police officers have constantly been paid below the local 
labor market the Ventura City Council Compensation Policy determined. 
Ventura compares with Oxnard, Simi Valley, Santa Barbara City and 
County, and Ventura County. The Policy also provides for Ventura officers 
to have compensation rates between the mean and median as measured by 
the City. Over the past several decades, the city has tried to reach this level, 
but by the end of each contract, Ventura police officers have been 5-14% 
below the comparable job market. As a result of the constant lower salary, 
the city negotiated an increase in the PERS retirement formula in 2000. This 
increased the formula known as 2%@50 to 3%@50. (2%@50 is actually 
2.7%@55.) The cities of Oxnard, Santa Barbara, and even Santa Paula 
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along with Santa Barbara County have 3%@50. Simi Valley has 3%@55 
along with Port Hueneme. Ventura County is not in PERS, but has a 1937 
act retirement system that allows for a higher retirement benefit using the 
2%@50 formula. Ventura police officers have a similar retirement benefit as 
86% of other safety agencies throughout California.  What makes Ventura 
police officers different than their fellow officers in the area is they 
voluntarily, and in the middle of a valid contract, reduced their compensation 
by 5%, leading the way for the other city employee groups to follow. We 
could not do furloughs due to critical staffing issues as other city workers 
chose. We have also actively participated in the Compensation Policies 
Task Force since its beginning, and suggested, along with city council 
members, several issues that could decrease city expenses to no avail. We 
are also different from other city employees because a large percent of our 
employees have been lateral officers from other law enforcement agencies. 
 
Some non-employee members on the Task Force believe Ventura should 
change their retirement benefit from a defined benefit to a defined 
contribution (DC). A change this drastic will end lateral officers from ever 
coming to Ventura again. There is a significant training savings by hiring 
lateral officers; the most recent cost to train a new officer is about $150,000. 
There is a multi-million dollar liability that the city has to pay over 10 years 
for all the current employees if it left PERS. The city is still responsible for 
paying the retirement costs for all the current and retired employees. Also, 
by creating a 2-tier system, lateral officers will not choose to move to a 
lower tier, so Ventura will be spending a lot more money training new 
officers. New officers usually don't reach their potential productivity until 
about 5 years on the job. Also, a DC plan only allows for a severely injured 
officer who medically retires, and a spouse and children of an officer killed 
on-duty, to receive what is in the DC account. So, the bottom line is hiring 
and training cost will go up with the less-efficient new officers.   
 
A final area of discussion is that from 1980-2000, the average Ventura 
PERS employer safety rate was 16%, with a high of 27% in 1981 to a low of 
0% in 1999 while the PERS formula was 2%@50. In 2000, the formula 
increased to 3% @ 50 and police officers paid the employees' 9% 
contribution for 3 years as agreed upon. In lieu of a salary increase in 2003, 
due to being severely underpaid, the 9% employee pick-up was phased out 
over 3 years. One has to remember that in 1997, the City enhanced the 
formula for non-safety employees from 2%@60 to 2%@55 with no 
employee paying a penny. If the city desires to create a 2-tier system for 
police, then a 2-tier system for other city employees should be fair and 
prudent. Also, PERS has rebounded to over $200 billion in assets since the 
fall began and will continue to make gains. 
 
In summary, the below Board of Directors of the Ventura Police Officers' 
Association believe we are not responsible for the worse economic 
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downturn in our lifetime and by the lack of a sustainable local economy, but 
will work with the city to assist in any way that is mutually beneficial. 
 
 
Respectfully, 
 
John Snowling, President 
Derek Donswyk, Treasurer 
Sarah Starr, Director 
Frank Padilla, Director 
Al Davis, Vice-President 
Thomas Higgins, Secretary 
Rick Payne, Director 
Matt Thompson, Director 
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Attachment Six:   
Ventura City Fire Management Association Review of Draft Committee 

Report and Comments 
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DATE:  March 15, 2010   

TO: Compensation Task Force Committee Chair, Ed McCombs and 
Co-Vice Chairs, Randy Hinton and Bart Bleuel 

 
FROM: Luis Espinosa, Ventura City Fire Management Association 

(VFMA) President 
 
SUBJECT:  Review of Draft Committee Report and Comments  

     
I first of all want to thank each of you on behalf of the Ventura Fire 
Management Association for your willingness to dedicate your time and 
talents to this committee process.  Although I have not been a part of the 
committee as an official representative until recently, I was able to attend 
one of the meetings late last fall as an alternate and have great appreciation 
for the collective efforts and diversity among the committee members. 
 
I do not think anyone disputes, at this point, that there are fiscal challenges 
that lie ahead for the city in meeting their employee pay and benefit 
obligations due to the anticipated rise in pension costs resulting from the 
severe economic recession and investment losses over the past two years.  
I appreciate that the report draft attempts to provide perspective, clarity, and 
fact-based assessments to what has been an emotional and sometimes 
divisive subject, often aided by a misinformed media and groups who are 
intent on attacking government employees for the sake of political 
expediency. 
 
Just as it would be destructive to blame elected officials at the state and 
local level who ultimately are charged with the responsibility of authorizing 
and approving the pay levels of all government workers, I would agree that 
finger pointing and vilifying government workers does little to solve problems 
and meet the challenges we now face.  From my own perspective, I’m 
disturbed to see that even the city firefighters have been the target of 
criticism for having secured an enhanced retirement benefit in their most 
recent employment contract with the city, in light of the fact it is a less 
expensive plan than what has been afforded to city Police officers for the 
past decade. 
 

 

VVEENNTTUURRAA  FFIIRREE  
  MMAANNAAGGEEMMEENNTT   AASSSSOOCCIIAATT IIOONN     
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When we consider the history of how we got here, as it relates to pension 
benefits, most of the focus has been on the improvement of public safety 
benefit formulas brought on by the state legislature and Governor Gray 
Davis in 1999 under SB 400, followed by non-safety employee 
enhancements enacted in 2001 under AB 616. The California Highway 
Patrol was the first to be awarded the benefit enhancement and over the 
course of the next ten years, most all government agencies throughout the 
state of California enhanced the pension benefits for their employees.   
 
In fact, the city, in awarding the benefit enhancement to the firefighters, 
were acting quite reasonably by being mindful that the city police officers, 
along with most all other state agencies were already receiving a retirement 
enhancement, in addition to having an understanding and appreciation for 
the recruitment and retention challenges that continues to plague the fire 
department given its high entrance standards and enhanced paramedic 
service delivery system, which is unparalleled throughout the county.   
 
The fire and fire management units had hoped for many years to be brought 
in line with the pension benefit program given to the Ventura Police Officers.  
Not simply as a matter of economics but as a matter of professional respect 
and appreciation.  But with the recession of the early 2000’s, the post 9/11 
economic impacts, the electricity crisis, and continuing state money grabs, 
this public safety pension disparity persisted for almost 10 years.   
 
The city finally responded in 2008 just after the most recent economic boom 
and just before the global financial meltdown that became known as the 
worst recession since the great depression.   
 
What may add some perspective to the firefighter pension enhancement 
concerns is to consider what the overall cost savings were to the city for 
almost 10 years of paying the firefighters under the old formula.  It should 
also be noted that comparatively speaking, firefighter compensation has 
also continued to lag behind the surrounding agencies and comparative 
cities.  
 
Yet, I can proudly state that regardless of the pension disparity during that 
time, the firefighters and fire managers nevertheless performed admirably, 
professionally, and continued to improve and enhance the services they 
provided to the community.   
 
I appreciate that the report points out that the city does not and has not had 
the obligation of paying any retirement health care benefits to its employees, 
even as the state and other local agencies continue to do so.  The report 
also notes that the city’s medical benefits paid to active employees has not 
had “significant” increases despite the enormous rise in health care 
premium costs.  In fact, the medical benefits have remained unchanged for 
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some time, which has seen health care premiums continue to take an 
extremely large bite out of disposable wages. 
 
My greatest concern with the report is how the pension considerations and 
alternatives are characterized in the section “Pensions: Protecting existing 
obligations and reducing long-term costs”.  I’m not entirely certain if this 
report, when submitted to council, is intended to represent a consensus 
opinion of the committee.  If that is the case, I would recommend a rewrite 
of this section.   
 
It appears to me that this section is written with the intent to make a strong 
argument in favor of considering a change to a defined contribution pension 
program for new hires.  In doing so, it leaves out many important 
considerations and draws conclusions without any supportive data.   
 
While it is true that defined benefit retirement programs declined a great 
deal in the private sector, the public sector, including the federal 
government, continue to offer employees defined benefit retirement 
programs. 
 
It’s important to consider that while government workers, in the current 
economic climate and job market, may be increasingly vulnerable to 
pension criticism and envy, we should not lose sight that these are people 
who have great dedication and desire to serve their communities. These 
defined benefit pension programs established many years ago had the 
practical effect of attracting talented people from the job market pool into 
government service with the added benefit of keeping them there for 30 
years or more.   
 
I would caution any radical consideration of making changes to defined 
benefit programs even if the temptation may be great among those looking 
to rein in employment costs.  Even the League of California Cities 
developed a “White Paper” in 2005 after forming a task force and employing 
the services of Georgia State University, known as a renowned actuarial 
school, to analyze the issue of public pension benefits and local government 
compensation packages.   
 
At the top of the recommendations list, clearly written was, “Defined benefit 
plans have been a great recruitment/retention tool for local government 
workforces and should be retained”.    
The task force report appears to make an attempt to advocate the benefits 
of defined contribution pension programs as if it will provide comparable 
retirement security while reducing or eliminating the financial risk to the 
employer.  
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This simplistic characterization ignores all the potential problems that could 
be associated with such a program.  Studies demonstrate that for any given 
dollar invested, defined benefit programs will consistently out-perform 
defined contribution programs.  Leaving the investment and market 
performance decisions to the individual, rather than professional investment 
managers, can have very negative long-term security consequences.  
 
What would be disastrous is the scenario of having public safety 
workers/firefighters, continuing to work years longer than they should 
because of retirement security problems, which would greatly endanger 
themselves and the public, given the strenuous and safety aspects of the 
job.   
 
Defined contribution programs also are known to carry high administrative 
costs.  Any change or tiered retirement program could also result in the 
increased cost to the existing defined benefit program due to the limiting 
and closing of the pool of workers within the program.  I’m certainly no 
expert on the subject and anyone can learn more about pros and cons by 
talking to retirement experts, CalPERS, or simply googling “defined benefit 
vs defined contribution” pensions. 
 
The only point I want to make here is that the report should not advocate or 
support any change to the existing defined benefit program without the 
proper research, analysis, and data included to support such a change.  If 
we are going to advocate a position merely as an opinion or argument in 
support, then we should probably do likewise by including an argument 
against, as is done during the ballot initiative process.  That would allow 
council a fair 360 degree view of the issues to consider. 
 
In conclusion, I want to acknowledge that I appreciate and understand the 
fiscal challenges presented by the current state of economics.  I think all 
employee groups have demonstrated a willingness to work cooperatively 
with the city as evidenced by the voluntary salary reductions incurred these 
past 15 months.  
 
Perhaps seeking added employee contributions to PERS to offset the 
increased retirement costs would be the most reasonable approach to 
address the pension increase concerns.  The Fire Management group, as 
pointed out in the report, is presently paying their 9% share of employee 
contributions.  However, even a two tiered system should be approached 
with caution, given the fact that, as the report points out, Ventura’s workers 
are on average paid less than other agencies, have no paid retirement 
medical benefits, have not had any increases to active employee medical 
benefits, and have certainly struggled with firefighter recruitment efforts.  
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Ventura Firefighters may have been among the last to improve pension 
benefits in the state, but we should not be the first to rush to change this 
important recruitment tool. As seen with the national health care debate, 
heat and rhetoric should not be allowed to replace honest discussion and 
true problem solving.  It’s understandable that fear and panic can govern 
decision-making in the current political climate.  But estimates of the 
pension costs rising into the 40 to 50 percent range are based on worst-
case scenarios with no investment return gains and similar losses as we 
have seen, which were truly unprecedented since the great depression.  We 
have already been witnessing a year- long market turnaround, even if strong 
job creation and full market recovery may be slow in its progression.   
  
I appreciate the opportunity to express and submit my comments.  Please 
include them as an attachment with the council report. 
 
Respectfully, 
 
 
 
Luis Espinosa, President  
Ventura Fire Management Association 
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Attachment Seven:  PERS Employee Rate History 

PERS Employee Rate History 

Year Miscellaneous Safety 

7/1/1978 9.619% 21.373% 
7/1/1979 10.985% 24.026% 
7/1/1980 10.722% 26.798% 
7/1/1981 11.071% 27.324% 
7/1/1982 10.451% 23.760% 
7/1/1983 11.752% 24.317% 
7/1/1984 11.662% 24.661% 
7/1/1985 11.324% 24.048% 
7/1/1986 8.731% 21.203% 
7/1/1987 6.572% 17.495% 
7/1/1988 5.231% 12.834% 
7/1/1989 5.135% 12.866% 
7/1/1990 5.241% 14.491% 
7/1/1991 6.718% 18.572% 
7/1/1992 6.718% 18.572% 
9/1/1992 5.300% 17.147% 
1/1/1993 4.827% 17.215% 
7/1/1993 5.9979% 17.215% 
7/1/1994 5.407% 11.543% 
7/1/1995 5.407% 11.401% 
7/1/1996 2.760% 10.981% 
7/1/1997 10.507% 5.060% 
7/1/1998 0% 6.180% 
7/1/1999 0% 0% 
7/1/2000 0% 2.256% 

8/19/2000 0% 7.248% 
7/1/2001 0% 8.018% 
7/1/2002 0% 5.694% 
7/1/2003 0% 18.423% 
7/1/2004 3.776% 31.437% 
7/1/2005 9.132% 34.661% 
7/1/2006 9.152% 26.983% 
7/1/2007 9.278% 28.224% 
7/1/2008 9.419% 28.661% 
7/1/2009 9.268% 29.306% 
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: 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

      
NOTES:     
Jul-91 Safety rate includes the increase due to single highest year for Police combined with single highest

  year formula for Fire (unfunded liability) amortized to 2000.  Actuarial valuation completed 04/90  
  indicated a 2.249% (amortized to 2000).  The unfunded liability 6/30/91 per PERS was $3,357,818 
  due to changes for single highest year.  Separately the valuations indicated a 2.531% increase for  
  single highest year for Police and 1.533% increase for Fire.   
Jul-97 Miscellaneous rate of 10.507% included an increase of 4.3% as payment towards unfunded  

  liability for 2% @ 55 within three years (amortized to 2000).  Ongoing rate increase for 2% @ 55 
  is 1.38%.    
Aug-00 Safety rate increased from 2.256% to 7.248% with implementation of 3% @ 50 for Police & Police 
  Management.    
Oct-01 Miscellaneous single highest year - no rate increase.   
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Attachment Eight:   
MetLife Hypothetical Illustration 
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MetLife@
Important Disclosures Regarding Variable AnnuitY Series l(04)

The MetLife Investors Series L(04) is a flexible premium deferred variable annuity that offers multiple investment options and, depending on the state in which the contract is issued, a fixed
accounL The fixed account is not described in this illustration. This annuity is desig",ed for long.term savings and retirement and provides the opportunity to obtain a stream of income
payments for life. This is an illustration and not a contract The purpose of this illustration is to demonstrate how the performance of the underlying investment options may affect contract
values and death benefits over an extended period of time. This illustration is based on a hypothetical rate of return and is not intended to serve as a projection or prediction of future
investment returns. It jllustrates how much the contracfwould be worth, and how much the various features of the Guaranteed Minimum Income Benefit Plus (GMIB Plus) would be worth, if
elected, at the end of each year if: (1) the product was offered and the investor purchased the annuity on the initial payment date; (2) the investor had made the annual contributions or
withdrawals as shown; and (3) the investment grew at the hypothetical rate of return noted. The GMIB Plus is one of several optional living benefits available under this contract. For more
information about the Series L(04) contract, theGMIB Plus rider and other optional benefit riders please refer to the prospectus and marketing material.

The value of a variable annuity will fluctuate up and down, based on the current performance of the underlying investment options, and the investor may experience a gain or loss. Actual
investment results will be more or less than those shown and will depend on a number of factors, including the choices and investment experience of the eligible variable investment options
and frequency of contributions.

The values illustrated in this hypothetical illustration include the deduction of all applicable fees and charges as follows: Mortality and Expense and Administration Charge 1.60%, GMIB Plus 1.00% of the
Income Base, annual contract fee $30 [waived for accounts over $50,000], withdrawal charges declining from 7% to 0% over a full 4 year period for each purchase payment and weighted average of the>
investment management fees (after expense reimbursements), operating expenses and applicable 12b-1 fees of the assets of the underlying investment options at the end of the prior calendar year. The
weighted average for investment option expenses used in this illustration is 0.94%. Please refer to the prospectuses forthe product and underlying investment portfolios for full details on contract features,
risks, charges, expenses, fees as well as the investment objectives, risks and policies of the underlying portfolios. Certain optional riders have allocation and transfer restrictions and may be subject to
additional charges.

Portfolio
Table of Weighted-Average Portfolio Expenses

Percent of Assets Portfolio Expense as of
December 31,2008

Asset- W eigbted
Portfolio Expense

1,\

\
American Funds Balanced AllOCationPortfolio
American Funds Bond Portfolio
American Funds Growth Allocation Portfolio
American Funds Growth Portfolio
American Funds International Portfolio
American Funds Moderate AllOCationPortfolio
Barclays Capital Aggregate Bond Index Portfolio
B1ackRock High Yield Portfolio
BlackRock Money Markel Portfolio
Clarion Global Real Estate Portfolio
Davis Venture Value Portfolio
Harris Oakmark International Portfolio
Jennison Growth Portfolio
Lazard Mid Cap Portfolio
Legg Mason Partners Aggressive Growth Portfolio
Legg Mason Value Equity Portfolio
Loomis Sayles Global Markets Portfolio
Lord Abbett Bond Debenture Portfolio
Lord Abbett Growth and Income Portfolio
Lord Abbett Mid Cap Value Portfolio
Met/AIM Small Cap Growth Portfolio
Met/Artisan Mid Cap Value Portfolio
MetlDirnensional International Small Company Portfolio
Met/Franklin Mutual Shares Portfolio
MetIFranklin Templeton Founding Strategy Portfolio
Met/fernpleton International Bond Portfolio

120% .
0.24%
4,68%
0.48%
0.42%
2,01%
0,00%
0.04%
3.61%
0.26%
1.61%
1.01%
0,53%
0,28%
0.22%
0,10%
036%
0,75%
1.05%
0.Q9%
0.42%
0,60%
0,00%
0,12%
1.92%
0,00%

1,05%
1.05%
1,03%
0,98%
1.17%
1,07%
0,58%
0.94%
0.58%
0,93%
0,84%
LIO%
0,92%
0,99%
0,90%
0,92%
0,98%
0,78%
0,78%
1.00%
1.14%
1.10%
1.40%
1.15%
1.19%
1.10%

0.03%
0,00%
0,05%
0.00%
0,00%
0,<;>2%
0,00%
0.00%
0.02%
0.00%
0,01%
0,01%
0.00%
000%
0,00%
0.00%
0.00%
0,01%
0,01%
0.00%
0.00%
0,01%
0,00%
0.00%
0.02%
0,00%
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MetLife Aggressive Strategy Portfolio
MetLife Balanced Strategy Portfolio
MetLife Defensive Strategy Portfolio
MetLife Growth Strategy Portfolio
MetLife Mid Cap Stock Index Portfolio
MetLife Moderate Strategy Portfolio
MetLife Stock Index Portfolio
MFS@ Emerging Markets Equity Portfolio
MFS@ Research International Portfolio

.Morgan Stanley EAFE@ Index Portfolio
PIMCO Inflation Protected Bond Portfolio
PIMCO Total Return Portfolio
Pioneer Fund Portfolio
Rainier Large Cap Equity Portfolio
RCM Technology Portfolio
Russell 2000@ Index Portfolio
SSgA Growth and Income ETF Portfolio
SSgA Growth ETF Portfolio
T. Rowe Price Mid Cap Growth Portfolio
Third Avenue Small Cap Value Portfolio
Turner Mid Cap Growth Portfolio
Van Eck Global Natural Resources Portfolio
Van Kampen Comstock Portfolio
Western Asset Management U.S. Government Portfolio

-.'.

\.42%
23.03%
5.87%

"28.42%
0.00%
9.60%
0.57%
0.23%
0.90%
0.00%
123%
2.05%
0.00%
0.20%
0.15%
0.00%
0.04%
0.01%
0.72%
0.93%
0.17%
0.00%
0.'18%
0.28%

Important Disclosures Regarding Variable Annuity Series L(04)
PerceDt of Assets Portfolio Expense as 'of Asset-Weighted

December 31, 2008 Portfolio ExpeDse
\.09% 0.02%
0.98% 0.23%
0.95% 0.06%
\.02% 0.29%
0.62% 0.00%
0.95% 0.09%
0.53% 0.00%
138% 000%
\.01% 0.01%
0.72% 000%
0.78% 0.01%
0.78% 0.02%
1.24% 0.00%
0.95% 0.00%
1.22% 0.00%
0.62% 0.00%
0.83% 0.00%
0.84.% 0.00%
\.03% 0.01%
\.02% 0.01%
\.07% 0.00%
128% 0.00%
0.86% 0.00%
0.77% 0.00%

Weighted Average Fee 0.94%

ife@
Portfolio

Me

An investment in the Money Market Portfolio is not insured or guaranteed by the Federal Deposit Insurance Corporation or any other government agency. Although the Portfolio seeks to
preserve the value of your investment at $100 per share, it is possible to lose money by investing in the Portfolio.

The effects of income lind penalty taxes have not been reflected in this illustration. Withdrawals of taxable amounts will be subject to ordinary income tax. If the taxpayer has not attained
age 59% at the time of the distribution, the portion of the withdrawal that is subject to income tax may also be subject to a 10% Federal income tax penalty. A withdrawal in excess of the
contract's free withdrawal amount may be subject to a withdrawal charge of up to 7.00%. The amount of the withdrawal charge declines to 0% over 4 full years for each purchase paymenl
Please read the prospectus for further information.

For any tax qualified account, e.g. IRA, the tax deferred growth feature is already provided by the tax qualified retirement plan. Therefore, if you are buying a variable annuity to fund a qualified retirement
plan, you should do so for the variable annuity's features and benefits other than tax deferral. In such cases tax deferral is not an additional benefit of the variable annuity. The tax treatment of death
benefit proceeds of an annuity contract differs from the tax treatment of death' benefit proceeds of a life insurance policy. Annuity death benefit proceeds are generally taxed at the beneficiary's ordinary
income tax rate while life insurance death benefit proceeds are generally income tax free. See your tax advisor.

For qualified confracts, taking required minimum distributions prior to exercising the GMIB Plus may reduce the rider's benefit. See the prospectus for more details.

The Withdrawal Value for any point in time is an amount equal to the Account Value less any withdrawal charge (contingent deferred sales charge) if applicable. The Withdrawal Value does not reflect the
impact of income taxes or the 10% Federal income tax penalty for withdrawals made prior to age 59%.

The Account Value for any point in time is an amount equal to the sum of each Accumulation Unit Value multiplied by the number of Units allocated to the Contract for each investment option. This value
will fluctuate due to the investment performance of the selected variable investment option(s). The Account Value reflects the deduction of all charges except the withdrawal charge. It aoes not reflect the
impact of income taxes or the 10% Federal income tax penalty for withdrawals made prior to age 59%.

MetLife Investors USA Insurance Company
5 Park Plaza, Suite 1900
Irvine, CA 92614
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MetLife@
lniportant Disclosures Regardin'g Variable Annuity Series L(04)

A standard illustration using the arithmetic average of the expenses of aWunderlying portfolios is attached to the product prospectus. All numbers illustrated throughout this report have been rounded to the
nearest dollar.

This material must be preceded or accompanied bya prospectus for the Series L(04) variable annuity issued by MetLife Investors USA
Insurance Company. Prospectuses for the investment portfolios are available from your financial professional. The contract prospectus contains
information about the contract's features, risks, charges and expenses, The investment objectives, risks and'policies oftheinvestment options, as
well as other information about the investment options, are described in their respective prospectuses. Please read the prospectuses and consider
this information carefully before investing. Product availability and features may vary by state. Please refer to the contract prospectus for more
complete details regarding the living and death benefits.

Variable annuities are long-term investments designed for retirement purposes. MetLife Investors variable annuities have limitations,
exclusions, charges, termination provisions and terms for keeping them in,force. There is no guarantee that any of the variable investment
options in this product will meet their stated goals or objectives. The account value is subject to market fluctuations and investment risk so that,
when withdrawn, it may be worth more or less than its original value. All product guarantees, including optional benefits, are based on the
claims-paying ability and financial strength of the issuing insurance company. Please contact your financial professional for complete details',

Withdrawals oftaxable amounts are subject to ordinary income tax and if made before age 59~, may be subject to a 10% Federal income tax
penalty. Withdrawals will reduce the living and death benefits and account value. Withdrawals may be subject to withdrawal charges.

Pursuant to IRS Circular 230, MetLife is providing you with the following notification: The information contained in this document is not
intended to (and cannot) be used by anyone to avoid IRS penalties. This document supports the promotion and marketing of insurance products.
You should seek advice based on your particular circumstances from an independent tax advispr.

MetUfe, its agents, and representatives may not give legal or tax advice. Any discussion of taxes herein or related to this document is for general information purposes only and does not purport to be
complete or cover every situation. Tax law is subject to interpretation and legislative change. Tax results and the appropriateness of any product for any specific taxpayer may vary depending on the facts
and circumstances. You should consult with and rely on your own independent legal and tax advisors reQarding your particular set of facts and circumstances.

I

The Series L(04) variable annuity is issued by MetUfe Investors USA Insurance Company (MetUfe Investors) on Policy Form Series 8010 (11/00). It is distributed by MetUfe Investors Distribution
Company, 5 Park Plaza Suite 1900, Irvine, CA 92614. All product guarantees are based on the c1aims-p~ying ability and financial strength of the issuing insurance company. We reserve the right to require
Home Office approval for purchase payments over $1,500,000. '

MetLife Investors USA Insurance Company
5 Park Plaza. ~'Iite 1900
Irvine, CA 9'
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Hypothetical Illustration of Variable Annuity Series L(04r

.\

Assumptions
Prepared For: Valued Client, age 30, gender Male Total Purchase Payment(s): $497,500 GMIB Plus3,( Payout: Single Life w/Period CertainS

Requested By: Randolph Hinton Death Benefit': Principal Protection

. Prepared On: November.18,2009 . Withdrawal Type: 5% Inc Base

Contract Type: Qualified Investmerit2: Total Variable Rate of Return is 8.64% Gross /5.92% Net-

State: CA Withdrawal Mode: Monthly

Hypothetical Account Values Guaranteed Minimum Income Benefit Plus3, uaranteed Death Benefl

% Rate
of Witha• With.a

Hypothetical'
Anniversary Purchase Returil2 draml drawal Account a Income Base

Income Death

Year ~ Payment(s)a (Net) Amount Value Value Benefit Benefit
--
Inception 30 $10,000 - - $9,300 $10,000 10,000 . $10,000 AV

1 30-31 10,000 7.58 $0 20,198 21,277 21,277 C $0 21,277 AV

2 31-32 10,000 6.21 0 31,244 32,860 32,860 C 0 32,860 AV

3 32-33 10,000 15.19 0 46,914 48,890 48,890 C 0 48,890 AV

4 33-34 10,000 11.41 0 63,579 64,988 64,988 C 0 64,988 AV

5 34-35 10,000 9.63 0 80,079 81,422 81,422 C 0 81,422 AV

6 35.36 12,500 1.18 0 92,662 94,041 98,618 C 0 94,041 AV

7 36-37 12,500 4.87 0 109,093 110,566 116,674 C 0 110,566 AV

8 37-38 12,500 24.48 0 150,187 151,836 151,836 C 0 151,836 AV

9 38-39 12,500 9.59 0 176,902 178,373 178,373 C 0 178,373 AV

10 39-40 12,500 0.05 0 187,649 188,957 200,416 C 0 188,957 AV

11 40-41 15,000 5.89 0 212,276 213,701 226,187 C 0 213,701 AV

12 41-42 15,000 -10.77 0 200,235 201,546 253,247 C 0 201,546 AV

13 42-43. 15,000 19.28 0 253,802 255,487 281,659 C 0 255,487 AV

14 43-44 15,000 25.46 0 334,535 336,250 336,250 C 0 336,250 AV

15 44-45 15,000 -17.25 0 285;999 286,972 368,812 C 0 286,972 AV
16 45-46 17,500 9.63 0 328,284 329,738 405,628 C 0 329,738 AV

17 46-47 17,500 3.67 0 354,150 355,550 444,284 C 0 355,550 AV

18 47-48 17,500 9.90 0 403,613 405,146 484,873 C 0 405,146 AV
19 48-49 17,500 4.25 0 434,013 435,328 527,492 C 0 435,328 AV
20 49.50 17,500 -7.70 0 411,258 412,216 572,242 C 0 412,216 AV

Metlife Investors USA Insurance Company
SPark Plaza, Suite 1900
Irvine, CA 92614
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HJPotheticallllustrationof Variable Annuity Series L(04)- ~

Assumptions
GMIB PIUS3,4 Payout: Single Life w/Period Certain5

Prepared For: Valued Client, age 30, gender Male Total Purchase Payrnent(s): $497,500

Requested By: .Randolph Hinton Death Benefit': Principal Protection

Prepared On:. November 18, 2009 Withdrawal Type: 5% Inc Base

Contract Type: Qualified Investment2: Total Variable Rate of Return is 8.64% Gross /5.92% Net"

State: CA Withdrawal Mode: Monthly

Hypothetical Account Values Guaranteed. Minimum Income Benefit Plus3, Guaranteed Death Benefi

% Rate .

of Witht. With.' Hypothetical!
Anniversary Purchase Retum2 drawal drawal Account' Income Base Income Death
Year ~ Payment(s)' (Net) Amount Value Value Benefit Benefit
--

21 50-51 20,000 9.77 0 466,841 468,212 621,854 C 0 468,212 AV
22 51-52 20,000 .1.32 0 473,892 475,035 673,946 C 0 475,035 AV
23 52.53 20,000 5.59 0 514,126 515,441 728,644 C 0 515,441 AV
24 53-54 20,000 -11.74 0 463,905 464,713 785,268 C 27,139 464,713 AV .
25 54.55 20,000 7.33 0 510,647 511,777 845,250 C 29,820 511,777 AV
26 55-56 22,500 24.71 0 655,542 657,194 910,672 C 32,675 657,194 AV
27 56-57 22,500 12.91 0 .756,244 757,603 980,206 C 35,876 757,603 AV
28 57-58 22,500 5.27 0 809,607 810,690 1,053,185 C 39,305 810,690 AV
29 58-59 22,500 21.62 0 1,000,385 1,002,044 1,128,947 C 42,945 1,002,044 AV
30 59-60 22,500 3.96 0 1,052,181 1,052,968 1,209,975 C 47,044 1,052,968 AV
31 60-61 0 20.50 0 1,255,714 1,25a,133 1,270,881 C 50,479 1,256,133 AV
32 61-62 0 7.65 0 1,338,894 1,338,894 1,338,894 C 0 1,338,894 AV
33 62-63 - 0 -2,87 66,945 '1,221,195 1,221,195 1,338,894 C 0 1,221,195 AV
34 63-64 0 .7.12 66,945 1,056,526 1,056,526 1,338,894 C 0 1,056,526 AV
35 64-65 0 -11.10 66,945 863,038 863,038. 1,338,894 C 0 863,038 AV
36 65-66 0 16.56 66,945 919,782 919,782 1,338,894 C 0 919,782 AV
37 66-67 0 7.53 66,945 906,046 906,046 1,338,894 C 0 906,046 AV
38 67-68 0 3.05 66,945 852,240 852,240 1,338,894 C 0 852,240 AV
39 68-69 0 8.19 66,945 838,751 838,751 1,338,894 C 0 838,751 AV
40 69.70 0 3.23 .66,945 784,380 784,380 1,338,894 C 0 784,380 AV

Totals $497,500' 5.92% $535,560

. "A Net rate of return reflects the Gross rate of return reduced by the asset.based fees: the Investment Manage~ent Fee and other expenses; the Mortality and Expense and Administration Charge, the Earnings Preservation
Benefit rider charge (if elected) and any elected optional death benefits, excluding the Enhanced Death Benefit.
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Hypothetical Illustration ofV~riable Annuity Series 1-(04)
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Assumptions
Prepared For: Valued Client, age 30, gender Male Total Purchase Payment(s): $497,500 GMIB Plus3,4 Payout: Single Life w/Period CertainS

Requested By: Randolph Hinton Death Benefit': Principal Protection

Prepared On: November 18, 2009' Withdrawal Type: 5% Inc Base

Contract Type: Qualified Investment2: Hypothetical Account@ 0% (gross rate) -2.51% (net rate*)

State: CA Withdrawal Mode: Monthly

Hypothetical Account V,alues Guaranteed Minimum Income Benefit Plus3,4 Guaranteed Death Benefit

Anniversary
With'. With"

Hypothetical1

Purchase drawal drawal Account' /Income Death
Year Age Payment(s)' Amount Value Value Income Base

.J Benefit Benefit
--
Inception 30 $10,000 . $9,300 $10,000 10,000 - $10,000 AV

1 30-31 10,000 $0 18,210 19,258 21,000 C $0 20,000 PP
2 31-32 10,000 0 26,639 28,169 32,550 C 0 30,000 PP
3 32-33 10,000 0 34,944 36,735 44,678 C 0 40,000 pp'

4 33-34 10,000 0 43,827 44,959 57,411 'C 0 50,000 PP
5 34-35 10,000 0 51,918 52,872 70,782 C 0 60,000 PP
6 35.36 12,500 0 61,969 62,858 87,446 C 0 72,500 PP
7 36-37 12,500 0 71,621 72,419 104,943 C 0 85,000 PP
8 37-38 12,500 0 80,899 81,556 123,316 C 0 97,500 PP
9 38c39 12,500 0 89,861 90,271 142,606 C 0 110,000 PP
10 39-40 12,500 0 98,417 98,565 162,714 C 4,549 122,500 PP
11 40-41 15,000 0 108,849 108,849 186,755 C 5,289 137,500 PP
12 41-42 15,000 0 118,624 118,624 211,842 C 6,076 152,500 PP
13 42-43 15,000 0 127,891 127,891 238,185 C 6,917 167,500 PP
14 43-44 15,000 0 136,648 136,648 265,844 C 7,816 182,500 PP
15 44-45 15,000 0 144,896 144,896 294,886 C 8,811 197,500 PP
16 45-46 17,500 0 155,043 155,043 328,005 C 9,958 215,000 PP
17 46-47 17,500 0 164,588, 164,588 362,781 C 11,145 232,500 PP
18 47-48 17,500 0 173,528 173,528 399,295 C 12,458 250,000 PP
19 48-49 17,500 0 181,860 181,860 437,634 C 13,917 267,500 PP
20 49.•50 17,500 0 189,581 189,581 477,891 C 15,426 285,000 PP

MetUfe Investors USA Insurance Company
5 Park Plaza, Suite 1900
Irvine, CA 92614
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Hypothetical Illustration of Variable Annuity SeriesL(04)

Assumptions
Prepared For: Valued Client, age 30, gender Male Total PurchasePayment(s): $497,500 GMIB Plus3,4 Payout: Single Life w/Period CertainS

Requested By: Randolph Hinton Death Benefit1: Principal Protection ~

Prepared.On: November 18, 2009. Withdrawal Type: 5% Inc Base

Contract Type: Qualified ~ Investment': Hypothetical Account @ 0% (gross rate) -2.51% (net rate*)

State: CA Withdrawal Mode: Monthly

Hypothetical Account Values Guaranteed Minimum Income Benefit Plus3,4 Guaranteed Death Benefit

Anniversary With'. With.' Hypothetical1
Purchase drawal drawal Acc~unt ' Income Death

Year ~ Payment(s)' Amount Value Value Income Base Benefit Benefit-- .

21 50-51 20,000 0 199,097 199,097 522,786 C 17,126 305,000 PP
22 51-52 20,000 0 207,902 207,902 569,925 C 19,013 325,000 PP
23 52-53 20,000 0 215,992 215,992 619,421 C 21,036 345,000 PP
24 53-54 20,000 0 223,359 223,359 671,392 C 23,203 365,000 PP
25 54.55 20,000 0 229,996 229,996 725,962 C 25,612 385,000 PP
26 55.56 22,500 0 238,304 238,304 785,885 C . 28,198 407,500 PP
27 56.57 22,500 0 245,775 245,775 848,804 C 31,066 430,000 PP
28 57.58 22,500 0 252,398 252,398 914,869 C 34,143 452,500 PP
29 58-59 22,500 0 258,161 258,161 984,238 C 37,440 475,000 PP
30 59~0 22,500 0 263,051 263,051 1,057,075 C 41,099 497,500 PP
31 60~1 0 0 245,354 245,354 1,109,928 C 44,086 497,500 PP
32 61~2 0 0 227,546 . 227,546 1,165,425 C 47,270 497,500 PP
33 62~3 0 58,271 152,708 152,708 1,165,425 C 48,388 368,602 PP
34 63~ 0 58,271 79,747 79,747 1,165,425 C 49,507 226,298 PP
35 64~5 0 58,271 8,586 8,586 1,165,425 C 50,766 59,001 PP
36 . 65~6 - 0 7,561 0 0 1,165,425 C 64,098 0

Totals $497,500 $182,374

• A Net rate of return reflects the Gross rate of return reduced by the asset-basedfees: the Investment Management Fee and other expenses; the Mortality and Expense and AdministrationCharge, the Earnings Preservation
Benefit rider charge (ifelected) and any elected optional death benefits, excluding the Enhanced Death Benefit.
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Hypothetical Illustration of Variable Annuity Series L(04)'
1 The Principal Protection Death Benefit comes standard with a MetLife Investors variable annuity contract at no additional charge. The Principal Protection Death Benefit is the greater of the Account
Value (AV) at death or the total contributions adjusted for partial withdrawals (PP). Withdrawals impact the Principal Protection Death Benefit proportionately. This amount is illustrated in the Hypothetical
Death Benefit column. Death benefits are only payable if the contract owner dies prior to annuitizing the contract. .

2 .This hypothetical illustration assumes: 1) Purchase Payments and Withdrawals are as of the beginning of the period elected; 2) Each purchase payment, adjusted for withdrawals, is assumed to grow at a
gross rate of variable retumand 0.00%, compounded annually, and reduced by applicable fees and charges; and 3) The values provided in this illustration are as of the end of the year. Hypothetical returns
are used for illustration purposes only and should not be deemed a representation or estimate of past or future performance, or a guarantee of any kind. Actual results may be more or less favorable than
those shown. 4)A Net rate of retum reflects the Gross rate of retum reduced by the asset.based fees: the Investment Management Fee and other expenses; the Mortality and Expense and Administration
Charge; the.Eamings Preservation Benefit rider charge (if elected); and any elected optional death benefits, excluding the EnhancedDeath Benefit

3 The Guaranteed Minimum Income Benefit Plus (GMIB Plus) is an optional rider available for an additional charge of 1.00% of the Income Base. The GMIB Plus guarantees you a fixed minimum level
amount of annual income via annuitization. You can only exercise the GMIB Plus rider within 30 days after any contract anniversary beginning with the 10th contract anniversary. You must exercise the
GMIB Plus rider no later than the 30th day following 'the contract anniversary immediately after your 90th birthday. If the Account Value is withdrawn to zero at any time. the contract will automatically
annuitize within 30 days and income payments (if any) will be reduced by any applicable withdrawal adjustments. When exercising GMIB Plus, the amount applied to generate the annuity income, called
the Income Base, will be the greater of the 5% Compounding income base until the contract anniversary following the 90th birthday and Highest Anniversary Value (HAV) income base through age 80. Any
withdrawals between 0 - 5% of the current year's 5% Compounding income base will reduce the 5% Compounding income base on a dollar-for-dollar basis. Withdrawals greater than 5% annually will
reduce the 5% Compounding income base proportionately. Any withdrawal will reduce the Highest Anniversary Value (HAV) income base proportionately. The income base is calculated at the time of
exercise to the conservative GMIB Annuity Table speCified in the rider in order to determine your minimum guaranteed lifetime fixed monthly annuity payments. The annuity rates in the GMIB Annuity Table
are conservative and a withdrawal charge may be applicable, so the amount of guaranteed minimum lifetime income that the GMIB produces may be less than the amount of annuity income that would be
provided by applying your account value on your annuity date to then~urrent annuity purchase rates. The Income Base is not a cash value and cannot be taken as a lump sum. In' the prospectus and GMIB
Plus rider, the 5% Compounding income base is referred to as the Annual Increase Amount and the Highest Anniversary Value income base is referred to as the Highest Anniversary Value.

With GMIB Plus, you must invest in either Option A or B in the Portfolio Flexibility Program. Each quarter your account balance will be rebalanced based on your most recent purchase
payment allocation instructions. Rebalancing will also occur on a date when a subsequent purchase payment is received if accompanied by anew allocation instruction. Please refer to the
Contract, Prospectus and Marketing Material for more information.

For illustration purposes only. When the account is liquidated prior to the next anniversary, the Annual Increase Amount Income Base is not yet fully valued. For actual contracts where the automatic
annuitization feature is exercised. the Income Base is fully valued to the previous year's Income Base when determining the annual income. However, if your current Account Value and the current annuity

. purchase factors would provide a higher level of income, you would automatically receive the higher amount. This amount of income would also be guaranteed for life. In this situation, you would have paid
for the optional GMIB Plus rider and received no additional benefit.

The GMIB Plus may have limited usefulness in connection with a Qualified Contract, such as an IRA, in circumstances where, due to the ten-year waiting period after purchase the owner is unable to
exercise the rider until after the required beginning date of required minimum distributions under the contract. In such event, required minimum distributions received from the contract will have the effect of
.reducing the income base either on a proportionate or dollar for dollar basis, as the case may be. This may have the effect of reducing or eliminating the value of annuity payments under the GMIB Plus.
Additionally, the GMIB Plus is not available for pur~hase by a beneficiary under a decedent's Non-Qualified Contract or IRA (or where otherwise offered, under any other contract which is being .stretched"
by a.beneficiary after the death of the owner or after the death of the annuitant in certain cases). The GMIB Plus benefit may not be exercised until 10 years after purchase, and the benefit provides
guaranteed monthly fixed income payments for life (or joint lives, if applicable), with payments guaranteed for 5 years. However, the tax rules require distributions prior to the end of the10-year waiting
period, commencing generally in the year after the owner's death. and also prohibit payments for as long as the beneficiary's life in certain circumstances. You should consult your tax adviser prior to
electing a GMIB Plus rider .

. Optional Step-Up may be elected on every anniversary though age 80. Step-Ups may be elected annually, or an automatic step-up option is available. The automatic step-up continues for seven contract
anniversaries, unless a request is received to terminate the automatic step-up. This automatic step-up period can be renewed at any time after the seven year period has expired. The Optional Step-Up: 1)
Resets the Annual Increase Amount to the account value on date of reset; 2) Resets the waiting period to exercise the GMIB Plus rider to 10 years from the date of the most recent step-up; 3) Resets the
rider charge to a rate we shall determine that does not exceed a maximum charge of 1.50%, provided that this rate will not exceed the rate currently applicable to the same rider available for new contract

MetLife Investors USA Insurance Company
5 Park Plaza. Suite 1900
Irvine, CA 92614

Page 9 of 11
Ptease see Important Disclosures page.

Version 8.6.12
L0609046842[exp0810J

Date Prepared: 11/18/200902:53:22 PM
62



I.
,I

MetLifee

Hypothetical Illustration of Variable Annuity Series L(04)
. purchases at the time of the step-up. The step-up will increa~e GMIB Plus rider fees by resetting the GMIB ,Plus Income Base to a higher amount. For illustration purposes only, the Rider Charge will
remain constant. Please refer to the current prospectus for important details regarding the Optional Step-up.

4 5% Compounding represents the higher of the annual 5% Compounding income base and applied to guaranteed annuity purchase factors or the Optional Step-Up (stepped up to account value), if
higher. '

5 When you elect to receive annuity payments under the Income Benefit, you have a choice of two annuity options: A life annuity with a 5 year period certain or a joint and last survivor life annuity with a 5
year period certain. .
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California Insurance Code

This Is For Illustrative Purposes O!:,ly.
. .

An Illustration is not intended to predict actual performance.

Interest Rates, Dividends, or Values' that are set forth in the Illustration are not guaranteed, except for those items
clearly labeled as Guaranteed.
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Profitable Prudence:
The Case for Public Sector Defined Benefit Plans

Gary W. Anderson and Keith Brainard

Abstract

Defined benefit plans remain the predominant form of retirement benefit for employees of .state
and local governments in the United States, which employ more than 10 percent of the nation's
workforce. This chapter describes the divergence between pensions in private industry, where the
focus has shifted sharply toward defined contribution plans, and in the public sector, where
defined 'benefit plans continue to dominate. One reason is that public employers have the
ongoing responsibility of attracting and retaining a large workforce whose diversity is unmatched
in private industry. We also offer an economic analysis of public plans, focusing on the value-
added to state economies from investment returns which are often superior to those generated by
defined contribution plans.
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Profitable Prudence:
The Case for Public Sector DefinedBenefit Plans

Gary W. Anderson and Keith Brainard

US public sector plans covering employees of state and localgovemments have grown to

comprise a substantial segment of national pension assets and membership. Participants include

more than 14million workers - ten percent of the national workforce - and six million retirees as

well as other annuitants; all are members ofmore than 2,000 retirement systems sponsored by a

state or local government (U.S. Census, 2002). These systems have combined assets of more

. than $2 trillion and they distributed over $110 billion in pension and other benefits (Board of

Governors, 2004; U.S. Census, 2002); this volume exceeded the entire economic output of 22

states and the District of Columbia (U.S. Dept. of Commerce, 2003).

In recent years, public sector pensions have diverged from the private sector pension

trend, in.that the percentage of public employees participating in a defined benefit (DB) plan has

held steady at around 90 percent, while the fraction of private sector workers with a DB plan has

plummeted to around 20 percent (BLS, 2002). Against the backdrop of 30 years of private

pension experience with the Employee Retirement Income Security Act (ERISA), it is useful to

. note that US public sector pensions evolved prior to, and outside the purview of, this federal

legislation. This different experience makes it invaluable to not only learn what effects state and

local government pensions have on stakeholders - including participants, public sectors.

employers, and taxpayers - but also to glean les~ons that the public pension experience may offer

to privat~ industry.

..
-..;:.

. ~
68



A Brief History of Public Pensions

Public DB plans have engaged in substantial efforts to reinvent themselves in recent

years, adding elements that increase their flexibility and portability. Nevertheless, public plans

retain the core attributes of a traditional defined benefit model: that is, the employer bears

investment risk and the plan pays lifelong benefits according to a specified formula. Against this

backdrop, it remains the case that each of the over 2,000 public retirement systems has its own

.unique plan design, benefit structure, and governance arrangement, set forth in a vast assortment

of state constitutions, laws, and administrative rules. This mosaic of structures and features

reflects each state's rich variety of legal; political, economic, and demographic cultures and

history as well as its political subdivisions. In other words, state and local government plans are

creatures of state constitutional, statutory, and case law. As such, public pensions are

accountable to each state's legislative and executive branches, independent boards of trustees

which often include employee representatives and ex-officio publicly elected officials, and

. ultimately, the taxpayers of that jurisdiction ..

Although some US public pensions date to the late 19th century, most public plans were

established between the 1920's andthe 1940's. These were mainly of the defined b~nefit

variety. Municipal governments led states and the federal government in providing pension

. coverage for their workers, largely because the first groups to be covered-. police, firefighters,

and teachers-were established at the local level, by cities, towns, and school districts. As Clark

et al. (2003) point out, these plans were initially financed from employee contributions, as a form

of "forced saving plans," although over time, employers gradually took on greater responsibility

. for plan ,financing.

2
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Because public employees initially had their own plans, the US Social Security system

initially excluded state and local government workers due to uncertainty about whether the

federal government could legally tax state and local employers. In 1950, Congress amended the

Social Security Act to allow states to voluntarily provide social security coverage for their

employees, if the state entered into an agreement with the Social Security Administration

(Mitchell and Hustead, 2001). Today, the majority of state and local government employees

participate in social security; the remaining non-participants are teachers and public safety

personnel though most public employees in seven states do not participate (Alaska, Colorado,

. Maine, Massachusetts, Louisiana, Nevada, and Ohio). Where employees are exempt from social

security contributions, the pension benefit and contribution levels are typically higher.

The passage of ERISA in 1974 and subsequent amendments were watershed events in the

evolution of private industry pensions, but these had little impact on public pensions which

remaine9largely untouched by federal regulation. As Metz noted (1988: 4):

Governmental plans are specifically exempt from all of the substantive

qualification requirements added to the (Internal Revenue) Code by Title II of

ERISA (with the exception of the Section 415 maximum limitation on benefits),

including those relating directly to participation, vesting, funding, prohibited

transactions, joint and survivor annuities, plan merger and consolidation,

alienation and assignment of plan benefits, payment of benefits, certain social

security benefit increases, and withdrawal of employee contributions.

In addition, governmental plans are exempt from ERISA's other major

provisions, including reporting and disclosure requirements (Title I) and plan

termination insurance (Title IV). Although government plans are not subject to
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Since passage of ERISA, in 1974 ... Congress has deliberated over federal

involvement in the setting of conforming standards for state and local

government retirement systems. In 1978, the Pension Task Force Report, issued

by the House Committee on Education and Labor, recommended federal

regulation ofPERS. Legislative proposals hav.ebeen introduced in each

successive Congress to establish federal rules for state and local government

retirement systems. However, during this period PERS have made great strides

in.funding future pension obligations, following prudent investment policies,

disseminating information and implementing administrative and operational

discipline. These advances have been made without the intervention of the

federal government.

Public vs Private Sector Plan Differences. Since the passage of ERiSA, the percentage of

. private s.ectorworkers with a DB plan as their primary retirement benefit has fallen steadily,

while coverage has risen by defined contribution plans (primarily of the 401(k) variety). A recent

Bureau of Labor Statistics (BLS 2003) study found that only 58 percent of full-time private
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sector workers participated in an employer-sponsored retirement plan, and only 10 percent of

private sector employers nationwide provided a DB plan. By contrast, virtually all full-time

publi~ sector employees participate in a retirement plan, and the vast majority (9q percent) is in a

DB plan. Here benefits are usually expressed as a percentage of salary for a designated period

just before r~tirement, multiplied by years of service credit (Findlay, 1997).

What accounts for the divergence in pension coverage and type, when comparing private

industry and the public sector? Several reasons have been offered for the loss of ground by DB

plans in the private sector are increased private-sector government regulation; changes in the

private-sector workplace, including growing employee and employer appreciation of DC plans;

changes in business awareness regarding risk associated with funding DB plans; falling firmsize;

greater global competition boosting the need for more flexibility in plan design; and successful

marketing efforts of consultants and DC plan service providers. (Rajnes, 2002).

Nevertheless, there are also less appealing consequences of relying on DC plans as the

primary retirement benefit (CBO, 2003). For instance, DC plans are seen as an unreliable vehicle

for ensuring financial security in retirement to the extent that investment risk is bo~e solely by

individual participants; this is exacerbated when plan participants are poor investors. A study

. prepared for the Nebraska Public Employee Retirement System (PERS) found that fromI983-99,

that system's DB plans generated an average of 11 percent annually, but the system's DC

participants paid returns of only 6 percent (Buck Consultants, 2000). This occurred despite

ongoing efforts by the PERS to educate participants on the importance of proper asset allocation .

. Nebrask~ PERS also found that a large percentage of terminating DC participants cashed out

their retirement saving rather than retainin~\em in a retirement account. One expianation fnr

why public DC plan returns lag professionally invested DB portfolios is that the DC asset
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allocations are often quite conservative. For instance, approximately half of all assets held in

403b and 457 plans (primarily and exclusively used by public employees, respectively) were

held in the form of annuity reserves at life insurance companies (lCI 2004).

Another concern with DC plans as the primary retirement benefit is termed the "leakage"

problem, a term applied to describe a variety of circumstances when retirement assets are spent

by plan participants prior to retirement. For example, leakage occurs if an employee. chooses to

spend his retirement assets after leaving a job, rather than rolling them over to an Individual

Retirement Account or to a new employer's retirement plan. Leakage also occurs when workers

borrow against their retirement plan assets and then fail to repay the loans. A recent study by

Brainard (2003 :7) addressed the issue of leakage as follows:

A good example of terminating participants spending, rather than saving, their retirement

assets are in Nebraska, where state and county government employees historically have

participated in a DC plan. A study of the Nebraska Public Employees Retirement System,

conducted by a national actuarial consultant, found that 68% of terminating participants

cashed out their assets rather than rolling them over to another retirement plan. This

finding is consistent with a Hewitt Associates study which found that more than two-

thirds of participants terminating from DC plans cash out their lump sum distributions

rather than rolling them to other retirement accounts.

In what follows, we outline the key advantages of DB plans to public sector employees and

employers, seeking to illustrate how this paradigm for retirement provision is well-situated to

. meet retirement needs of the future.
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Benefits to Employees

The ideal mix of retirement income sources has long been described as a '.'three-Iegged

stool," with one leg each representing social security, an employer pension, and individual

savings. As a rule of thumb, (inancial planners recommend replacing approximately 70 to 80

percent of one's working income in retirement. Public sector DB plans help achieve this goal by

linking employee salary and retirerpent income: thus a social security-eligible employee retiring

with 20 years of service in a typical public pension plan can expect the benefit to replace 35 to
,

40 percent of his salary. Combined with social security and personal saving, the retiree then finds

the 70-80 percent target within reach. Retirees and beneficiaries of public DB plans received

. annual benefits of over $18,000 in fiscal year 2002 (Brainard 2004). 1 In addition to the basic

DB plan, many public employers tdday also offer a voluntary, supplemental retirement saving

plan which enables workers to save oil their own for retirement. T~e most popular public

employer-sponsored supplemental savings plans are 457 plans, also known as deferred

compensation plans, and 403(b) plans, commonly referred to TSA's or tax-sheltered annuities.

Retiree financial i~dependence relies heavily on the guaranteed income replacement

concept provided by a DB plan, and italso relies on the central concept that the retiree will

continue to receive benefits until death. Further, most public DB plans provide joint and survivor

annuity options; to ensure that spouses and other named beneficiaries will continue to receive a

benefit even in the event of the death of the retiree (Mitchell and Hustead, 2001). By contrast,

defined contribution plans do not guarantee access to a life annuity nor joint and survivor

benefits ..

A factor receiving increasing attention in recent years is the point that public DB assets

are held in trust for participants; the assets are normally administered by a governing board
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whose memb~rs are legal fiduciaries. Unlike private industry DB plans, which can be curtailed in

the event of the plan sponsor's bankruptcy, public pension benefits generally cannot be reduced.

That is, ERISA protects only private sector DB benefits that have already accrued, while it does

. not prot~ct the right to future benefit accruals. Constitutional provisions governing contract and

property rights are generally interpreted as protecting not only accrued benefits but also future

benefit accruals. This practice varies from state to state, with some state constitutions explicitly

protecting pension benefits, while in other cases, statutes and case law expressly forbids cutting

pension benefits. By contrast, state and local laws generally afford participants far greater

protections, prohibiting public employers from diminishing the benefit formula, often with

respect to future accruals. Another advantage of public plans is that most provide some form of

protection against inflation. Since the median life expectancy of a 65-year old woman is 22

years in the US, inflation of just 2 percent will cut purchasing power by more than one-third over

the retirement period. Public plans offer several mechanisms for adjusting benefits post-

retirement, including with periodic adjustments subject to legislative approval, automatic

increases linked to the inflation rate, and annual automatic increases of a flat percentage or dollar

amount (Brainard, 2003).

Benefits to Employers

Pensions were introduced in the public sector to help public administrators attract and

retain quality workers, to provide them with performance incentives, and to retire them in an

orderly fashion (Eitelberg, 1997). It is worth recognizing that governments, in their dual roles as

both employers and poliC:ymakers,are uniquely situated to promote retirement financial security
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and serve as models for private industry, in their capacity as employer to more than one in ten

working Americans.

The diversity of the public sector workforce has few, if any, peers in private industry, and

. attracting and retaining such a workforce requires a concerted and ongoing effort. For instance,

just a fewofthe numerous positions maintai"nedby U.S. public employers include game wardens

and garbage collectors, school teachers and environmental scientists, elected officials and

insurance analysts, psychiatrists and custodians, historians and police officers, prison guards and

. firefighters, and college professors, among others. Each of these positions requires a different set

of skills, knowledge, and abilities; exhibits differing demographic features and career patterns;

and has unique requirements for recruitment, retention, salary, and compensation. As Mitchell

and Hustead(2001: 15) note, "[0] ne reason why pension plans differ (from those in private

. industry) is that they cover employees with different employment characteristics. For instance,

because police work and fire fighting are physically demanding occupations, retirement benefits

for public safety workers typically allow retirement at earlier ages, in part to maintain a younger

workforce. Consequently, the retirement benefits available to police and firefighters are usually

differen~ from those provided to teachers or to general employees." Similarly, pensions for

judges typically are intended to reflect that, as a group, judges are older than most other

employees when entering their positions, and they often forgo larger salaries in private industry

to serve as judges. Since protecting and educating its citizens is generally considered to be a

government's core responsibilities, it should be no surprise that more than half of all public

employees work in positions classified by the U.S. Bureau of Labor Statistics (2002) as either

Education or Protective Service. More than nine million public employees are classified as

.,
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educationai (including teachers, administrators, and workers in supportive roles), and there are

approximately one million law enforcement personnel and firefighters in the U.S.

Not only do public DB plans attract a diverse group; they also promote retention efforts

by rewarding length of service. This is because DB plan formulas usually base the retirement

benefit on a worker's salary during his final years of service and on his length of service. Since

salaries tend to rise over time, DB plans typically calculate pension benefits based on the

worker's final three or five years (final average salary or FAS). As the workforce changes, all

employers will be challenged to compensate workers who possess required knowledge, skills,

'and institutional memory (Mulvey and Nyce, this volume.) DB plans may be key to retaining

quality employees.

DB plans also encourage orderly turnover of personnel by allowing employees to depart

, from the workforce with a clear knowledge of their pension benefits and with the assurance that

the benefit payment will continue for life. By contrast, the DC plan provides no assurance that an

employee will be financially prepared for retirement at any specific age or level of experience ..

Unfortunately this uncertainty (or, in some cases, certainty of the inadequacy of one's benefits)

causes employees to remain on the job even when their ability to perform job duties is in decline.

Clearly this may also complicate the employer's role, forcing decisions with unpleasant

consequences for everyone.

In recent years, public DB plans have grown more flexible in their ability to meet a range

of new e,mployer (and employee) objectives. Developments include shorter vesting periods; a

majority of public employees now partiCipate in planswith a vesting period of five years or

fewer, down from 10 years a decade ago. In addition, many large statewide public retirement

plans now allow participants to purchase service earned at another retirement system or in the
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military. Also many plans now permit terminating participants to take all or part of the employer

contributions, and some allow retired participants to return to active employment while

continuing to receive their pension'benefits. The number of public sector hybrid plans, having

both DB and DC plan characteristics, has risen, as has the number of plans permitting retiring

participants to take a portion of their benefit as a lump sum at retirement. Some plans also now

permit participants to share in investment earnings during the accumulation period.

Another feature of DB plans particularly valuable to public employers is their ability to

help public employers temporarily adjust the criteria used to determine retirement eligibility

(typically, age and years of service requirements). Such incentives target employees who qualify

already for retirement or who are close to qualifying, ,many of whom may be older and have

more experience and salary than other employees. Once the worker retires, his position can be

held vacant temporarily or permanently, or he may be replaced with lower-paid employee.

• Structured and managed-properly, early retirement incentive plans have been deemed useful to

public employers, especially in the short-term.

Public DB plans as Financial Engines

A not-yet-discussed beneficial aspect of public DB plans is that their assets promote

economic growth and vitality. Through their size, broad diversification, and focus on long-term

investment returns, public pension funds stabilize and add liquidity to US and foreign financial

markets. The Federal Reserve System Board (2004) reported that the $2.3 trillion held by public

retirement systems equaled over than 20 percent of the nation's entire gross domestic product

and approximately 20 percent of the nation's total retirement market. Public pension assets are

well-diversified: approximately $1.3 trillion of public pension assets are held as corporate
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equities;' $800 billion is in US treasury notes and bonds and corporate debt; and another $90

billion is in real estate and mortgages (Federal Reserve Board, 2004). Most of these assets are

invested on a long-term basis, while public pension cash and short-term holdings add essential

liquidity to financial markets.

The cost of public pension funds to taxpayers,. which is generally reported as employer

contributions was $38.8 billion (inFY 2002). Public pensions paid over $110 billion in benefits

in FY 2002, and a substantial majority of these funds derived from sources other than employer

(taxpayer) contributions -:-mainly investment gains and employee contributions. Over the two-

decade period from 1983 to 2002, public pensions had total receipts of $2.7 trillion: investment

earnings represented $1.65 trillion of all system receipts, dwarfing employer (government) and

employee contributions (US. Census Bureau, 2003). Through professional asset management

and benefiting from favorable investment markets, public funds leveraged contributions from

. employers and employees into sizable investment earnings during the 1980's and 1990's. The

sources of public pension revenue are summarized in Figure 1.

Figure 1here

It is worth noting that these revenue sources shifted dramatically between 1983 and 2002,

. with investment earnings ring from 42 percent in 1983 to 62 percent in 2002. Meanwhile, the

employer (taxpayer) share of cumulative public pension revenue deClined from 42 percent to 26

percent. Unlike DB plans in private industry, most public DB plan participants contribute to their

plans: 13 percent of public pension contributions came from employees during this period, and .

. investment earnings made up the remainder. The time-series change in the distribution of

revenue sources is depicted graphically in Figure 2.

• Figure 2 here

.
I,

79



13

By sponsoring DB plans with professional investment functions, instead of DC plans with assets

managed by individual plan participants, public employers increased the value of retirement plan

assets by an amount greater than the entire cost of their contributions during this same period.

Venture capital provides financing for new and rapidly growing companies; the

innovations and efficiencies generated by start-up companies are considered critical to long-term

economic growth. In the last decade, many public retirement systems have established target

allocations to venture capital projects within their own state (PSRSINTRS, 2002). These

investments seek to provide a return to the pension fund commensurate with the investment's

level of risk, and also to promote economic growth and development in the state. Venture capital

typically requires at least ten years to fully mature, making it a natural match for defined benefit

assets (McDonald, 2002). This is because of DB funds' focus on long-term investment results

and because these funds pool assets for large numbers of participants, accumulating portfolios

large en0ugh to commit to venture capital projects. In addition, DB plans also invest in other

asset classes with the same long-term focus they demonstrate with venture capital:

As consumers, retired pension participants spend their benefits on a range of goods and

services. These expenditures increase economic dem~nd and promote employment, generating

addition~l economic activity, which begets additional demand and employment. This is known as

the multiplier effect: the effect of a single dollar has an economic impact greater than one dollar

as it ripples through the economy. In an analysis described in more detail in the Appendix, we

estimate the impact of the higher earnings from DB plans versus those available from DC plans

. which take into account lower investment earnings. We evaluate the impact of these higher

investment gains on the gross product of the five states with the largest public pension

distributions in fiscal year 2002 (California, New York, Texas, Ohio, and Illinois). In particular,
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we assume a marginal propensity to consume (MPC) of 0.67, which implies an economic

multiplier effect of 3.0. Benefit payments from these five states comprised approximately 44

percent of the $110 billion in public pension benefit payments in FY 2002. The difference

between the actual benefits distributed by DB plans, and the estimated value of available DC

benefits 'in these states of $25.78 billion. represents the marginal value added by public DB plans

as a result of their investment returns over the inferred value of available DC benefits (see Table

1).

Table 1 here

.Next we compute for each of the five states the value added to the gross state product

(OSP) by the higher payments from DB plans attributed to superior investment returns. The

value added, shown on Table 1, is determined by multiplying the marginal value-added by public

DB plans' higher investment returns by the economic multiplier of 3.0. The table also shows the

. percentage value added to each state's gross state product, which in these five states totaled a

weighted average of2.0 percent to states' OSP. Ifwe were to extrapolate these computations to

the entire economy, a national 2.0% impact would yield a value added from public DB plans of

$20Jbillion: $10.137 trillion (GDP) x 2.0% = $203 billion. This contribution to the nation's

. economy dwarfs the employer contributions of $39 billion to public retirement systems in FY

2002. Indeed, setting aside all the other benefits to employers and employees of DB plans,

contributions to public pension plans may be among the best investments a state or local

government can make.
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Conclusions

The economic boost of public pension benefits is likely to grow as public employees of

the Baby Boomer cohort begin to retire, and public retirement systems begin to payout

increasingly larger benefit amounts. In ourview, public pension plans are in a strong position to

handle the coming influx of retirees, since, unlike social security (mainly a pay-as-you-go

program); public pensions are rather well-funded (approximately 95 percent in 2003). Investing

the $2.3 trillion in public pension assets and the flow of benefit payments to annuitants promises

a continuous, predictable, and growing source of economic stimulus. Moreover, through efficient

asset management and pooling of resources, public defined benefit pension plans have a

significant, positive effect on financial markets and the economy.

In general, public employers recognize that DC plans have many positive attributes, but

to make them work well, many factors must fall into place: participants must consistently make

sound in'vestment decisions over their working and retired lives; they must remain in the

workforce steadily, avoiding lengthy time off for having children, raising a family, completing

an education, or for illness; they must have a sufficient amount withheld from their pay; they

must avoid borrowing against and spending their retirement assets; and they must make

appropriate decisions regarding withdrawal rates during retirement. Even then, employees might

exhaust their assets after retirement. Hence having a DB plan as the primary retirement benefit

protects public sector employees against many of these problems

Public DB pension plans have also enabled public employers to achieve important

. objectives related to the recruitment and retention of quality workers. These plans financial

security in retirement and reduce retiree reliance on public assistance programs. The fact that

these plans have evolved relatively independently of the federal regulatory structure governing
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private pensions has allowed the public plans to engage in an ongoing process of creating and

modifying plan designs and governance structures to meet the unique needs of public sector

employers. The independe~ce, flexibility, and profitable prudence of these plans will continue to

support public employers in their ongoing mission to serve taxpayers, while providing financial

security to retired public employees and significant economic benefits to their communities.

Public plans are, indeed, a useful component of the new retirement paradigm of the future.
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Technical Appendix

The multiplier effect described in the text is based on the marginal propensity to consume

(MPC) which refers to the proportion of each additional dollar of household income used for

consumption. As Keynes (1936) noted, people tend to consume more if their income rises, but

this consumption gain tends to be less than the rise in their income. The MPC states that a

worker who receives an increase in salary of $100 per month will spend some, but not all, of the

entire $100; savings and taxes will make up the difference. It can be expressed as a formula:

MPC = M - MPS -t, which simply means that the marginal propensity to consume equals

the change in income minus savings minus taxes. The multiplier effect can be derived from the

MPC as 1/(1-MPC).

To compare actual benefits paid by public DB pensions and the benefits that might have

been payable by DC plans earning lower assumed investment returns, we reduced by ten percent

) the amount paid by public DB pensions to reflect migration of retired participants from the five

states. This reduces the DB payments figure to $44.2 billion. For the20-year period ended in

2002, public DB plans experienced annualized investment returns of 10.03 percent. As a base of

comparison, using the Nebraska benefits adequacy study and the Investment Company Institute

report on the asset allocation of 403b and 457 plan participants as a guide, we assume a net

annualized investment return for DC plans during the same period of 6.5 percent. Based on these

, rates, the DC plan portfolio would have returned 41.7 percent of the investment gains accrued by

the DB plan. Applying this proportion-4l. 7 percent-<:>f the investment earnings DC plans

would have generated, to the benefits actually distributed by public DB plans in the five states,

yields $18.4 billion. This amount is referred to here as the inferred value of available DC

.
/
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Figure 1. Sources of Public Pension Revenue
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j Figure 2. Changes Over Time in Public Pension Fund Revenue by Source, 1983-2002
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Table 1. Estimated Benefits from DB and DC Plans, Assuming Lower Returns to DC
Investments, 2002 (in $ billions)

23

$ Value % Value Added
Actual Benefit Value Added to to Gross State
Payments Assumed. Added by Gross State Product by
Made by Payments Higher DB 2001 Gross Product by Higher Returns
Public DB from DC Plan State Higher

State Plans Plans Returns Product Returns
California $14.88 $6.20 $8.68 $1,359.27 $26.05 1.9%
New York $12.48 $5.20 $7.28 826.49 21.85 2.6%
Texas $5.87 $2.45 $3.42 763.87 10.28 1.3%
Ohio. $5.62 $2.34. $3.28 373.71 9.85 2.6%
Illinois $5.36 $2.24 $3.13 475.54 9.39 2.0%

Total $44.21 $18.43 $25.78 $3,798.88 $77.42 2.0%

Note: Columns may not add due to rounding.

Source: United States Dept of Commerce (2003).
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I For the 25 percent of state and local government employees who do not participate in social

security, pension benefits are generally higher to compensate for the absence of social security

benefits.
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Worries. about retirement security abound. Fatuilies fear that they won't have
enough to support an adequate retirement income as home values and finan-
cial markets plummet. Dwindling profit margins have employers looking to cut
costs. And governn1ents are concerned about delivering on the promises that
they have made to their citizens and to their employees as t(L"'{ revenues shrink
a"mida weakening economy.

In this environment, some have proposed replacing traditional
defined benefit (DB) pensions with 401(k)-type defined con-
triburion (DC) retirement savings plans in an eiIort to save
money. But decision makers would be wise to look before they
leap. To deliver the same level ofretirement benefits, a DB plan
.can do the job at almost half the cost of a DC pian. Hence,
DB plans should remain an integral part of retirement jncome
s~curity in an increasingly uncertain world because they offer
employers and employees a better bang for the buck.

The value of traditional DB pensions to employees is generally
recognized: th~y provide a secure, predictable retirement
in(:ome that cannot be outlived. But less well knovvn is the
value of a DB l;ension to an employer. Due to their group
nature, DB plans possess "built-in" savings, which make
them highly efficient retirement income vehicles, capable of
delivering retirement benefits at a low cost to the employer and
employee. These savings derive from three principal sources.

First, DB plans better manage longevity risk, or the chance of
funning out of money in retirement. By pooling the longevity
risks oflarge nU,mbersof individuals, DB plans avoid the "over"

'saving" dilemma - that is, savil;g more than people need on
average to avoid runriing out of cash - that is inherent in DC
plans. Consequently, DB plans are able to do more with less.

Second, because DB plans, unlike the individuals in them,
do not age, they ,lre able to take advantage of the enhanced
investment returns that come from a balanced portfolio
throughout an individual's lifetime.

Thij'd, DB plans, which are professionally managed, achieve
greater investment remrns as compared with DC plans that
are made up of individual accounts, A retirement system that
achieves higher investment returns can deliver any given level
of benefit at a lower cost .

Because of these three factors, we find that a DB pension plan
can offer the same retirement benefit at close to half the cost
of a DC retirement savings plan. Speci.ficaIly, our amllysis
indicates that the cost to deliver the same level of retirement
income to a group of employees is 46% lower in aDB plan
than it is in a DC plan. This is an important factor for policy
makers to consider, especially with respect to public sector
workforces, where tax dollars are an important source of funds
for retirement benefits. DB plans area morc efficient use of
taxpayer funds when ofiering retirement benefits to state and
local government employees.

,More specifically, this study finds that ...

• Longevity risk pooling in a DB plan saves 15%,
• ivIaintenance of a balanced portfolio diversification in a DB

plan saves 5%, and
• A DB plan's superior investment returns save 26%

.., as compared with a typical DC plan.

A Better Bang for the Buck 1
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TWO APPROACHES TO RETIREMENT:
DB AND DC PLANS
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Employers who offer retirement benefits can consider two basic approaches: a
traditional defined benefit (DB) pension plan and a defined contribution (DC)
retirement savings plan.1 Each type of plan has certain distinguishing character-
istics that' influence their cost to employers and elnployees.2

.How DB plans work

'vVhiJeemployers h:1.\'ea good degree of flexibility in design-
ing the features of a DB plan, there are some features all DB
plans share.

DB plans are designed to provide employees with a predictable
monthly benefit in retirement. The amount of the tnoIlthly
'pension is typically a .nll1ction of the number of years an em-
ployee devotes to the job and the worKer's pay - usually at
the end ofthei.r career.3 For c.xample, the pJari might provide
a benefit in the amount of 1.5':\'0 of final average pay for each
year worked. Thus, a worker whose final average salary was
$50,000, and who had devoted 30 years to the job, would ea.rn
a monthly benefit of $1,875 ($22,500 per year), a ~tlln that
would "replace" 4591) of his l1nal average salary after he stops
wodcing, This plan design is attractive to employees because of
the security it provides. Employees know in advance of mak-
ing the decision to retire that they will have a steady, predict-
able income that will enable them to maintain a stable portion
of their pre-retirement standard of living.

Benefits in DB plans are pre-funded. That is, employers
(and, in the public sector, employees) make contributions to
a common pension trust fund over the course of a worker's
career.These funds are invested by professional asset managers
'..vboseactivities arc overseen by trustees and other fiduciaries.
The e~\rningsthat build up in the fund, along with the dollars
initially contributed, pay for the lifetime benefits it worker re-
cciv.cswhen he retires.

How DC plans work

DC plans fi.mction very differently than DB plans.

First, there is no implicit or explicit guarantee of retirement
income in a DC plan. Rather, employers (and usually employ-
ees) contribute to the plan over the course of a worker's career.
"Vhctl1er the funds in the account will ultimately be sufficient
to meet retirement income needs will depend on a number of
factors, such as the level bf employer and employee contri-
butions to the plan, the i.nvestment returns earned on assets,
whether loans are taken or funds are withdrawn prior to retire-
ment, and the individual's lifespan.

ViThileDC plan assets are also held in a pension trust, that
trust is comprised of a large number of individual accounts.
DC plans are typically "participant directed," meaning that
each individual employee can decide how much to save,how
to invest the fund~ in the account, how to modif), these in-
vestments over time, and at retirement, how to withdraw the
funds. Retirement experts typically advise individuals in DC
plans to change their investment patterns over their lifecyde .

....... _ ...•."---~._-.,.""_..,, ..... _ .••....._"._~._.._--_ ..-_..__ ...-.--~.-.."._ .._-,_._.__ ..._-_._"-----_._-_._-----------_ .._._--

2 Natlonal.lns~ltute on Retirement Security
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In other words, at younger ages, because retirement is a long
way oft~workers should allocate more funds to stocks, wh.ich
have higher exp'ectedreturns, but also higher risks. As one gets
doser to retirement, experts suggest moving money away fi-om
stocks and into safer, but lower returning assets .like bonas.
This is to guard against a large drop in retirement savings on
the eve of retirement, or in one's retirement years.

This high degree of participant direction makes DC plans
very flexible in ;1.ccomrnodatingindividuals' desires, decis.ions,
and' control. Employees, however, do not always follow the
best expert advice when it comes to saving and investing for
retirement.' rl~)o many workers hil to contribute sufficient
'amounts to the plans, and individuals' lack of expertise in
making investment decisions can subject individual accounts
to extremely unbalanced portf(}1ioswith too little or too much
invested in one particular asset, such as stocks, bonds, or cash.

}()r example, one study found that more than half of all DC
plan participants had either no nll1ds invested in stocks-
which exposes them to very low investment returns-or had
almost all their assets allocated to stocks, making tor a much
more volatile portft)1.ios

Another important difference between DC and DB pbns
becomes apparent at retirement.' Unlike in DB plans. where
workers are entitled to receive regular, monthly pension pay-
ments, in DC plans it is typica.lly left to the retiree to decide
how to spend one's retirement savings. Research suggests that
man)' individuals struggle with this task, either drawiilg dO\\/n
funds too quickly and running o,lt of money, or holding on to
funds too tightly and enjoying a lower standard of living as a
result.6In theory, employers that offer DC plans could provide
annuity payout options, but in practice they rarely do.!'

BOTH DB AND DC PLANS ARE IMPORTANT
TO RETIREMENT SECURITY

Because individuals do not have perfect knowledge as to whether they 'will re-
main in a given job (and therefore in a given DB plan) until retirement, taking
,advantage of the opportunity to save in a supplen1ental DC plan can provide
employees with usefuldiversification of retirement income sources.

DC plans are also flexible vehicles that can accommodate in-
.dividual retirement ilK'ome needs that can vary. For example,
two otherwise identical workers might have different family
situations, health needs, or simply different preferences and
expectations about their retirement income needs. DC plans
give workers the oppornmity to save for retirement in a man-
ner that reflects their individu;,J situations.

This is why m~st retirement experts liken the ideal design of
retirement income sources to a "three-legged stool," consisting
of Social Senirity, a DB plan, and a supplemental DC savings
.plan. Indeed, researchers have bund that workers who have
access to all three sources of retirement income are in the best
position to achieve a s.::cureretirement.8

However, to the extent that retirement benefits fl.)!:private sec-
tor employees constitute a cost to employers, and since benefits
for public employees are supported by taxpayer conrributions,
designing retirement benefits in a fiscally responsible fashion
is an important public policy goal. To that end, it is important
for policymakers to recognize that the features that make DB
plans highly attractive to employees - a predictable monthly
retirement benefit. l()w fees and professional management of
retirement assets - also provide significant Sa\~.ilgsfor employ-
ers and taxpayers.

----.-.---.--- .. - - .. -- --.----.-----------.--- .. -._ .. - .. - .. --- - ---.- - - -.---- .. ----------------- - -- --- ..-.-- - ---.-.---.----.-.- .. -----.,,:,.,- .....,.-.- ..0:':
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'The cost of either a DB or DC plan depends primarily, but not only, on the gen-
erosity of the benefits that it provides. Economists have found that DB plans are
typically more generous than DC plans, and obviously, lTIOregenerous benefits
are Illore expensive.9

However, for any gi.venlevel of benefit, a DB plan will cost less
.dun a DC plan.JO This mak\s DB plans, in the language of
economists, more~lfiiienl since they stretch ta;xpaycr,employer
or emp.i<;>yeedollars further in achieving any given level of re-
tirement income.

This mak'es DB plans, in the language of
...economists, more 'efficfe:htslncethey
stretchtoxpoyer,ernptoyeror "employee
'dollorsfurrher inC/chieving any'given.level

There are three primary reasons behind DB plans' cost advantage.

•• First, because DB plans pool the longevity risks of large
numbers of individuals, they avoid the "?ver-saving" dilem.-
ma inherent in DC plans. DB plans need only accumulate
enough funds to provide benefits for the average life expec-
tancy of the group. In contrast, indiV.idualswill need to set
aside enough nl1ldsto last for the "maximum" life expectancy
if they want to avoid the risk of running out of money in re-
tiremeilt. Since the maximurn life expectancy can be substan-
tially greater than the average life expect?ncy, a DC plan will
have to set aside'a lot more money than a DB plan to achieve
the same level of monthly retirement income ..

4 i'-Jationaiinstltute on Retirement Security

• Second, because DB plans do not agc. unlike t11Cil1dividu-
als in them, they are able to take advantage of the enhanced
investment returns that come trom a balanced portfolio
over .longperiods of time . .tor instance, ongoing DB plans
generally include individuals with a range of ages. As older
workers retire, younger workers enter the plan. As a result.
the average age of the group in a mature DB plan does not
change much. This means DB plans can ride out bear mar-
kets and take advantage of the buying opportunities that
they present without having to worry about converting all
of their money into cash for benefits in the near future. By
contrast, individuals in DC plans must gradually shift to a
more conservative asset allocation as they age, in order to
protect against financial market shocks later in life. This
prclccss can sacrifice investment returns because people
may have to sell assets when they are worth too little due
to market flucmations coinciding with retirement timing.
Ivloreover, they arc not able to take advantage of higher e~i(-

pected returns associated with a balanced portfolio .

•• Third, DB plans achieve greater investment returns as com-
pared with DC plans based on individual accounts. Superior
returns can be attributed partly to lower fees that stem from
eCOIlomiesof-scale. }Jso, because of professional manage-
ment of assets, DB plans achieve superior investment per-
fi)rmance as compared to the average individual investor.
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METHODOLOGY

We compare the relative costs of DB and DC plans by constructing a model that
hrst calculates the cost of achieving a target retiretnent benefit in a typical DB plan.
We express this cost as a level percent of payroll over a career. We then calculate
the cost (;f providing the same retirement benefit under a DC plan. Additional
details on our methodology can be found in the Technical Appendix to this report.

Our model is based on a group of 1,000 nevvly-hired employ-
ees. For the purposes of simplicity, we give all inpividllais a
common set offeatures. All newly hired employees are female
teachers aged 30 on the starting date of their employment.
They work for three years and then take a r"vo'-yearbreak from
their careers to have and raise children. They return to work at
age 35 and continue working until age 62. Thus, the length of
the career is 30 years. By their final year ofwork, their salary has
reached SSO,OOO, having grown by about 4% percent each year.

Next, we denne :1 target retirement benefit that. combined
with Social Security benefits, _vill allow our 1,000 teachers
to achieve gene'rany accepted standards of retirement income
adequacy. The plan provides a benefit in rerirementequal to

$26,684 per year or $2,224 per month. A cost ofliving adjust-
ment is provided to ensure the benefir maintains its purch;1.s-
ing power during retirement. Thus. each teacher will receive a
bencht: equal ro 53% of her final year's salary th,lt adjusts with
inflation, which we estimate at 2.8% per year. VVith this beneht
and Socia! Security benefits, each teacher tan expect to receive
roughly 83% of her pre-retirement income - a level of retirement
income that can be considered adequate, but not extravagant.

\-\Fedefine certain parameters for life expectancy and invest"
ment returns. Then, on the basis of all these inptlts, we ca.lcu-
late the contribution t11atwill be required to fund oltrtarget
retirement benefit through the DB pbn over the course of a
,career. \Ve do the sa\ne for the DC plan.

WHAT IS ~N 41ADEQ.UA.TE" RETIREMENT BENEFIT?

Experts generally bel.ieve that in order for a retiree tornaintainthe same standard of living enjoyed during workirig
years, income from a II sources (So.dal Secudty. DBpe'nslons, DC savings plans, etc.) should replace wughly 70 to 90
'percerlt ofpre-retirernentincome: Because someexpenties (commuting costs, payroll taxes, etc.) disappear after
retirement it maybe possible to l1iair'ltain onE!'spre-h:l.tirementstanciardoflivil1g, even with areplatl?rnent «ltio (that
",is,th'en!ltio,of tetir~meht ihc6rn~t'oprE:~r~tirementincQnn~)~fless.than 100,%. ' ' , '"

.~~ . :~.,.".

F()rex~rnple; Aorlco~suttillgandGeorgia5tateUnivers ity estimaN? that asing!e retkee with apre-rT;tireme ritiriC0l11€
of$50,OOOw~'Ll:rdneed:'to achieve <lJeplacemenf ratiQ of,80%in ordertq maintain pre-retirernent living standards.) \
Other analysts have recomrllCimdedthat workerS5ceektoiJchieve an even higher replacement ratio. Human r-esourc€s
.consulting firm Hewitt Associatespredicts that employees win actually need rnoremohey in retirement than during
-their wor!<.ingyears,and suggests (J target replacement ratio of 125%to cover retiree healthcareandDtherexpens-
esJ2ln OU~discussion,Y/0 target areplaceme0trate of83%ofpre-retiremenirocOmeforbothtne D8 am:ltheQCplan.

A Better Bang for the Buck 5

99



, •••••••• - •••••• _ •• _ ••••••• - •••• ~.- •••••• _ •••• _-_ •••• _._ •••••••••••• _ •••••••• _ •••• _-~., •• _ ••••• ~-~.~ ••••••• _ •••• _ ••• _ •••• ~._ ••••••• •• __ •• ~ft __ ._ •• • •• __ ~ .,~_, ~._ •• , ~ ••• _ •• ¥.

DB PLANS ARE MORE COST EFFECTIVE BECAUSE
OF LONGEVITY RISK POOLING, PORTFOLIO
,D IV E R 5 I Fie AT ION, AND 5 UP E RIO R R E TU R N S

We find that the cost to fund the target retirement benefit under the DB plan
comes' to' 12.5% of payroll each year. By comparison, we find that the cost to
provide the same target retirement benefit under the DC plan is 22.9% of payroll
each year. In other words, the DB plan can provide the same benefit at a cost that
is 460/0 lower than the DC plan, as shown in Figure L,

The DB cost advantage stems ii'om differences in how benefits
are paid out in each type of plan, how investment allocations
shift in DC pbns as individuals age, and how actnal invest-
ment returns in DC plans compare with those in DB plans.

Figure 1:
Cost of DB.and DC Plan as % of Payroll

25

Longevity Risk Pooling

Longevity risk describes the uncerta.inty 'anil1.cliliidllal faces
with respect to their exact lifespan. While actuaries can tell us
that, on average, our pool of female teachers who retire at age 62
win live to be 85, they can also predict that some will live only
a short time"and some will live to be over 100. Figure 2 illus-
trates the longevity patterns among our 1,000 teachers. \Vith
each passing year, fewer retirees arc still living, Age 85 corre-
sponds to the year when roughly half of retirees are still alive.
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In a DB plan, the normal {()fIn of benefit is a lifetime annuity,
that is, a series of monthly payments that lasts until death. A
DB plan with a large number of participants can plan for the
fact that some i,ndividuals will live longer lives and others '.vill
live shorter lives.Thus, a DB plan needs only to ensure that it
has enough assets set aside to pay for the {['verage life expectan-
cy of all individuals in the plan, or in this case, to age 85. Based
on our target benefit level, the DB plan needs to have accumu-
lated approximately $355,000 f()r each participant in the pian
by the time they turn 62. This amount will ensure that every
individual in the plan will receive a regular, inflation-adjusted
monthly pension payment that lasts as long as they do. The
contribution required to fund this berlcfit, smoothed over a
OLreer,comes to 12.5% of payrolL
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Figure 2: Longevity of 1,000 Retired Female Teachers
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.WHAT ABOUT MONEY FORA SURVIVING SPOUSE?
I

r Our analysis did not explicitly anatyze the effect of providing income to a retiree's surviving spouse. But the method

of providingfor spousebeneflts would be similar under either the 080r DC approach. Uncjer a DB ptan, a retiree has
the option of electing a reduced rnonthly benefit in exchange for a portion of the benefit continuing on to her surviv-
ing SPous€tfthere is one. Virtually alLpension pians offer at least a "50% Joint and Survivor" opti,on anda .11 00% Joint
and Survivor" option. For e>:ample, in ODr model. the retired teacher c,Quid have thre'e payment options:

'. $2,224 per month for as tong as she lives, with no surviving spouse benefit, or

• $2;046 per nionth for' as long as she lives, with half ($1 ,043) continuing to her surviving husband for 35 tong as he
lives, or

•. $L882 per month for as' long as either theretiree or her husband Fves

These thr,eecrptlons are roughly"actuariaHyequivalent/meaniqK i:hi;ltfora large group fqUowing theactuari?Hy

assumed fr'J0 rta tl l:y and investmentreturn patterns, the plancostsafeneu,\ral;:yithr~sp,ecttotheoption chosen

Und~ra DC plah, ifthis re tire e wa,nred to provide her husband with retirementtncbme shbi.Jldhdoutltveher, she would
reduce the amount of her rnonthlywithdrawals to enable him to bemon? likely to have residual assets available for
him upon herdeath.lf the retired (ouplewere to make calculations as to how much to reduce their benefit they would

n!akecakutatlonsldentical to those made by the plan to determine the actuarialiy equivalent benefit.

10other word$:~hedesire ofprovidings~rvivor[ncome can bemetth[ougheitheraD8orDC pfarf:

,We.couldha've mbdeledourap~tys,is basedoli a,married, retiree seeking suryivor incbrneprotection,butaddtng~hi's
complexitYYiould not have madea materia [difference in our analysis, This 'lsbecaus€ while it isdiffkult for a retiree
to predicfhowlohg she :-viIIlive; it is also difficultfor a coupletopredicthowlong they each wHIIlve.

A Better Bang for the Buck 7
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Total annual payments out of the DB pLtn will have a hump-
shaped pattern as seen in Figure 3. The amount of benefits
paid out will in\2reasefor a number of years, because the effect
ofinfhtiOI1 adjustlnents is greater than the effect of individuals
gradually dying off At age 77, the impact of retixee deaths

overtakes the effect of the cost of living adjustments and
payments decline with each passing year. In the DB plan,
every retiree recieves a steady inflation-adjusted monthly
income that lasts until her death.
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Figure 3: Total Payments under the Defined Benefit Plan
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Next, we contrast this sihlation with that in a DC plan. Because
DC plans rarely offer annuity options, individuals must sclf-
insure longevity risks. This can be an expensive proposition.
Because an individual in a DC plan does not know exactly
how long she will live. she will probably not be satisfied with
socking a"vay an amount suHicicnt to last for the o'i.'frage ,life
span, for if she' lives past age 85, she will have depleted her
retirement savings. For this reason, an individual will probably
want to De sure that she has enough money saved to last for
'the maximum life span (or something close to it).

'vVedefine the "ma..-x:imumlife expectancy" for purposes of this
analysis as 97 years old. It corresponds to the age beyond which
only 10% of individuals survive, and therefore it is not a "tme"
measure of m:L'l.imumlife expectancy.D In fact, om mortality
table indicates that one lucky individual out of the 1,000 will
celebrate her 110tl1 birthday. This simplif)!ing assumption is
'intended to be more realistic (that most individuals will be

satisfied with a 90% chance of not outliving their money,
rather than a 1009.'0chance). but it will also tend to understate
the cost of the DC plan. Figure 4 illustrates the payout pattern
under the DC plan, where individuals withdraw funds on an
equivalent basis to the DB plan until age 97 - that is, in a
series of regular, inflation adjusted payments. After age 97,
there are no more withdrawals, even though 100 (10% of our
initial pool of 1,000) teachers are still living. The money has
simply run out.

Thus, our simplifYing assumption of using a 90th percentile
life expectancy of 97, rather than the tme m'Lximum life
expectancy. will reduce the cost of providing the target benefit
under the DC plan, but will also mean that individuals with
exceptionally long lives will experience a reduced standard
of living, compared to what they would experience. under a
DB plan. Thus, in our cxamp.!c, the DC plan ends up aetHally
delivering less in total retirement benefits than the DB plan.

..._ ..._-----,~_._------,--_.__ ._._,-_ ..._ .._.~...- ..._.__ .._._ .....__ ....__ ...~-~.-----------_._..~_.__ ._~'---'-_.__ ._.- .... _-_ ...._ ..._ •...._~.__ .._._ ..._-_._-
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Figure 4: Total Benefit Payments under the DCPlan Based on Life Expectancy of 97
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Of course, those 10% of individuals who do survive beyond
age 97 would want to avoid the possibility of having thei.r
retirement income reduced to zero. It is likely that individuals
will respond to a long life by gradually reducing their
withdrawals from the plan to avoid running out of money.
Thus, we assume that once an individual reaches age 90, she
begins to redllce the size of annual withdrawals from the plan.
This changes the withdrawal pattern to avoid the steep drop
off in payments at age 97, as shown in Figure 5. However, it
should be noted that those with very long lives will see their
standard of living reduced significantly.

It is important to acknowledge that if a retiree dies before
exhausting all pI her retirement savings, the money in the
account does not simply evaporate. Rather, it will pass to her
estate. Benefits that were intended to be pension benefits
.become death benefits paid to heirs instead. This is the "over-
saving" dilemma that is inherent in DC plans. As Figure 6
illustrates, the aggregate amount of money transferred to
estates is substantial - totaling 24% of all assets accumulated
in the plan.

Vihile some individual heirs will benefit fi'0111 these inter-
generational transfers of wealth, they are not economically

efficient from a ta."{payeror employer perspective. Because heirs
did not provide services that the employer/taxpayer benefited
from, providing additional benefits to heirs is ecimomically
inefficient. Nlorcover, these additional "death benefits" are not
tied ill any direct way to an individual employee's productivity
during her working years, rather their value is a function of
living a shorter life.

DB plans avoid this problem entirely. Bi pooling longevity
risks, DB plans can not only ensure that all participants in
the plan will have enough money to last a lifetime, they can
accomplish this goal with less money than would be required
ina DC plan. Because DB plans need to fllndonly the l/~)frtlge

life expectancy of the group. rather than the r;:flximum life
expectancy for all individ~lals in the plan, less money needs to
be accumulated in the pension fund. Remember that the DB
plan needed to accumlllateabout $355,000 for each participant
in the plan by the time they nIrn 62 in order to fund the target
level of benefit. Due to the "over-saving" dilemma, DC plans
milst accumulate at least $455,000 per participant, or $100,000
more, in order to minimize the likelihood of running out
of funds. In order to accumt)late those additional amounts,
contributions to the plan would climb to 16.0% of pay, fl:om
12.5% under the DB plan.

A Better Bang for the Buck 9
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Ftgure 5: Total Benefit Payments under the DC Plan Based on Adjusted Life Expectancy
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Figure 6: Total Benefit + Estate Payments under the DC Plan
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Maintenance of Portfolio Diversification

A retirement system that achieves higher investment returns
can deliver a gi.ven level of benefit at a lower cost. All else
equal, the greater the level of investment earnings, the lower
contributions to the plan win need to be." Prior research
substantiates DB plans' significant advantage 111 investment
'returns, as compared with DC plans.

Part of the reason why DB plans tend to achieve higher
investment returns as compared with DC plans is that they
::ir(clong-lived. That i.s,unlike individuals, who have a finite
career and a finite lifespan, a DB pension fund endures across
generations; thus .a DB plan, unlike the individuals in it, can
maintain a well-diversified portfolio over time. In DC plans,
'individual;;' sensitivity to the risk of financial market shocks
increases as they age. The consequences of a sharp stock
market downturn on retirement assets when one is in their 20s

are minor, compared to when one is 011 the eve of retirement.
For this reason, individuals are advised to gradually shift
away f~'om higher risk/higher return assets as they approach
ret.irement. \Vhile this shift offers insurance against the
downside risk of a bear market, it also sacrifices expected
return since more money will be held ill cash or similar assets
that offer low rates of return in exchange for more security. A
reduction in expected investment returns will require greater
contributions to be made to the plan in order to achieve the
same target benefit.

In our model, tllC well-diversified DB phn is expected to
achieve inveiitment rehtrns of 8% per year, net of fees. In the
DC plan, individuals gradually shih out of higher risk/higher
return assets in favor of .lower-risk/lower return assets. This
results in a sacrifice of expected annual rehlrn of 2% by age 97,
as shown ill Figure 7.
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Figure 7: As Portfolio Allocation Shifts, Expected Return in DCPlan Falls
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We und that a 1% per year disadvantage in DC plan investment
rettirns compounds over time to create a significant cost
disadvantage. In particular, we find that the amount which

mtlst be set aside for each individual at retirement age no\'v

climbs to about $550,000 (compared to the roughly $3S5,OOO
required in the DB plan). The level of contributions, to the

plan climbs again, this time to 22.9% of payroll (compared to
12.5% under the DB plan).

But fees are only part of the story - differences in the way

retirement assets arc managed in DB and DC plans playa

substantial role. As previously discussed, investment decisions

in DB plans are made by professional investment managers,

whose activities arcovcrscen by trustees and other fiduciaries.

Research has found that DB plans have broadly diversified

portfolios and managers who fi)lJow a long-terrn investment

strategyY We also know that individuals in DC plans, despite

their best efforts, often fall short when it comes to making

good investment decisions. Thus, it should not be surprising

that researchers find a large and persistent gap when

comparing investment returns in DB and DC plans. IvIunnell

and Sunden put the difference in annual return at 80 bas.is

points.20 A 2007 report from the global benchmarking firm,

CEM, Inc., concluded that between 1998 and 200S, DB plans

showed annmtl returns 180 basis points higher tlun DC plans.

largely due to diHerences in asset mix.21 And \iVatson vVyatt

found that, between 1995 and 2006, DB plans outperformed

DC plans by 109 basis points, on average. Among large plans.
the DB advantage was even greater - at 121 basi" points. 22

However, DB plans, unlike DC plans, bear theadmlnistrative

costs of making regltlar monthly payments after retiJ'ement.

In our model, we usc conservative estimates of the differences

. in DB and DC plan costs and expected returns. \Ve model

a 100 basis point (1%) net disadvantage for the DC plan

annual investment returns as compared with DB plan returns.
\Vhile this is slightly higher than the estimate of !vlunnell

and Sunden,"J It is lower than the more recent estimates of

Flynn and Lum,24 and \Vatson vVyatt.25 This 100 basis point

differential persists imo the retirement years and magnifies

the effects of the shift in asset ,tllocation discussed previously.

However, our model separates these ette,cts to avoid double-

counting. We do not isolate the impact of expenses and fees

from the impact of superior investment management skill.

Atllninistrativc costs are largely driven by scale. Thus, a

similarly-sized DB plan and DC plan can have opportunities

to negotiate minimized administrative expenses. A DC plan

involves costs t:hat do not e.xist in a DB plan, such as the

costs of individual recordkeeping, individual transactions, and
investment education to help employees make good decisiollS.

Superior Returns
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Another important reason why DB plans achieve higher

investment returns than DC plans is that assets are pooled

-and professionally managed. Expenses paid out of plan assets

to LOver the costs of administration and asset management

reduce the amount of money available to provide benefits. As

a result, a plan that can reduce these costs will require fewer

contributions. By pooling assets, large DB plans arc able to

drive down asset management and other fees. For example,

researchers at Boston College find that asset management fees

average just 25 basis points for public sector DB plans. IS By

comparison, asset management fees for private sector 401(k)

plans range from 60 to 170 basis points.:!> Thus, private DC

plans suffer from a 35 to 145 basis point cost disadvantage, .

as compared 'with public DB plans."; On their face, these

.differentials may appear small, but over a long period of time,

they compound to have a significant impact. To illustrate,

over 40 years, a 100 basi~ point difference in fees compounds

to a 24% reduction iIi the value of assets available to pay for
.retirement benefits.:8

'.,""Ie fina that the shift in portfolio allocation has a modest,

but nonetllc1ess, signi.ficant effect on cost. Specifically, we find

that the per-retiree amount that must be accumulated in the

DC plan by retirement age nO\", climbs to about $485,000.

By comparison, the DB plan requires about $355,000. The

contributions required to fund the target benefit level now

-climb to 17.0% of payroll (compared to 12.5% of payroll under

the DB plan).

12 National Institute or: Retirement Security
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UBUT1 THOUGHT DC P1.ANS WERE CHEAPER?"
UNTANGLING BENEFIT GENER.OSITY .AND ECONOMIC EFFICIENCY

GMwm Freeze Salaried Pensions, Shift to 401{k)s
". "move \.vilt save the struggling automaker $420 million in 2007:'

USA Today - Aprill 0.2007

IBM Adds Its Name to the List of Firms Freezing Pensions
" ... cut worldwide retlrement-related eXpenSf!S by $450 million to $500 million this year:'

The Washington Post - jonuory 6, 2006

Verizon to Halt Pension Outlay for Managers
"... company hopes to save about $3 biliion over the next decade':

The New Yot'!<Times - December 6.2005

Headlines like these have. understandably but unfortunately, led to a good deal of confusion about the relativ~ costs

and economic efficiencies of DB plans versus DC plans. While many employers have cited the financial burden of DB

.plans as their main reason for shifting from a DB to a DC plan. it is important to separate the question of benefit gen-

erosity from the question of the economic efficiency of a retirement plan.2s

A reviewof the economic literature he.!ps in'this regard. Researchers have found that when employers move out of DB

and into DC plans. they almost always cut the avera~e employee benefit in the process. 2i Ghilarducci and Sun find. for
instance. that.between 1981 and 1998 the average employer pension contribution declined from $2.140 to $1.404
per employee. while the share of pension contrIbutions attributed to DC plans increased from 23% to 68% in that
time period."s Also, a UK study found that the average contribution per employee 15.15-18% under a DB systenl, but

'only 9% under a DC system.:::" Thus. when employers simultaneously reduce their contributions along with the move
from DB to DC, they will undollbtedly save money. Yet this does riot mean that DC plans are inherently che.aper than
DB plans; it simply means that employers are reducing employee benefits. \'v'hile also changing the benefit design.
Shifting costs from one party (the employer who reduces contributions) to another (employees who receiVE, less in
retirement) doesnot reduce costs overalL As the The Economist succinctly put it. "Whatever the' arguments about the
merits of the new V1ave of IDCJ schemes. if you put less money in, you witl get less money auf'3D

Whether an employer chooses a DB plan, a DC plan. or both, it has to decide how generous the benefits should be. But,
I 'as our analysis demonstrates, the economic efficiencies built into DB plans meanthat such systems can provide the

same benefit at a much lower cost. as compared with a DC plan.

A Better Bang for the Buck 13
107



._.~_.•..w~._~.~••_ ~.. ._~_.. _ __ .~ _."'~'~""~_' __ "."_'~_"~'_' __ '"",__"~_,,,,_~,,_~ "'_~"" ,,_"~__ ~_''''~__ '',._._ ..~.._ _~._._._ _ _._ _~~._._ •..~.__. .._._ _ .~ ~'_~_"~_' _._ _ .._. __~. ~._. .__ '~,_. ~

SUMMARY OF RESULTS:
DB PLANS REDUCE COSTS BY ALMOST HALF
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'I'aken together, the economies that sten1 from investment pooling and longevity
-risk pooling can result in significant cost savings to employees and ernployers (or
in the case of the public sector, taxpayers). In our model, required contributions
are 46% lO\iVerin the DB plan as compared with the DC plan.

Our analysis clearly demonstrates that DB plans ,ue far more
cost-effective than DC plans. We find that to achieve roughly
"the same target retirement benefit that will replace 53% of final
salary. the DB plan will require contributions equal to 12.5%

of payroll, whereas the DC plan \-villrequire contributions to
be almost twice as high - 22.9% of payroll.

Wef1nd that due to the effects oflongevity risk pooling. main-
tenance .of portfolio diversification, and greater investmen.t
returns over the lifecycle, a DB plan can provide the same level
of retirement benefits at alm()st half the cost of a DC plan.

Figure 8: Tallying DBPlan Cost Savings

those with very long lives) are able to enjoy an adequate
retirement benefit that lasts a"lifetirnc, at the samc time that
.they require less money to be contributed to a retirement plan
and fewer assets to accumulate in the plan. \Ve calculated ,he
amount of money that would be required to be set as.ide for
each retiree in each type of plan, to provide a modest retirement"
bendit of about $2,200 per month. A.sshown in Figure 9, at
retirement age, the DB plan requires only about $355.000 to
be set aside tor each individual, whereas the DC plan requires
almost $550,000. The difference - nearly $195,000 for each
and every employee - illustrates that the effi.cienciesembedded
in DB plans can yield large dollar savings for employers,
employees and taxpayers."
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Figure 9:
Per Employee Amount Required at Age 62
DB Plan vs. DC Plan

Our results al.soindicate that DB plans can do more with less.
That is, they c;n ensure that all inclivi.dualsin the plan (even

.The longevity risk pooling that occurs in the DB plan.accounts
for tWo of the increment:ll cost savings. DB plans' ability to
maintain a more diversified portfolio drives another 5% cost
savings, and thei.r superior investments returns across the
lifecycle generate an additional 26% reduction cost.
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CONCLUSION

Our findings indicate that DB plans provide a better bang for the buck when it
con1es to providing retiren1ent income. We find that a DB plan can provide the
same level of retirement income at almost half the cost of a DC plan. Hence,
DB plans should remain a centerpiece of retirement incolne policy and practice,
especially in light of current fiscal and economic constraints.

\Ndind that the biggest drivers of the cost advantages in DB
plans are longevity pooling and enhanced investment returns
that derive fi'omreduced expenses and professional ma.nagement
'of assets. The sacrifice of investment returns tha.t results from
life-cycle driven shifts in portfolio allocation in DC plans
had a smaller, but still significant, efIect. The sources of cost
savings in DB plans rcnect, at a very basic level, the difIerences
in how DB and DC plans operate. Group-based DB plans
provide lifetime benefits and feature pooled, cost-efficient,
professionally managed assets: these features drive signifi.cant
cost savings that benefit employers, employees, and taxpayers.

\Nhen considering our results, it is important to keep. in
mind that in our effort to constnlct an "apples to apples"
comparison, we made a number of simplirying assumptions
that actually renected more f;lVorably on DC plans. For
instance, we did not model any asset leakage frc)m the DC
plan before retirement, through loans or early vrithdrawals nor
any terminations of employment under either plan. vVe also
.assumed that individuals followed a sensible "goldilocks-like"
withdrawal pattern in re6rcment - not too fast, not too slow,
but just right. We used conservative estlmate$ of the difference
in actual investment returns between DB and DC plans. And,
we used a 90th percentile life expectancy to project requi.red
aC(."luTIulationsir; the DC plan, rather than "full"lifeClI:pectancies.
Thus, if anything, our analysis likely underestimates the cost
of providing benefits in a DC plan and thereby understates the
.cost advantages of DB plans.

Due to the buile-in economlC efficiencies of DB plans,
employers and pollcy makers should continue to carefully
evaluate claims that "DC plans ..•.viE save money."As discussed,
bendit generos!t)' is a separate question fi'om the economic

efficiency of a retirement plan. \Vhilc either type of plan can
offer more or' less generous bendits, DB plans have ~1clear
cost advantage for any given level of retirement benefit.
Considering the magnitude of the DB cost advantage, the
consequences of a decision to switch to a DC plan could be
dramatic for employees, employers, and taxpayers.
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Finally, policymakers should consider proposals that can
strengthen existing DB plans and promote the adoption of
ricw ones. When viewed against the backdrop of workers'
increasing insecurities about their retirement prospects and the
economic and fiscal challenges facing employers and taxpayers,
now more than ever, policy makers ought to foctls their
attention and energy on this important goal. The very features
that make DB plans attractive to employees drive cost savings
for employers and taxpayers. In this way, DB plans represcnt
a rare "win-win" approach to achieving economic securit), in
retirement that should be recognized and replicated.
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TECHNICAL APPENDIX:
.CALCULATING THE COST SAVINGS EMBEDDED IN DB PLANS
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\Ve calculate the cost, expressed as a level percent of payroll
over a career, of.achieving a target benefit in a typical bB plan
and c.ompare that with the cost of providing the same target
benefit in a typical DC plan.

We begin by constmct.ing. a cohort of 1,000 newly-hired
employees. For the purposes of simplicity, we give this cohort
a common set of features. All newly hired employees are age
30 on the starting date of their employment and they are aU
female teachers. They work for three years and then take a
two-year break' from their careers to have and raise children.
They return to work at age 35 and continue working until age
62. Thus, the length of the career is 30 years. By their final
year of work, their salary has reached $50,000, having grown
by 4.05% percent each year.

Modeling DB Plan Benefits and Costs

The DB plan provides a benefit in ret.irement equal to 1.851J1)

of final average salary for each year worked. This represents the
median benefit among DB plans covering public employees
who are also covered by Social Security.32Final average salary
is calculated on thcbasis of the final three years of one's career,
which in this Clse is $48,079. Thus, the initial bendit in the
DB plan is $26,684 per year or $2,224 per month.

The DB plan provides a cost oHiving adjustment that ensures
the benefit maintains its purchasing power during retirement.
'Inflation is projccted at 2.8°Alper year. Thus, cach individual
in our cohort will receive a benefit equal to 53% of her final
year's salary that adjusts with inflation. This DB plan (in
combination with Social Security)would allow an employee
to meet generally accepted standards of retirement incomc,
adequacy, or roughly 83% oEpre-retirement inc(lme.

DB plans typically otTer married participants the ability to
receive joint-and-survivor annuity benefits, whereby when
the retiree dies, hel: spouse cail continue to receive a monthly
benefit that will last the spouse's lifetime. But the retiree pays
the cost of this survivor's benefit. That is, the monthly benefit
that would be payable on a single-life basis will be redticed by
an actuarially determined factor to account for the fact that
payments may continue if the retiree dies before her spouse.
Therefore, for simpli~:ity,we moclel all bcnefit payouts on a
single-life basis (and do the same for the DC plan), using the
RP-2000 HealrhyFemale Annuitants mortaJity table.

In order to model the contributions that are required to fund
these benefits, we start by establishing exp.ccted investment
return.s. The DB plan is expected to achieve nominal

. investment returns of 8.01% per year. net of fees.We calculate
a weighted average return, based on assumptions about asset
allocation and returns for each asset class.

The DB plan follows a typical asset allocation of 2% in cash/
liquid assets, 15% in treasuries/agency debt, 13% in corporate
bonds, and 70% in equities and alternative assets. Our expected
investment returns for each asset .class are based on the
projections prepared by the Office of the Actuary of the Social
Security Admin,istration to support analysis of the impact of
private accounts by the President's Commission to Strengthen
Social Security. The Commission's report described these
assumptions as "conservative, " noting that these assumptions
are "much lower than that used in many academic and
policy studies."33 \Ve expect cash/liquid investments to earn
a nominal 2.8% per year, treasuries and agency debt to earn
5.8%, corporate bonds to earn 6.3%, and stocksand alternatives
to earn 9.3%. Asset management fees of 0.25% are deducted
from these retmns,. reflectjng the average fi)r DB plans in the
public sector..l4
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Figure 10. % of-Assets Expected Annual
Investment Return.

Cash/Liquid Investtnents 2% 2.8%
_ .._-------_._-_. __ ..._. __ .._----_._--_._-_ ..__ ._----

,

Treasuries and Agency Debt 15% 5.8%

Corporate Bonds 13% 6.3%

Stocks and Alternatives 70% 9.3%

Less Asset ;vlanagement Fees -0.25%

Overall Portfolio 8_0%

On the basis of these inputs, we calculate the contribution that

'will be required to fund this benefit through the DB plan over
the course ofa career, and express this as a level p~rcent of payrolL

Wc lind that the cost to fund thc to.rget retirement benefit,

smoothed over a career, comes [() 12.5% of payroll. Conb:ibutions
could be made entil'c1y by the employer, or, in the public

sector, they may be split between the employer and employee.

Modeling DCPlan Benefits and Costs

.Modeling the c{)st of the target retirement benefit in t11eDC

plan requires some adjustments based on what we know about

how DC plans differ from DB plans.

First, because employees are not provided with an annuity

benefit at retirement under the DC p1:111,"l,vedetermine the

size of the lump sum amount that an individual ,,~'6u1dneed

to accumulate by their retirement date in order to fund a

retirement benefit equivalent to that provided by the DB phll

(including inflation adjustments) for a period of 35 years, or

to ,lge 97. This represents our estimate of the "ma;amum life

'expectancy," It ,~orresponds to the age beyond w!lich only 10%
of individuals survive, and therefore is not a "true" measure
of maximum life expectancy. In fact, our mortality table

indiclltes that one individual autaf 1,000 will survive to 110.
This simplif}'ing assumpti;)n is intended to be more realistic
(that most individu;tls will be satisfied with a 90% chance of

not outliving their money, rather than a 100% chance). Using

a 90th percentile life e.xpectancy- of 97, rather than the true

-maximum life expectancy will reduce the cost of providing

the target benefit under the DC plan, but will also me~n
that individuals with exceptionally long lives will experience

a reduced standard of living, compal'ed to what they would

experience under a DB plan.

Of course. those 10% of individuals who do survive beyond age

97 would see their standard of living drop guite dramatically
once their DC accounts wcredepJeted. J n reality; incl.ividuals

would be likely to respond to a long life by gradually reducing

their withdrawals from the plan to avoid the possibility of

having their retirement income reduced to zero. For th.is

reason, we assume that once an individual reaches age 90, she

reduces annual withdrawals from the plan. Vile assume that the

individual monitors her "maximum life expectancy" each ye,U',

and whenever it increases by a year, she adjusts her withdrawals

accordingly. Figure 11 illustrates this process.

To model the impact of the shift to a rrlOre conservative porrtdio

aUocation, starting at age 62, we have individuals begin to

shift their portfolio allocation to gradually reduce the share

held in equities and increase the holdings of cash and liquid

investments, treasuries and agency debt, and corporate bonds.

At age 62, the portfolio holds 65% of assets in equities; by age

72 it holds 49%; by age 82, it holds 33%; by age 92, it holds

16%; and so on. This drives the expected return on the baseline
portfolio down from 8% peryear to 6% per year iri nominal terms.

The investment/withdrawal strategy we model is not the

result of an optimization rule, rather it follows ad hoc rules.

Th~ investment strategy is modeled as a "glide path," along

which the retiree grltdually reduces her exposure to equities.

Withdrawals ate designed to mimic DB plan payouts, at

least in the early years of retirement, declining in later years.

\Vork by \Villiam Sharpe and colleagues suggests that an
optimal approach would integrate investment and withdrawal

t.•.Better Bang for the Blick 17
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Figure 11: '''Maximum Life ExpectancyIJ increases as one gets older

N
o

0 ....................................•.....................•...................•....... ,.

12D

J.I0

,
>-
<..;
c 100
r1J....•
<..;
GJ
Q..
>< 90w
QJ

:t::
-r 80c
::J
r
C

><
r:; 7{)2:,

50
N
'..0

_ •• _ ••• ¥ •• _-_._---_.~--_._---._---------_._--------_._--------_._-----_._._-_._--~_._----_ •• __ ._. __ ._~_._-_._ •• -._--------

strategies. Specifically, they find that a constant withdrawal
rate must be paired with a riskless investment strategy in order
tp be optimal fm' an individuaps However. a post-retirement
asset allocation entirely concentrated in risk-tj'ee .assetswould
dramatic~illy drive up the cost of the DC plan. Thus our
model's ad hoc investment and withdrawal strategies would
tend to understate the cost advantage of DB plans.

\Ve lise conservative estimates of the differences in DB. and
DC plan costs and expected returns. \Ve assume that a large,
sophisticated employer will seek to use whatever economies
of scale are available to negotiate fees down on both types of
plans. To capture the effect of lower DC plan rehu'm over
a lifetime, due to fee differentials and superior investment
decisions, we model a 100 basis point disadvantage .in net
'return 'as compared with DB plan returns. VVhile this is
slightly higher than the estimates of :Munnell and Sunden,36
it is 10V\'erthan the more recent estimates of Flynn and Lum37

and \Vatson Vv.yatt.:wThus, we assume individuals achieve a
7% nominal rate of rehlm during their working years. This
100 basis point differential persists into the retirement yem's.
.So the return disadvantage compounds on top of the shift in
portfolio allocation. (We calculate the impact of each effect
separately. to avoid double counting.) As a result, the expected

return on the portfolio gradually decLines from 7%,per year to
5% in nominal terms.

On the basis of these inputs, we calculate the contribution that
\",illbe required to fund this benefit through the DC plan over
the course ofa career, and express this as a level percent ofpayroll.
vVe find that the cost to fund the target retirement benefit,
smoothed over a career,comes to 22.9% ofpayroll in the DC plan.

Future extensions of our model might incorporate additional
differences between DB and DC plans. For example, one
could analyze the impact of "lealwge" of assets from DC plans
through loans or early withdrawals. two feahlres which are
rare in DB plans. Pre-retirement death and disability benefits,
which are a common feature of DB plans, but not DC plans,
could be considered as well. Finally, the model could be
extended to capture cyclical and idiosyncratic variances in
investment rehl.rns. That is, one could analyze the eHects
of ups and downs in financial markets and the impact that
these have on investment returns and costs in both DB and
DC plans over a career. Also, the fact that in DC plans some
individuals will have "better luck" with investing than others
means that individuals' retirement prospects will exhibit a
wider dispersion than what is predicted by our model.

._-_._-_." __ .__ ._ _ _--'---,-_._~~.~--_._-_._--------_.__ ._-~_.---'---"
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Executive Summary

California's public employee pension systems are unfair, unstable, unpredictable, and out-
dated. They are unfair because they prevent public employees from having a voice in how
their hard-earned dollars are invested. They are unstable because state contribution rates
fluctuate wildly. They are unpredictable because pension costs are eating up the budgets
of state and local governments. They are outdated because they are incompatible with the
demographics and desires of today's workforce.

California needs a pension intervention for three reasons:

• The current pension systems ar~ inherently unstable and unpredictable, leaving gov-
ernments at risk of defaulting on their obligations and public employees at risk of a
reduction in benefits.

• The pension systemsare an increasing burden on state and local government budgets, which
means that taxpayerswill have to paymore t6 keep the systemnmning.

• The pension systemsare outdated and inappropriate for a modern workforce, placing public
employees at a disadvantage compared to their private-sector counterparts.

California operates several pension systems for state and local employees. These include the
California Public Employee Retirement System (CaIPERS), the California State Teach-
'ers Retirement System (CaISTRS), and dozens of local pension systems. They all operate
under a defined benefit (DB) pension structure. DB plans guarantee specific annual pension
amounts upon retirement. The amounts are calculated based upon a comb~nation of the
employee's peak annual salary, age, and number of years of service.

While employees are assured predetermined pension amounts, public employers (state and
local agencies) are not assured defined costs. This is because DB plans depend on the suc-
cess of a collective investment portfolio. Ideally, the returns on the invested funds cover the
promised benefits to retirees. But the market is in constant fluctuation, and the investments
often under-perform, creating an unfunded liability.

An unfunded liability is defined as "the difference between the value assigned to retirement
benefits earned by employees and the assets the retirement system will have to provide
those benefits." Because of this fluctuation in pension costs, state and local governments are
unable to predict how much to allocate towards pensions each year.

In the end, state and local governments have had problems meeting their pension obliga-
tions and taxpayers have had to cover the shortfalls through cuts in services, tax hikes, and
heavy borrowing.

California's public employee pension systems are also outdated for today's workforce. In
the 21st century, employees no longer remain in one job for their lifetime, but the cur-
rent system is skewed so that it benefits long-term workers who retire directly from public
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employment. The vast majority of short-term public employees are shortchanged under the
current plan. If given the option, they would prefer a pension plan that allows employees
to take their pension account with them when they leave public employment. The system
must be changed "because it is unfair to both taxpayers and employees. '.--

M\:'chof the private sector, aswell as a nUmberof other states,have alreadymoved awayfrom the
defined benefit (DB) structure. Instead, they have adopted defined contribution (DC) pension
plans. DC plans provide employeeswith portable and individually controllable retirement ac-
counts, while taxpayersobtain a systemthat isstable and predictable.DC plans contain a number
of other advantages. Taxpayerswould see long-term cost savings, a new workforce recruirment

)'

tool, and protection frompolitical and investment risks.

For employees, the benefits include greater investment choices, protection from political
manipulation, and most impor~ant, higher returns. Based upon our findings, 61 percent
of the state's public employee workforce would obtain higher returns under a DC pension
plan, including the roughly 120,000 state workers who choose to leave public employment
before retirement.

Our economy is ever changing, making it necessary for individuals tb go from job to job.
lWhy shouldn't their money go with them? The public has realized this for some time. A
.' recent survey showed that nearly two thirds of Californians support changing to defined
contribution pension plans. Californians deserve pension systems that are fair to taxpayers
and employees alike. The time has come for a pension intervention.
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Introduction:
Why California Needs a Pension Intervention

During an intervention, family and friends gather together to stop a loved one from selfe
destructing. California, to put it simply, is self-destructing: its public-employee pension
systems are in trouble and the time to deal with the problem is now.

There are three overarching reasons why California needs a pension intervention:

• The current pension systems are inherently unstable and unpredictable, leaving gov-
ernments at risk of defaulting on their obligations and public employees at risk of a
reduction in benefits.

• The pension systems are an increasing burden on state and local government budgets,
which means that taxpayers will have to pay more to keep the system running.

• The pension systemsare outdated and inappropriate for a modem workforce, placing public
employeesat ~disadvantage compared to their private-sector counterparts.

California's pension systems not only pose a risk to the state but are genuinely unfair to tax-
payers and public employees alike. Public employees deserve a pension that provides more
flexibility, choice, and protection from political manipulation. Taxpayers deserve a pension
system that is more stable, predictable, and fiscally prudent.

Reform looked promising in early 2005 as Governor Arnold Schwarzenegger championed a
reform proposal that would have ended wild cost fluctuations, saved the state millions and
'provided investment choice for workers. His plan, however, was unpopular with police and
firefighter unions, who claimed that themeasure had the potential to remove on-the-job
death and disability benefits.

The initiative, which did not apply to current employees, was silent on how the death and
disability benefits would work for future workers. Neither the initiative's authors nor the
governor had any intention of changing any death and disability benefits, but repeated ef-
forts to dispel fears proved futile.

Gov. Schwarzenegger chose to pull the initiative and put the issue on hold for 2005. The
governor pledged to continue working on this issue in 2006 and beyond. But California
cannot afford to wait.

Other states have alreadymoved forward in their reforms, leaving California behind the curve.
. (

The state must adapt to the needs of a 21st century workforce and provide the retirement plan-
ning options that millions of private-sector employees already enjoy. California's leaders can
no longer delay the inevitable. The state's public-employee pension systemsmust be changed.

123



Chapter 1:
wWhat's\f\{rong With California's Public Employee Pension Systems

. I..California's Current Public Employee Pension Systems

. I

California operates several pension systems for state and local employees. Some are small
systems run under the jurisdiction of a city or 'county. Others are giants such as California's
Public Employee Retirement System (CaIPERS) or California's State Teachers Retirement
System (CalSTRS), the biggest and second-biggest retirement systems in the nation, re-
spectively. CalPERS is the pension system for 1.4 million current and former state and lo-
cal employees, while CalSTRS provides pensions to 750,000 current and retired K-12 and
community college teachers throughout the state. Cities and counties have the option of
participating in CalPERS and/or CalSTRS or they can institute their own independent pen-
sion system.

All of California's pension systems operate under what is known as a defined-benefit (DB)
plan structure. DB plans guarantee specific annual pension amounts upon retirement. The
amounts are calculated based upon a combination of the employee's peak annual salary,
age, and number of years of service.

For example, the current formula for general state employees under CalPERS allows an
employee to retire at age 55 with two percent of their peak annual salary for every year the
employee has worked. If an employee with 30 years on the job, having earned a peak sal-
ary of $100,000 a year, chooses to retire at age 55, then that employee is able to receive 60
percept of his or her top salary, or $60,000 annually throughout retirement. If that same
employee retires at 65 with 40 years on the job, he or she would receive 80 percent, or
$80,000 annually.

Pension calculation formulas vary with type of emplpyment-CalPERS permits public
safetyworkers, namely police officers and firefighters, to retire at age 50 with three percent
of peak salary for every year served-and jurisdiction-Orange County's pension system
permits a 2.7-percent calculation at age 55 for its non-public safety workers.

California's pension systems, like all DB plans, ensure a set figure for the retiree. Annual
payments are mandated under state law. Though employees are assured this defined benefit,
the employers (state and local agencies) do not have defined costs.

Like all DB pension systems, CalPERS and CalSTRS receive their funding from payroll
contributions, both.from the employee (five percent of salary) and the employer agency
(which fluctuates based upon investment returns). These funds are invested in various mar-
ket instruments such as stocks, bonds, and other commodities, under the supervision of
board members.

A 13-member board runs CaIPERS, which deploys an investment portfolio worth $200 bil~
lion. I CalSTRS has a 12-member board and its portfolio holds $132 billion in assets.2 These
members have the responsibility to oversee the management of the pension funds and have
decision-making power over where the funds are invested.
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Members of the boards are composed of political appointees chosen by either the governor
or the legislative leadership and directly elected members chosen by the pensioners them-
selves. In addition, the State Treasurer and Controller are ex-officio members of both the
CalPERS and CalSTRS boards.

Ideally, the returns on the invested funds cover the promised benefits to retirees. But the
market is in constant fluctuation, and the investments often under-perform, creating an
unfunded liability. An unfunded liability is defined as "the difference between the value as-
signed to retirement benefits earned by employees and the assets the retirement system will
have to provide those benefits.") When this difference occurs, a pension system's health is
determined by its funding ratio (available assets to liabilities). A lower funding ratio implies
that a pension Systemhas a higher potential to default on its obligations .

. 'II. California's Pension Systems Are Inherently Unstable and Unpredictable

California's DB pension systems,allow a retiree to receive a guaranteed pension based on a
combination of peak annual salary, age, and years of service. Pension amounts are guaran-
teed under state law at retirement. This ensures that the employee will receive a set amount
no matter how the invested funds perform. This detachment from the success of the invest-
ments reveals the root of the problem.

Regardless of the health of the pension fund, employees remain entitled to benefits while
taxpayers are obligated to cover the costs. Because taxpayers bear the investment risk, gov-
ernments must fund the pension account regardless of whether available revenues can sup-
port it. The core problem is that DB plans have unpredictable costs~

A DB plan depends on the success of the collective investment portfolio. If the investments
are under-performing and can't meet the pension obligations, taxpayers must foot the bill.
While under-performance can bea result of various factors, the overall success of the mar-
ket plays a major role.

During a recession or economic downturn, investment gains usually slow along with the
economy. Not coincidentally, tax revenue usually does the same under these conditions.
Therefore, state and local governments that operate under DB pension systems must
deal with pension deficit problems at a time when they are least able to afford them.
This ups the incentive for cuts in services, borrowing, and tax increases, all politically
unpopiIlar moves'.

Conversely, with an economic boom, investment returns and revenues are most likely
abundant. Rarely, though, is the windfall given back to taxpayers. In fact, in California it
is illegal to use CalPERS surpluses for General Fund allocations. Instead, during periods of
surpluses, political pressure mounts to increase pension benefits.
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Wild Fluctuations in State Contribution Rates

State employer contribution rates have varied widely in the past two decades. Figure 1
charts the fluctuation in state retirement contribution rates as a percentage of payroll since
fiscal year 1991-1992. State employees are broken down into two categories: non-public
safety employees hired before 1991, and public-safety employees: Looking at the chart, one
can see periods when employer agencies did not have to contribute as much to the system,
not coincidentally during the late-1990s economic boom. Within the past several years,
rates have skyrocketed.

Figure 1: Annual Contribution Rates are Unpredictable
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The volatility of the pension costs makes it unpredictable to plan for pension allocations
out of a government's budget. Under the current system, legislators, county supervisors and
city council members do not know whether their burden will be severe or light in a given
year. If governments could predetermine pension contributions, elected officials could al-
locate accordingly in their budgets, allowing for better fiscal planning and stability.

III. State and Local Government Budgets Are Engulfed by Skyrocketing
Pension Costs

As shown with the rise of contribution rates in the past several years, California's state
and local governments have seen a dramatic spike in the cost of employee pensions. This
upward trajectory of costs has swallowed the budgets of cities, counties, and the state itself.
These costs have been passed on to the taxpayers in the form of tax hikes, cuts in services,
and sizable debt.
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CalPERS' Annual Deficits

The CalPERS system is set up so that the returns on invested funds cover promised benefits
to retirees. Recently, that has not been the case, as the invest;nents have under-performed
leaving the fund with unfunded liabilities.

In order to cover. the pension outlays, money must be allocated by the legislature from the
state's General Fund. From ZOOO to Z004, the amount of CaIPERS' unfunded liabilities
grew substantially, increasing the burden on the state budget. Figure Z charts the rise of the
CaIPERS' annual deficits during the period.

Figure 2: Dramatic Increase in Taxpayer Dollars Used to Bail Out CalPERS
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At the beginning of ZOOS,the projected General Fund allocation towards CaIPERS' short-
fall was $Z.6 billion. Then throughout the year, CalPERS saw improved returns. It also
adopted anew "smoothing" policy that requires investment gains to be spread mit over a
IS-year period. This will, in turn, spread out the costs of each year's shortfall over a longer
period. Even with these two developments, the legislature still had to fill a CalPERS short-
fall of $1.3 billion.4 The deficits are expected to remain and will continue to increase: the
projected deficit for Z009 is $3.5 billion.5

CalSTRS' Funding Shortage

CalPERS isri't the only major pension fund in trouble. CalSTRS has also had a tough time
meeting its pension obligations.

In 2000, CalSTRS had a funding ratio of 110 percent, meaning that it had 10 percent more
money than it needed to'pay future pension obligations. In ZOOS,that figure dropped to 8Z
percent. The California Legislative Analyst estimates that CaISTRS' total operating short-
fall is mor.ethan $Z3.1 billion.6
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Things are so bad at CalSTRS that in June 2005, a trustees meeting was held to discuss
options on how to tackle 'the severe shortage. As reported in the Sacramento Bee, the
board mapped out a plan to reduce benefits for new employees and increase the employee
contribution rates.

Estimates by the consulting firm Milliman showed that CalSTRS must hike contributions
by at least four percent to meet obligations. If they don't. ask for more from employees,
the pension fund would have to earn a return of 9.1 percent every year for the next thirty
years to meet its obligations,. This is highly unlikely given that the average long-term stock
market return is eight percent. If nothing is done, Milliman calculated that in 30 years Cal-
STRS' shortfall could reach $217 billion.7

As the CalSTRS board deliberates, the state continues 1'0 cover the fund's shortfalls.
In fiscal year 2005-2006, the state allocated $469 million to cover CaISTRS. 8

Local Governments' Unfunded Liabilities

Counties and cities are also having problems meeting their pension obligations, some
at dangerously high levels. This is seriously impacting the distribution of local funds.
To meet their pension obligations, services are being cut, infrastructure investments
are being postponed, and borrowing is increasing, leaving sizable debt repayments in

)

the future.

This problem is plaguing CalPERS counties and cities as well as those localities that retain
independent investment pools. For example:

• Contra Costa County, with a non-CaIPERS system, allocated 12.26 percent of their
General Fund towards pension costs for fiscal year 2004-2005. A recent report by the
Contra Costa Grand Jury states that the county's pension fund needs to see 18 percent
returns over the next five years to meet its pension liabilities.9

• Equally alarming, the city of Bakersfield, a CalPERS city, spent 14 percent ofits 2004-
2005 General Fund on pensions, up from 4.9 percent in 2003-2004. The city saw their
pension obligation rise by $1.6million in 2004.10

• Another CalPERS city, San Marcos, has seen tremendous jumps in costs. The city
shelled out only $712,000 in 2001. In 2005, $3.7 million must come out of the budget.
In 2006, $5.1 million, a seven fold increase in five years.1I

• Los Angeles County had the largest nominal pension deficit of California's 58 coun-
ties in 2003, a full $3.9 billion. In order to pay for this deficit, the county allocated
$711 million of its $18 billion total budget toward pension payouts. In 2005, things
got worse. Retirement costs swallowed up $125 million more of the budget, with $836
million going towards pension costs.
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The list of struggling localities goes on and on. Virtually all of California's cities and coun-
ties are facing rising pension cC)sts.Some stand in great risk of bankruptcy if the pension
problems continue. Nowhere is this more apparent than in San Diego, California's second-
latgest city.

San Diego, A Worst~Case Scenario

The problem began in 1996, when San Diego began purposefully under-funding their pension
system;moving in:vestment dollars out of the pension pool to fund the city's operating budget.
At the same time, the pension board was doling out pension perks to the workers in exchange
for approval of the under-funding scheme. This plan worked during the high-performing 1990s,
but when markets tanked in 2001, San Diego's pension system sufferedsevere shortfalls.

In 2002, the city only had enough funds to cover 75 percent of its pension liabilities. By
2004, that number declined to 67 percent.13 In 2005, San Diego's pension system had a

\ whopping $1.5 billion deficit, the highest among California's cities.

Riddled with debt, the city tried to borrow its way out, but San Diego's credit rating is so
poor that the city cannot issue bonds. Unable to borrow, the city has had to cut services
sU(~has libraries and aquatic centers. San Diego will now have to increases fee and taxes to
help pay for pension costs.

Things are sobad in San Diego that the Securities and Exchange Commission, the FBI,and the
District Attorney are investigating the under-funding scandal, an act that led to the resigna- _
tion ofMayor Dick Murphy, a'special mayoral election, and a call for municipal bankruptcy.

Since state and local governments are spending more on pension outlays, governments are
trying to find ways to finance them. As stated, cuts in services and tax hikes frequently oc~
cur, but a much more common alternative is heavy borrowing.

Pension Debts Consume California

For years California has used the selling of pension bonds as a substitute to General Fund
raids or tax increases. In 2003, California's outstanding debt on the state and local pension
obligation bonds was $17.725 billion.14 While these bonds may dull the pain, they prolong
the problem, leaving sizable repayments to subsequent generations because more debt today
means higher taxes in future.

Governor Schwarzenegger, who since taking office in 2003 has maintained a pledge of no
new taxes, has turned to borrowing to help pay for a portion of the pension shortfalls. In
2004, Schwarzenegger attempted to borrow nearly $1 billion. After taxpayer groups negoti-
ated the governor down to $550 million, the governor and ~he legislature tried to sell the
bonds, but an{Orange County taxpayer group challenged the bonds' constitutionality. On
November 17, 2005, a judge in Sacramento ruled that the bonds were unconstitutional
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because the voters did not approve of them via referendum. The state will have to pay the
$550 million out of the General Fund in 2006.

Combined, local governm~nts borrow more than $2 billion annually from pension bonds, IS
And some have been overwhelmed with pension bond debt. Some examples include:

• Sacramento County, where despite having to repay $538 million borrowed in 1996 .
to cover pensions, the county was forced to sell $460 million in bonds for its 2003
pension shortfall.16

• San Diego County where they recently issued $454.1 million in pension bonds to deal
with their pe'nsion troubles. This debt is on top of $430 million borrowed in 1994 and
$.737million borrowed in 2002. San Diego County is prime for reform. In 2001, the
County had a 107 percent funding ratio and saw a surplus of $238.7 million. By 2003,
the County could only fund 76 percent of its obligations. It currently stands at 81 per-
cent and has an unfunded liability of $1.2 billion,I7

Pension costs are plaguing budgets up and down the state. Despite California's improving econ-
omy, CaIPERS, CaISTRS, and other pension funds cannot make their obligations without
diving into taxpayer dollars. With an increasingly unsUstainable system, taxpayers can only
pay so much. The situation was correctly summarized by Assemblyman Keith Richman who
called California's public employee pension systems "a ticking fiscal time-bomb" threatening
all levels of government."IBCertainly, fixing the system is vital to California's fiscal health.

IV. California's Pension Systems Are Outdated for Today's Workforce

California's current defined<benefit pension system structure is outdated for a 21st century
workforce. DB plans were originally created at a time when the average length of retire-
ment was shorter, and thus less expensive per person. Today, people are living longer-life.
expectancy is 80 years for men and 84 years for women-and thus collect more in pension
benefits. California's demographics compound th~ problem.

The baby-boomer cohort is set to retire in the next 10 years. Such a large number of retir~
ees will require more investment into the system so pension obligations can be kept. To
meet the demand, either more employees need to,be hired via an expansion of government
services, or require the remaining workers to pay a higher contribution rate. The latter sce-
nario is more likely, with employees shelling out more for their predecessors' pensions.

While this might be necessary to keep the pension system solvent, statistics show that
younger workers do not stay in one job for a long period of time, and thus would be less
likely to "wait it out" for their pension. With an employment culture that values worker
choice over corporate loyalty, employers can no longer expect their employees to stay in
one job their entire life. This is reflected in national job turnover rates.19
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According to the Department of Labor, the median job tenure length for American employ-
ees is 4.7 years. For those workers between age 25 and 34 that figure is near 2.6 years.20 By
age 32, an average American worker has held nine jobs.21 The statistics show that today's
yo~nger workforce is less likely to stick around to pay for the pensions of older retirees.

Job mobility is now the norm. Given this trend, workers are less likely to prefer a pension
plan that does not allow employees to take their pension accounts with them when they
leave the public sector. Under the current system, when a public employee switches to a
private-sector job, the money the employer contributed into the pension system on their
behalf is not refunded or held until retirement.

Only employees that are vested in the pension systems--those workers that have five years of
service under their belts--can get their employee contribution back in the form of a pens'ion at
.retirement. If employees are not yet vested, their employee portion is un-refundable as well.

This system of holding employees' retirement funds hostage is incongruent with the needs
of the modern American workforce. This system is undesirable to the vast majority of per-
sons who desire only short-term public employment.

The Private Sector Has Moved Away from Defined Benefit Plans

The private sector has understood that DB plans are incompatible with current job and eco-
nomic trends and has moved away from them over the past two decades. As shown in Figure
3, the number of private-sector DB plans was near 103,000 in 1975. That figure spiked in
1985 at 175,000, but since then the number of plans has declined, reaching only 48,000 in
2000. Companies that have retained DB plans have suffered because of them.

Citing the reality that retirees are living longer, these companies, such as US Airways, Boe-
ing, and Bethlehem Steel, to name a fe~, have had to shell out enormous amounts of money
to. cover the pension obligations. This has led to decreasing profit margins and increased
debt. Furthermore, these companies are having a hard time competing with foreign firms
and newer American companies that do not offer DB plans.22 These "legacy costs" have
been estimated by the Department of Labor to run about $450 billion cumulatively.23

As these companies struggle, they continually rely on the government as a crutch. They do
this because the Pension Benefit Guaranty Corporation (PBGC), a Federal entity, insures
corporate pensions by taking on the obligations if the company goes belly up. The most
recent example of such a bailout occurred in May 2005 as a U.S. bankruptcy court cleared
the way for PBGC to take on United Airlines' pension liabilities.24

As more and more companies falter on their pension responsibility the PBGC has to take
on more of the 101id.Unfortunately, it too is riddled with deficits, up to $23 billion worth in
2004. This is remarkable considering it enjoyed an $8 billion surplus in 2001.25Further, pro-
jected costs to the public over the next twenty years are expected to reach $91 billion. 26
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Figure 3: Decline of Private Sector Defined Benefit (DB) Pension Plans in the U.S.
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The Private Sector Has Moved Towards Defined Contribution Plans

Realizing that DB plans are outdated, unstable and costly, the private sector has adopted
defined contribution (DC) pension plans. DC plans provide employees with a portable and
individually controllable retirement account that is their own.

With DB plans, investment funds are collected in a common pool and invested collectively,
but with DC plans, individual employees have the opportunity to choose how and where
their retirement savings gets placed. With such options, employees can decide whether they
want to pursue a conservative or more risky investment strategy. Employees can also choose
to be a hands-off investor by hiring a financial services company to invest on their behalf.
Many companies help their employees find an investment advisor that suits them.

The most common form of retirement investment in the private sector is the tax-exempt
401(k) account. Employees contribute a portion of their paycheck into the account every
month. While the worker is employed, the account grows. At retirement, the employee
can cash out and collect their earnings. Some companies will even "match" the employee's
contribution up to a certain amount, allowing the account to grow at a higher rate.

While DC plans provide the employee with more control than a DB plan, DC plans provide
the employer with cost stability and predictability. Because the employee shares the invest-
ment risk, companies can plan for how much they will have to contribute towards pensions
in a given year.

. .

For example, consider a company with 100 employees each making $100,000 a year. That
equates to a $10 million payroll. If the employer matches a maximum of five-percent con-
tribution, then in a given year the company can plan to contribute $500,000 towards their
employees pension that year. If in the next year everyone gets a $5,000 raise, then the com-.
pany can expect their pension contribution costs to total $525,000.

132



This predictability allows for a company to plan for their pension obligations well in ad-
vance. They fully consider the costs of employees' pensions during the hiring process and
decide whether they can afford that obligation. This ability to plan allows for the pension
system to be sustainable and fully funded. Under a DC plan, companies are not atrisk for
skyrocketing costs eating up more and more of their annual budgets.

Because of its advantages, the majority of America's companies have chosen to move towards
DC plans. As seen in Figure 4, the number of private-sector DC,plans has nearly quadrupled
since 1975, rising to more than 686,000, or 92.3 percent of all private pension plans in 2000,21

Figure 4: Increase of Private Sector Defined Contribution (DC) Pension Plans
in the U.S. '
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Some of the current companies that offer 401(k)s are Southwest Airlines, Home Depot,
Wal-Mart, Microsoft, and America Online. It should come as no surprise that these have
been a few of the most successful companies over the past ten years. Hoping to avoid a po-
tential pension quagmire, businesses such as IBM and Vefizon are ending their current DB
systems and are opting for types of DC plans. And they are not alone.

The private sector must continue to adapt as competition from home and abroad increases.
Companies that have retained their DB plans have learned the hard way and bare heavy
and unstable costs. It is clear that successful businesses in the 21st century must operate
under a DC pension system. So too should governments.

Public employees desire an investment they can take with them if they change employers
and can keep until retirement. While state and local governments offer supplemental plans
that a~eportable and permit freedom of investment, the,bulk of an employee's retirement
money still is locked up in the outdated pension model. Governments are losing ground
to the private sector in attracting bright young workers. If public service is to be a desired
profession, California needs to adapt its pension systems for the 21st century.
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Chapter 2:
,Implementing Defined Contribution Pension Systems in California

For California to achieve reform it must adopt a defined contribution pension plan, but the
nuts and bolts of the reform proposal may vary. Fortunately, other states have led the way in
reforming their pension systems and California's leaders can look to them for guidance.

As of 2005, there are 20 states that permit a portion of their public employees to have
401(k) type pensions. But many of these plans come with restrictions. States such as West
Virginia and Washington limit their DC plans solely to teachers, excluding other groups
of employees.

Some states, such asOregoni have adopted hybrid plans that mandate employees to pay
into a DB plan along with their 40l(k)s. A few states, including Michigan in 1996 and
Alaska in 2005, followed the lead of t~e private sec:torand implemented a comprehensive
DC plan for all workers.

In early 2005, Governor Schwarzenegger proposed a DC pension plan for California: It
roughly followed the DC plans of the private sector and states like Michigan. But in April,
the governor scrapped the proposal due to the absence of specific language regarding death
and disability benefits. Despite this, it provided a good format for implementing a DC plan
for the state's public employees.

In 2006, California State Assemblyman Keith Richman is pushing a new proposal that
would give newly hired employees the option of entering into either a hybrid plan or a full
DC plan.

I. Michigan's DC Plan

In 1996, the. state of Michigan chose to switch to a pure defined contribution plan, grant-
ing their new employees full ownership rights of their retirement money after a four-year
vesting period. It applied to all new employees hired after March 31, 1997. The Michigan
Department of Management and Budget estimates that the defined contribution model
saved $100 million in the first year alone.28

The state of Michigan contributes four percent of every paycheck into an employee's 401 (k)
account. The state will also match an employee's contribution up to three percent, maxi-
mizing the state's contribution at seven percent. Employees can contribute more if they
wish, up to 13 percent of salary.29

The Michigan plan also gave current employees a four-month window to opt into the new
system. For those. workers,. the amount accumulated under the defined benefit plan was
moved into the employee's 40l(k).

Employees within the DC plan are able to choose among a variety of investments includ-
ing stocks, bonds, mutual funds and other commodities. CitiStreet, a private company that
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specializes in pension savings plans, provides investment administration and planning for
employees. When an employeeretires, their 40l(k) can be turned into an annuity ensuring
equal monthly payments, or transferred to an Individual Retirement Account (IRA). All
other benefits inc;ludingdeath and disability benefits are retained in the DC plan.

Michigan law requires that the Office of Retirement Services administer death and disabil-
ity.benefits to the beneficiaries. All benefits are the result of the state's participation in a
group insurance plan. If an employee is injured and permanently incapacitated on the job,
the worker will receive a monthly disability benefit based upon salary and years of service.
If an employee must retire due to the disability, they are entitled to no-cost life insurance
coverage plus continued health, dental and vision insurance at discount rates.

If an employee dies due to an employment-related activity, the worker's spouse and depen-
dent children will continue to receive health, dental, and vision insurance at no cost in ad-
dition to the monthly benefit.3o Beneficiaries will also receive distributions of the employee's
401(k) account, as well as a lif~ insurance payout equal to two times the employee's annual
salary, An additional $100,000 is provided if the death was due to an on-the-job injury.3)

II. Alaska's Reform Plan

Alaska's reform plan is much like Michigan's. Employees hired after July 1, 2006, will ob-
tain individual retirement savings accounts. Current employees and those hired before July
1will have the opportunity to switch into the DC plan. Preliminary estimates show that the
new program will reduce state costs by as much as 38 percent for Alaska's public employee
retirement system and 42 percentfor Alaska's state teacher's retirement system.32

Under Alaska's new plan, employees are required to contribute eight percent of salary to
the account. All employee contributions are immediately vested. State employers must
contribute five percent of salary towards the 401 (k) for public safety and other workers.
Teachers are able to receive seven percent from employer contributions. Employer contri-
butions are 100-percent vested after five years of employment. Unlike Michigan, Alaska's
plan contains no matching provision.

Workers who become permanently disabled are entitled to a monthJy benefit equal to 40
percent of salary. These benefits stop at retirement, at which time the employee would be
enrolled in a RetIree M~dical Benefit plan that supplements health care costs for retirees
over age 65. If the employee dies while receiving the monthly disability benefit, then their
spouse and/or dependent children will continue to receive the benefit until the year the
worker would have been eligible for retirement-either age 65 or sooner depending on
years of service to the state.

If an employee dies as a result of employment, the beneficiaries are entitled to a monthly
pension equaLto 40 percent of the employee's salary. For beneficiaries of firefighters and po-
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lice officers, they are entitled to 50 percent. This will end in the year the worker would have
been eligible for retirement, at which time the beneficiaries are entitled to the retirement
benefit. In addition, the employer will continue to make contributions into the 401 (k)
until the year the worker would have been eligible for retirement.33

III. Oregon's Hybrid Plan

In 2003, the state of Oregon instituted a hybrid pension system, named as such because the
employee maintains both a DB and DC pension plan simultaneously. Preliminary estimates
figure the hybrid plan will save the state roughly $9 billion over the next 25 years.34

In the DB portion, employees obtain benefits under the typical DB structure. Non-public
safety employees get 1.5 percent of their final average salary for every year of service upon
retirement. Public safety workers get 1.8 percent of their final average salary for every year
of service upon retirement.

"Final average salary" is deemed as the higher of either the average of the highest three con-
secutive years or one;third of total salary in the past 36 months. Retirement eligibility age for
public safety workers is 60, or 53 if the employee has more than 30 years of service. For non-
public safety workers, the age is 65, or 58 if the employee has 30 years or more of service.

In the DC portion, employees contribute six percent of salary to their individual 40l(k)
account. Employers must match that six percent with their own contribution.

If an employee is injured due to a job-related activity, they will receive 45 percent of salary
as of the last full month of employment 'after salary. If an employee dies due to a job-related
activity, their beneficiary wiHreceive 50 percent of the total pension that would have been
paid to the employee at retirement.35

IV. California's 2005 Reform Plan

On January 5, 2005, Governor Arnold Schwarzenegger outlined a DC pension plan for
new state and local employees. The day after the governor's speech, Assemblyman Keith
Richman introduced Assembly Constitutional Amendment NO.1 (ACAl). Soon after the
legislation was crafted, Assemblyman Richman along with the Howard Jarvis Taxpayers
Association, authored an initiative version almost identical in text. The governor wanted
to use the threat of a ballot initiative to force the legislature to act on the issue.

The proposal would have required that all new state and local employees hired after July 1,
2007, be enrolled in a DC plan. This included all future employees under CaIPERS, Cal-
STRS, and the other independent pension systems. It also gave current employees in those
systems a six-month window to opt into the new system if they so desired.
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Under the DC plan, all new state and local employees would have obtained personal retire-
ment accounts much like 401(k)s. The employees would retain ownership of the account
and control all investment decisions.

Figure 5: Max;imum Contribution Rates Under Schwarzenegger's 2005
Reform Proposal

In Social Security
Nonsafety
Safety

Employer

3%
4.50%

'Employee

3%
4.50%

Matching

3%
4.50%

Total

9%
13.50%

Not in Social Security
Nonsafety
Safety

3%
6.00%

4.50%
6%

4.50%
6%

12%
18%

Source: California Legislative Analyst Office

As shown in Figure 5, both employer agencies and employees would have contributed funds
into the individual accounts. The rates vary as to whether the agency, and therefore the
employee, participates in the federal Social Security System. If the agency doesn't partici-
pate, pension contribution rates were permitted to be higher to supplement the absence of
Social Security. The contribution rates would have been as follows:

For employees who pay into the Social Security system:

• Employer's Defined Contribution: A public ~gency's contribution to the worker's DC
account would be no higher than three percent of an employee's base salary, with the
exception ofpolice officers and firefighters who are eligible for up to 4.5 percent of base
salaryfrom their employers.

• Matching: I(non-safety employees contributed three percent of their base salary and
public safety employees contributed 4.5 percent, then the employer agency would
match those contributions.

• Total Contribution: Therefore, a non-public safety employee could receive up to six
percent of salary in contribution from a public agency for a total contribution of nine
perceIlt, whiie public safety workers could obtain nine percent of salary from employer
contributions, for a total contribution of 13.5 percent.

For those employees who do not pay into the Social Security system:

• Employer's Defined Contribution: Employer contributions would be no higher than
three percent for non-safety workers and six percent for public safety workers.

\. .
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Matching: If non-safety employees contributed 4.5 percent of their base salary and pub-
lic safety employees contributed six percent, then the employer agency would match
those contributions.

Total Contribution: Therefore, a non-public safety employee could receive up to nine
percent of salary in employer contributions for a total contribution of 13.5 percent,
while public safety workers could obtain 12 percent of salary from employer contribu-
tions, for a total contribution of 18 percent.

The p,roposalpermitted any local government to increase employer contributions with ap-
proval by two-thirds of the local voters. The state could also change these figures with
three.fourths approval in the legislature in two consecutive legislative sessions.36

Governor's Plan Would Have Produced Long-Term Savings For the State

While new employees would enter into the DC plan, current employees who chose to stay
under the DB plan would continue to collect their pension benefits out of the collective
investment fund. Employees and employers would still contribute into the system until the
last employee under this system retires. At that point the pension system would continue to
payout benefits until the last beneficiary dies.

The transition from a DB to a DC plan would require sizable up-front costs because the
state or local agency would have to start making direct contributions to the individual DC
accounts while also slowly decreasing the number of DB contributions for current retirees.
Eventually, though, CalPERS and CalSTRS will start to see significant savings. According
to the Legislative Analyst's Office, savings under this plan could potentially reach as much
as '.'several hundred million dollars to over $1 billion annually."37CalPERS also crunched
their own numbers.

They found that because the defined contribution rates would be far lower than the average
of current contribution rates, in the long-term, savings will occur. CalPERS estimated that
the additional costs placed on the system during the first fiscal year (2007 -2008) would be
$820 million. Over the next 10 years, the total burden would be $1 billion. But over the
next 20 years the state would save about $16 billion. Over a 3D-yearperiod, the state would
save a whopping $35.8 billion. As these numbers show, the upfront costs are miniscule
compared to the long-term savings.38

Despite long-term savings from California's 2005 reform proposal, opponents focused on
the lack of text dealing with death and disability benefits. Because it was not explicitly
written that death and disability benefits to employees and their beneficiaries would be
retained, opponents claimed that they would be eliminated.

Supporters countered that the initiative only dealt with the overarching pension struc-
ture and that additional benefits had to be negotiated in contracts. The governor made it
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clear that he had no intention of revoking any such benefits: "I can guarantee you that as
long as I am governor," Schwarzenegger stated, "there will never be any death benefits or
disability benefits taken away from police officers, from lawenforcement, or from firefighters.
It won't happen."

v. California's 2006 Hybrid Plan

In late 2005, Assemblyman Keith Richman chose to move forward with a new DC pension
proposal. This plan would require employees hired after July 1,2007 to choose between a
hybrid pension plan and a comprehensive DC plan. They will not be permitted to choose
the current system. Current employees will have the option to move from the current
system to either the hybrid or DC plan during the period running from July 1, 2007 to
January 1, 2008 ..

The pure DC plan would instate a 40l(k) for employees. Employers would be obligated to
match any employee contributions up to four percent of the employee's salary. Employers
could also match additional dollars that equal the cost of the defined benefit portion of the
hybrid plan.

The hybrid plan would also grant empioyees a 401 (k). Employer agencies would also be ob-
ligated to match \in employee's contribution up to four percent of salary, but the employees
in the hybrid plan would be excluded from the additional matching dollars.

The defined benefit portion of the hybrid plan would operate in this manner:

• Non-public safety employees who pay Social Security would receive one percent of
highest average salary for each year employed upon retirement. Highest average salary
is determined from. an average of the highest salaries in three consecutive years. The
retirement e~igibilityage is 65.

• Non-public safety employees who do not pay into Social Security would receive 1.75
percent of highest average salary for each year employed upon retirement. Eligibility
age is also 65.

• Public-safety employees would receive two percent of highest average salary for each
year employed upon retirement.

Under this proposal, all contribution rate increases must be approved by the voters in a
statewide -election. Local government increases must be approved by two-thirds of voters
in a jurisdictional election. Further, the Regents of the University of California have the
ability to boost contribution rates to recruit individuals for competitive teaching and ad-
ministrative positions. - - ,

139



And unlike the early 2005 plan, death and disability benefits are specifically addressed.
They will continue to be provided to all beneficiaries based on a formula that encapsulates
age, salary, and years of service.39

VI. California's DC Plan Must Address Concerns

Clearly, if California is going to adopt a new DC pension plan, it must follow the lead of
other states and explicitly instate a clear and straightforward death and disability benefit
process along with the 401(k). This will alleviate the concerns of public-safety officers and
their families.

Next, the DC plan should include employer matching as an incentive for employees to
invest. This is a very attractive selling point because it encourages employees to contrib-
ute more then they would have otherwise, creating a bigger 40l(k) tocollect from at re-
tirement. Accumulated over many years, these employer and employee contributions will
lead to a substantial retirement. This would make public employment even more attractive
given that many private sector employees do not provide employer matching. The DC plan
also needs to address investment options.

Some employees will be more adventurous in their investing while others will be risk ad-
verse. Therefore their needs to be a variety of investment instruments that the employees
. can access. For the more risk adverse, the purchase of put options and secondary insurance
plans should be emphasized and encouraged. Also, the employees should have the option
of Treasury notes and high-yield savings accounts if investing in the stock market frightens
them. These tools hedge an individual's investment against economic downturns and quell
the worry over investment risk.

Because some employees are not Wall Street virtuosos, state and local governments must
provide some sort of investment guidance. Michigan uses CitiStreet as its administrator.
They help create a portfolio for each employee that suits their individual preferences and
answer any and all questions employees may have. This is comforting for public employees
who understandably have a lot riding on their pension accounts.

If these provisos had been included in Governor Schwarzenegger's 2005 proposal, the pub-
lic would have certainly been more accepting to the plan. Assemblyman's Richman's recent
proposal would address some of these concerns. Others would have to be implemented
through supplemental legislation or collective bargaining agreements.

It is important that the details of any new pension plan be hashed out, so that pension.
reform can occur in California. These apprehensions should not cloud the reality that DC
pension plans are a better system for employees' and taxpayers alike.
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Chapter 3:
How CaJifomialsPublic Employees Would Gain From a Defined Contnbution Plan

Saving for retirement should be of the utmost of importance to public employees. As such,
it is only right that they should want the best possible retirement investment. With its
many flaws, DB pension plans do not provide the flexibility and security necessary for to-
day's workers. Given that DB pension systems are unstable, unpredictable, and outdated,
California must follow the lead of the private sector, and rnodernize its pension system for
a 21st-century workforce.

Fortunately, DC plans contain a number of advantages that do not exist in the current sys-
tem. These benefits include asset ownership, portability, investment stability and flexibil-
ity, protection from political manipulation, and higher returns. Combined, these provisions
make a DC plan essential for California's public employees.

I. Ownership and Portability

With a DC plan, individual workers will obtain full ownership of their retirement accounts.
As owners, they are able to whatever they want with their money, including bequeathing
the account to heirs upon death-an act forbidden under the current system.

And since the employee is an owner of the account, it is completely portable, meaning
that if the employee chooses to leave the public sector, the pension plan can be taken with
them. This provision makes sense given the amount of job turnover in the state's public
workforce.

According to Capitol Weekly, California currently has approximately 223,000 state employ-
ees, only 54,259 of whom were working for the state in 1997. Since the state averages about
6,000 retirements a year, about 48,000 employees retired during that period. This means
that 120,000 employees have been hired within the past eight years to fill in for someone
who left state employment for non-retirement reasons. It also means that three out of every
four state employees in California leave the public sector before obtaining the maximum
benefit payout.40

A vested employee-one that worked in public employment for at least five years-is able
to receive a small monthly pension benefit at retirement funded by the employee contribu~
tions they paid while employed. But employees that leave the public sector forgo the em-
ployer contribution portion. That portion is lost to them forever and remains in the fund to
pay for the benefits of those who stay in public employment until retirement.

Essentially, this equates to three other workers making contributions for one worker's re-
tirement. This is incredibly unfair to the hard-working public employees who earned those
benefits. A DC plan ensures that employer contributions go directly into an individual
workers account and not a collective'account.
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II. Investment Stability

Nearly two thirds of California's workforce is composed of those who are baby boomers
or older. The State Personnel Board estimates thatthe number of employees age 50 and
beyond will increase in the next five to seven years. Further, the available labor pool is
shrinking. Demographers state that there are only 40 million generation X-ers compared to •
70 million baby hoomers in the U.S.41 Clearly, the country and the state is in for a dramatic
shift a? those baby boomers retire.

As noted, DB pension plans do not account for demographic changes in the population. 'They
are built on the assumption that there will be a steady stream of younger workers to fill in for
those who retire. Of course, that is not always true and population statistics state otherwise.

With people living longer on average, the extended lifespan means additional years of re-
tirement benefits: With a substantial cohort of employees soon to retire, the state legislature
may decide on increasing employee contribution rates to meet the obligations to soon-to-be
retirees. This would negatively impact younger workers the most, since it is they who would
f>havetb pay for their predecessor's retirement.
r
In a DC plan, all contributions go directly into an individual's account. While the state
legislature and local governments can still hike employee contributions, the added contri-
bution would only benefit the individual employee by adding more into their investments.

III. Protection From Political Manipulation

With the current system, the pension boards decide where to invest an employee's money,
often against the ideological and moral wishes of the individual. For example, a vegetar-
ian might oppose CalPERS investing in a meat-packing plant, but because the collective
wishes of all the pensioners outnumber the individual, there is little an employee can do.

With the freedom inherent in a D~ plan, this can be stopped, since employees will be free
from the' decisions of the pensionboard. Employees can choose investments that they agree
with ideologically and morally. It will also stop other forms of political manipulation.

Under the current system, the pension boards are able to use the multi-billion dollar fund as
leverage against businesses to achieve perce!ved social gains. By threatening to dump shares or
by buying up enough shares to influence shareholder elections, CalPERS and CalSTRS have.
gained a reputation of targeting businessesthat their re?pectiveboards disagree with politically.

~!For example, in 2004, CalPERS wanted Safeway supermarkets to retool its board of di-
?, rectors and remove its CEO. The reason: Safeway challenged its striking union workers
on'benefit increases and the CalPERS board, composed of a majority of union chiefs and
union-friendly Democrats, wanted retribution.42
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This trend has been increasing in the past decade, a scary proposition for pensioners whose
investments are at risk from meddling board members. CalPERS claims that this social ac-
tivism does not come at the experise of returns, but the facts show otherwise.

A white paper by Dr. Lawrence J. McQuillan, Director of Business and Economic Studies
at the Pacific Research Institute, shows this activism has not lead to an improvement of
stock values. The paper looks into research done by several economists and finds that ef-
ficacy of shareholder and CalPERS activism is inflated. In fact, the paper concludes that the
corporate activism of CalPERS and other pension funds does not help shareholder value or
pensioners in any wayY

This becomes apparent when one looks at the annual investment returns over the past de-
cade. While CalPERS achieved a 12.7-percent return in fiscal year 2004-2005 arid a 16.7-per-
cent return during fiscal year 2003-2004,'its ten-year average is only 9.7 percent. CaISTRS'
ten-year average isworse at 9.1 percent. Compare that to the Standard & Poor's 500 and the
Dow Jones Industrial Average. Those indexes averaged nearly a 12-percent return over the
same period. 44 While causation could be attributed to a number of factors, a misguided social
and political agenda may have played a role in the underperformance of the funds.

Under the current DB structure, the employee is not free to pursue his or her own investment
strategy. With a DC plan, an employee will enjoy the flexibility to invest however they wish.
This will permit more diversity of investment and potentially higher rates of return ..

IV. Higher Rates of Return for a Majority of Workers

The current system locks employees into a rigid benefit calculation that deprives some
workers of achieving greater investment gains. While a small minority of workers benefit
under the current system, a majority of workers are being ripped off and would earn more
under a DC pension plan. .

Those who would have most to gain are younger workers who, as noted, are likely to stay
with the government for a short time. The State Personnel Board confirms that California's
public-employee workforce has high turnover rate, roughly 12 percent a year. Unfortu-
nately, because the current system bases its benefits on age, years of service and peak salary,
it is inherently skewed towards long-term workers.

Defined Benefit Plans Hurt Younger and Short-term Employees

Here's an example of how younger and short-term workers are disadvantaged by the cur-
rent system. Say a worker, Linda, enters government employment at age 22 and continues
to work for the state for 15 years. At age 37, Linda then leaves for a private-sector job.
Although Linda will obtain a small government pension upon her retirement years later,
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the final salary used to calculate her benefits at retirement will be the salary she earned at
ag~ 37, her last year of public employment. No salary increases for the next 25-30 years of

, Linda's career will be counted.

By contrast, suppose another worker, Max, starts employment at 22, continues working for
the same government employer for 40 years, and retires at 62. A~ compared to Linda, Max's
benefits will naturally equal an additional two percent of salary for each additional year
worked past age 37, which fairly gives him credit for the additional years worked. But this
additional two percent per year will be taken against the final salary at age 62, which will
include 25 years of additional salary increases. This gives Max more benefits for each year
of work than Linda. ,

To make matters worse, the contributions paid into the system for Linda by the state
agency during her years of employment continued to earn investment returns for many
years after she left public employment. Because she left early, Linda will get nothing for
all the years of investment returns gained from the employer contributions made on her
behalf. As stated earlier, these returns will be redistributed to finance the higher benefits

"of the workers like Max.
t'! .

Inflation makes the problem even worse. As a public employee, Max received annual cost
of living adjustments. This greatly influenced his final benefit calculation since it boosted

,his salary figure. For Linda, this inflation compensation stopped when she left government
employment. The figure used to calculate Linda's benefit calculation is her salary at age
37 without any cost of living increase. Thus, the value of her benefits will consequently be
depreciated by inflation because the salary figure had been depreciated by inflation over
the years.

Defined Contribution Plan is Best for a Majority of Public Employees

To illustrate how a majority of California's public employees would'benefit from a DC pen-
sion plan, we calculated the benefits that the current CalPERS plan would provide to cer-
tain hypothetical workers compared to what the Governor Schwarzenegger's 2005 defined
contribution plan would have provided.

We started by,projecting wage histories for workers who begin public employment at vari-
ous ages earning $25,000. per year. We then assumed the workers' wages would grow over
the years at the average rate of growth of wages in the economy as projected by the Chief
Ac tuary of Social Security.45

The current CalP.ERS system generally requires workers to contribute five percent of wages
l~O the system. The Governor's plan would have allowed workers to forego this entire con-
. tribution if they choose, or contribute up to three percent of wages \yith a dollar for dollar
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match from the public employer. The employer would also contribute another three percent
of wages, for a total contribution of nine percent from the employer and worker combined.
Workers can choose to contribute more to their accounts without any employer match.

The Governor's plan would have consequently provided an immediate benefit to all work-.
ers by allowing them to pay less into the retirement plan if that is what they prefer. But for
purposes of this study we calculated what retirement benefits workers would receive under
the Governor's plan if they chose to contribute the same five percent of wages each year
that is generally required under the current system. That would mean a total of 11 percent
of wages would be contributed to the personal account of the worker each year, five percent
from the worker and six percent from the employer.

We assumed that workers would earn a long-run real rate Of return on their account in-
vestments of five percent, net of administrative costs. This is consistent with long-run
standard returns earned in the market on capital investments. The long-run real return
on corporate stocks going back almost 100 years to before the Great Depression has been
7.0-7.5 percent.46 The long-run real return on corporate bonds over the same period has
been 3.0-3.5 percentY

We also assumed administrative costs of 25 basis points, or one fourth of one percent.48
Indeed, over the long run, as the accounts build up to large amounts, administrative costs
are likely to be much less than this, as one fourth of one percent on several billion dollars
of investment would generate a huge and excessive cash flow for administration. CaIPERS'
administrative costs for last year were only 18 basis points.49

We assumed that workers chose investment funds for their accounts with 50 percent
invested in corporate bonds and 50 percent invested in corporate. stock. With a
real return on average of 7.25 percent for stocks and 3.25 percent for bonds, and
administrative costs oi25 basis points, the net real return earned on such aportfolio
would be five percent.

Gains for Short-Term Employees

Under these assumptions, we looked at how a DC pension plan would impact the bulk of
workers who leave public employment before retirement. Using current workforce figures,
we found that workers who left the public sector after 10, 15, and 20 years would have done
substantially better under a DC plan. 50 Currently, there are 160,000 state employees under
the age of 50. Given that three out of every four employees leave public employment before
retirement and that job tenure among workers under 50 is low, we found that a defined
contribution pension plan would be a better deal for those 120,000 employees under'age SO
who choose to leave the public sectorY .
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Figure 6

Nelson:
Starts public employment at age 22 and leaves
for the private sector at age 32.
10 total years of public employment.

Account Accumulation $122,563.50
At Age 55

Annual Interest $6,128.20
Until Age 65

(All figures in constant 2005 doJlars)

$12,960.10

Annual Lifetime
Annuity Benefit
Starting at 65

$5,517.30

Current CalPERS
Annual Benefi t
Starting at 55

We first looked at a hypothetical worker, Nelson, who starts public employment at age
22 and continues in that employmentfor 10 years, turning to the private sector at age 32.
Figure 6 shows what would happen.

Under the Governor's plan, Nelson would stop making contributions to his account at
age 32, perhaps instead contributing to his retirement plan with his hew employer at that
time. But the funds that he and his public sector employer contributed to that account
during his 10 years of public employment would continue to be invested and accumulate
annual returns.

At age 55, Nelson's account would have accumulated to $122,564 in today's dollars, after
adjusting for inflation. Under the current CalPERS system, Nelson would be able to get a
lifetime annual benefit at that time of $5,517, which would be 20 percent (two percent for
each of his 10 years of public employment) of his annual wage at age 31 ($27,587) his last
year of public employment.

But under the Governor's plan, the accumulated fund at age 55 would be enough
to pay him about 10 percent more than that, $6,128, out of the continuing investment
returns on the fund each year. At age 65, Nelson could then use the accoqnt funds
to buy an annuity paying him $12,960 per year, about twice the CalPERS benefit for
this worker.

Figure 7 reports the results for Paula; a worker who starts public employment at age 22 and
continues in that employment for 15 years, leaving for private sector employment at age 37.
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Figure 7

Paula:
Starts public employment at age 22. and leaves
for the private sector at age 37.
15 total years of public employment.

Account Accumulation $168,564.30
At Age 55

Annual Interest $8,424.70 .
Until Age 65

(All figures in constant 2005 dollars)

$17,816.90

Annual Lifetime
Annuity Benefit
Starting at 65

$8,741.30

Current CalPERS
Annual Benefi t
Starting at 55

Contributions to the public sector retirement account would stop then, but the account
would again continue earning investment returns each year. By age 55, the account would
accumulate to $168,564 in today's dollars.

The current CalPERS system would pay Paula $8,741 per year, which would be 30 per-
cent (two percent for each of her 15 years of public employment) of her wage at age 37
($29,138), her last year of public-sector employment.

But under the 2005 DC plan, the accumulated account funds would be enough to pay her
about the same each year out of the continuing investment returns earned on the account.
At age 65, the account would be enough to buy Paula an annuity paying $17,817 each year
fbr life, or again about twice what CalPERS would pay;

Figure 8 next reports the results for a worker, Quentin, who starts public employment
at age 22 and continues in that employment for 20 years, leaving for private sector
employment at age 42. By age 55, Quentin's account would accumulate to $206,494,
again in today's dollars. The current CalPERS system would pay Quentin $12,176 .
per year starting then, which would be 40 percent (two percent for each of his 20 '
years of public employment) of his annual wages at age 42 ($30,726), his last year of
public employment.

But under the DC plan, the accumulated account would be enough to pay Quentin the
exact same amount each year as the current CalPERS plan until age 65. At that point he
could buy an annuity paying $19,372 per year for life, about 60 percent more.
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Figure 8

Qllentin:
Starts public employment at age 22 and
leaves for the private sector at age 42.
20 total years of public employment.

Account Accumulation $206,494.40
At Age 55

Annual Interest $12,176.40
Until Age 65

(All figures in constant 2005 dollars)

$19,372.30

Annual Lifetime
Annuity Benefit

Starting at 65

$12,176.40

Current CalPERS
. Annual Benefit

Starting at 55

,----------------------------------~.

/f Gains for Long- Tenn Workers

We next looked at longer-term workers who would retire within the system, to see
what they would gain from a DC pension plan. We found that long-term workers who
start employment at 25 or 35 and then retire at 65 would also gain undetthe DC plan.
Given that roughly 56,000 of current employees will retire in the system, and that
Generation X-ers and Y-ers make up roughly one third of the total state workforce, we can
assume that around 18,600 additional workers would gain under a DC plan if they chose
to retire at 65.

Figure 9is for Rosa, a worker who starts public employment at age 25 and continues
public employment for 40 years, retiring at age 65. Under the Governor's plan,
Rosa would reach retirement with an accumulated fund of $445,719 in today's dollars.
Curre~tly CaIP~RS would pay Rosa $32,013 each year, which would be 80 percent
(two percent for each of his 40 years of employment) of heranntial wage at age 65
($39,581), her last year of public employment. (Note that the annual wages in all these
examples are in today's constant dollars after adjusting for future inflation). But under
the Governor's plan the account would be enough to pay her $47,131 per year for life,
about 50 percent more.

148



Figure 9

(All figures in constant 2005 dollars)

Rosa:
Starts public employment at age 25 and"
retires at age 65.
40 total years of public employment.

$32,013.20

Cur~ent CalPERS
Annual Benefit
Starting at 65

$47,131.20

Annual Lifetime
Annuity Benefit
Starting at 65

$445,719.10Account Accumulation
At Age 65

In Figure 10, Samuel starts public employment at age 35 and continues in that employment
for 30 years until age 65. His account by then would have accumulated t~ $255,440 in
raday's dollars. CalPERS would pay Samuel an annuityof$24,010 per year, which would be
60 percent (two percent for each of his 30 years of public employment) of his annual wage
at age 65 ($39,581), his last year of public employment. But Samuel's accumula.ted account
would be enough to buy him an annuity of $27,011, about 12.5 percent more.

Figure 10:

Samuel:
Starts public employment at age 35 and
retires at age 65.
30 total years of public employment.

Account Accumulation
At Age 65

$255,439.90

$27,010.70

$24,009.90

(All figures in constant 2005 dollars) Annual Lifetime
Annuity Benefit
Starting at 65

Current CalPERS
Annual Benefit
Starting at 65
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32 I Pension Intervention

A Clear Choice for Employees

While the current system benefits a portion of employees-specifically those employees
like Max who have worked for the state long-term,but retire before the age of 65-a clear
majority of employees would gain from a DC plan. This includes the approximately 120,000
workers.under 50 who leave public employment before retirement and the roughly 18,600
long-term workers who remain employed until age 65. Under these assumptions, nearly
136,600 or 61 percent of California's state public employee workforce would gain under a
DC pension plan.

150



Chapter 4:
How Californials Taxpayers Would Gain Under a Defined Contribution Plan

DC pension plans would not only help pensioners but taxpgyers as well. Under a DC plan,
taxpayers would obtain pension cost stability and predictability, protection from political
and investment risk, protection from pension fraud, long-term cost savings alid a new pub-
lic-service recruitment tool.

I. Pension Cost Stability and Predictability

Under a DC plan, public employers-the state and local agencies funded by taxpayer dol-
lars-would be able to predict and plan for pension obligations year after year. As in the
private sector, employers can figure out how much their contribution will be in a given year
by setting it as a percentage of payroll.

With this predictability, governments will know how much revenue they need in advance
to cover their defined contributions to employees. Because of this advantage, elected of-
ficials can adopt annual budgets without the fear that skyrocketing pension costs will grab
an ever-increasing portion.

The reason skyrocketing pension costs will no longer occur is because under a DC plan the
market volatility is shared between the taxpayers and the employees. In a DB plan, when
a recession occurs the investment portfolio under-performs while tax revenues are decreas-
ing. That leaves elected officials with the burden of paying more in the way of contributions
at a time when budgets can't afford the increase. The consequence is that taxpayers have to
pay more or endure cuts in social services.

In a DC plan, if a recession occurs, the individual employee pension accounts may fluctuate
depending on the contents of each investment portfolio, but contributions by the employer
. will remain constant at the defined contribution rate. Therefore, even though decreased tax
revenue may tighten budgets, elected officials will still be able to predict and manage their
pension costs. Although taxpayers are still obligated under law to fund the pension payouts,
they don't have to worry about covering any unexpected shortfalls because the system will .
be fully funded every year.

II. Long-Term Savings

With the fiscal stability of the DC plan, taxpayers will save millions in the long-term. Be-
cause of the absence of unfunded liabilities, the General Fund will be safe from impromptu
pension raids, freeing it up for vital public goods, such as roads and utilities. Also, because
the actual day-to-day investing will be undertaken by the private sector, administrative
costs will be reduced.

As shown with California's 2005 plan, short-term transition costs will occur but long-term
savings will be in the billions. Again, the Legislative Analyst's Office estimated that the
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34 I Pension Intervention

state could gain as much as "several hundred million dollars to over $1 billion annually."52
CalPERS calculated that the 3D-year savings could be upwards of $35.8 billion. 53

III. Protection Against Political and Investment Risk

The current system relies on investment officers appointed by the pension boards t9 set up
an "investment strategy. If they are incorrect in their assessment of the market and miscalcu-
late, taxpayers must pay for their mistakes. Under a DC plan, taxpayers don't have to bear.
the risk from bad investments. With a DC plan, risk is shared with employees. The taxpay-
ers are only liable for making the agreed contributions into the individual portfolios.

Further, a DC plan eliminates any political manipulation on the part of the pension boards
and elected officials. With a collective investment pool, pension board members have an
opportunity to use the fund to further their own interests. Not only do they have the ability
to threaten businesses to achieve a union-backed agenda, as in the Safeway example, but
they also have the ability to "buy" pensioner's votes by approving of the sizable and costly
,pension benefit increases proposed by elected officials.
'\

j
A recent study of all the states' public employee retirement systems shows that betweep
2000 and 2004, the average annual benefit increase to state and local workers equaled 37
percent-this at a time when fiscal problems plagued many of the states. 54With disregard
for the taxpayers, politicians dole out pension benefits like candy, and get votes and cam-
paign dollars in return.

In a DC plan these forms of political manipulation can be stopped. With voter approval of
all employer contribution rate increases, taxpayers can keep pension board members, and
the elected officials who propose lavish increases, in check.

IV. Protection from Pension Fraud

Pension fraud has been regular occurrence in California. Employees falsely claim disabilities
to boost pension benefits. The most blatant example was the California Highway Patrol,
where 80 percent of its high-ranking officers filed disability claims just before retirement. In
claiming disability, their pensions were increased substantially, granting them retirement
incomes that riv~l or even surpass their peak salaries while employed.55

Pension fraud has also been a problem for local agencies. In Los Angeles County for example,
79 percent of firefightersand 56 percent of sheriffshave retired with disability claims.This is an
~unusuallyhigh number considering that the dty of LosAngeles' firefighters and police officers
)ionly have a disability claim percentage of 44 and 15 percent, respectively. Under the county's
system, the retiree can get 50 percent of salary tax-free as a guaranteed part of the disability
pension. The county paid $50 million in 2003 to cover the costs of the additional benefits.56
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With a DC plan for all state and local employees, the costs from fraud in the pension system
will be eliminated because disability benefits would be independent from any pension amount
calculation. Therefore, taxpayers wouldn't have to pay more for fraudulent pension bonuses.

V. Better Workforce Recruitment Tool

The California State Personnel Board concedes that new strategies are needed to obtain a
modern workforce for the state. They state: .

It is incumbent upon employers today, and more specifically, every State
agency and department to reconcile their workforce requirements with
the personal needs and desire of current and potential employees. A
number of surveys and studies have identified a shift in toclay's labor
force from a loyalist, "hire and retire from one company" mindset to a
mindset of free agency.

Clearly, the state understands that today's workforce is changing. A DB plan isincongru-
em with the new worker mindset. With a DC plan, the state can deploy another tool in its
arsenal as it competes with the private sector in recruiting workers.
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Conclusion:
'jrS Time For a Pension Intervention

The time for reform is now. California's public employee pension systems are unfair, un-
stable, unpredictable, and outdated. They are unfair because they prevent public employees
from having a voice in how their hard earned dollars are invested. They are unstable because
state contribution rates fluctuate wildly. They are unpredictable because pension costs are
eating up the budgets of the state and local governments. They are outdated because they
are incompatible with the demographics and desires of today's wqrkforce.

Compared to the way private sector and other states provide pension' benefits, California
falls behind the curve and risks being left in the edust. Ninety-two percent of American
companies offer their employees 401 (k)s. So too should public employers.

California's elected officials have a gamut of options in crafting a DC plan. Not only can
they look toward other states, but they can look to the plans introduced by various legisla-
tors, including the plan embraced by the governor in early 2005 and the newly proposed
hybrid plan introduced by Assemblyman Keith Richman. Of course, the details must be
worked out with the concerns of the public in mind, especially those raised by the public
employees themselves. But such concerns, while valid and important, must not overshadow
the gains DC plans would bring to taxpayers and employees. .

Taxpayers would gain cost savings, stability and predictability, and protection from politi-
cal favoritism and iiwestment risk. Employees would gain asset portability and ownership,
investment stabilitY and flexibility, protection from political manipulation and for a major-
ity, higher returns.

Our economy is ever changing, making it necessary for individuals to go from job to job.
Why shouldn't their money go with them? The public has realized this for sometime. A
recent poll found that nearly two thirds of Californian's support having defined contribu-
tion pension plans. 57 Californians deserve pension systems that are fair to taxpayers and
employees alike. It's time for a pension intervention in the Golden State.
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