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Dedicated to

the taxpayers—past, present, and future—of the commonwealth

and to

S.
a talented and dutiful public servant,
whose children and their children (not yet born)
should not be billed for
the retirement benefits she has already earned.
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Part I:

PROLOGUE

Chapter 1

INTRODUCTION
“For they have sown the wind, and they shall reap the whirlwind: it hath no stalk: the
bud shall yield no meal: if so be it yield, the strangers shall swallow it up.”
– Hosea 8:7

Scam, verb: to cheat or defraud;
noun: an act of cheating or fraud

Is it too harsh and hyperbolic to describe as scams the Pennsylvania state pension
systems--the State Employees’ Retirement System (SERS) and the Public School
Employees’ Retirement System (PSERS)? I don’t think so. They are devolving into
Ponzi schemes because they are badly designed, badly managed, and badly funded.
What is worse, with each passing day, which includes $12 million more in pension debt,
it gets more difficult for elected officials to recall the Frankenstein they’ve created.
Many episodes of the television show, American Greed, feature real-life stories about
scam artists running pyramid schemes to steal from their clients. A surprising number
of these cases begin as honest efforts by the operators to provide goods or services to
customers, but then, due to liquidity or cash flow problems, the operator begins using
funds from new clients to reimburse old. Before long, it’s a full-fledged Ponzi scheme
with seemingly no way to return to legitimacy. Each episode ends with the death,
disappearance, or detention of the scammer.
This devolution, from financial soundness to financial catastrophe, appears to be what is
happening to our state’s pension systems. They are designed to be pre-funded; that is,
retirement benefits earned by employees each pay period are supposed to be fully
funded each pay period. However, since at least 2003, significant portions of the
benefits earned by Pennsylvania’s public sector employees have not been funded as
earned; in effect, this develops into a pyramid scheme over time, where dollars from
present taxpayers are being used to cover costs from the past, and dollars from future
taxpayers will be used to cover costs from the present. The character, Amanda
Wingfield, in Tennessee Williams’ The Glass Menagerie, has the problem diagnosed,
“the future becomes the present, the present becomes the past, and the past turns into
everlasting regret if you don’t plan for it.”

Chapter 1: Introduction

Perhaps, more alarming is the acceptance of the pyramid structure our pensions have
become. For example, Theresa Ghillarduci, the director of the Schwartz Center for
Economic Policy Analysis at The New School for Social Research in New York City, in
an op-ed about a proposed Pennsylvania legislative pension reform measure (SB 1)
wrote, “…shifting new employees to 401(k)-type plans drains contributions from
Pennsylvania's traditional pensions.” If she and others really believe that new
employees are necessary to supply funds for current employees and current retirees,
then they must believe our pensions are pyramid schemes. That’s what the pensions
have become, but they are not supposed to operate that way.
There are two differences between the scams going on with Pennsylvania’s pensions
and those on American Greed. First, the new clients being defrauded in the television
show are involved voluntarily. In most cases, if they had done due diligence or just not
been so greedy, they could have avoided being scammed. Pennsylvania taxpayers,
however, have no choice in the matter besetting them other than to leave the state. As
we will see, many are doing exactly that. In fact, the pension crisis may be making
young people, and our future with them, the commonwealth’s chief export.
Second, while the scammers in the television episodes are aware of their misdoings
and have some sense, at least in part, that a day of reckoning is coming, the officials
responsible for our state pension crisis act with legal impunity in their scam. The day of
reckoning that is coming is coming for taxpayers and not for the perpetrators in elected
office. It is the worse type of moral hazard.
Debt is the drug of choice for politicians, and like most illicit drugs it makes the abusers
feel good in the short-run; also like illicit drug use, in the long-run there will be severe
consequences. Pennsylvania’s state government has been piling up massive pension
debt over the past 10 to 12 years. The unfunded accrued liabilities (UALs) of SERS and
PSERS are reported at actuarial values totaling nearly $57 billion, and their actual
economic value is over $125 billion, nearly $10,000 of debt for every man, woman, and
child in the state. If a family of four were to leave the state, they would immediately
receive $40,000 of debt forgiveness; a family of four who moves into the state will get hit
with $40,000 of debt for services they never received. Which way do we think the
migration is going to go?
Although I have the perspective of a state representative and get an up close look at our
state government (with the same fascination a pathologist has for disease), I write this
book simply as a concerned citizen. It is too late to avoid real and significant damage to
Pennsylvania’s future, but my hope is that there is still an opportunity, if we act urgently
and decisively, to mitigate that damage and rescue a good portion of Pennsylvania’s
future. Make no mistake, our state pensions are on a path to financial catastrophe and
place the future of the Keystone State in doubt.

********
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I am not an alarmist ordinarily. History has provided one rebuke after another to the
Chicken Littles, who engaged in predictions of doom. In Adam Smith’s The Wealth of
Nations, which began the modern study of economics, he wrote:
“The annual produce of the land and labour of England, for example, is certainly much
greater than it was, a little more than a century ago, at the restoration of Charles II.
Though, at present, few people, I believe, doubt of this, yet during this period, five years
have seldom passed away in which some book or pamphlet has not been published,
written, too, with such abilities as to gain some authority with the public, and pretending
to demonstrate that the wealth of the nation was fast declining, that the country was
depopulated, agriculture neglected, manufactures decaying, and trade undone. Nor
have these publications been all party pamphlets, the wretched offspring of falsehood
and venality. Many of them have been written by very candid and very intelligent
people, who wrote nothing but what they believed, and for no other reason but because
they believed it.”
The doomsday industry is hardly a modern construct, and skepticism is usually
warranted for those who project gloom, doom and disaster for our future.
Nonetheless, there are self-destructive decisions and behaviors by people, singularly
and through collective organization, that can bring about severe misfortune. The
pension debt crisis of Pennsylvania is a clear example of government engaged in
trading away a bright future for “budgetary relief” in the present. It is a government
abandoning its duty as fiduciary to all citizens and the fiscal responsibility that duty
entails. The scale of this misbehavior seriously jeopardizes future prosperity in
Pennsylvania. With a diminished future, one can expect spiraling economic decline as
young people leave Pennsylvania, and businesses outside the commonwealth shun the
Keystone state while those currently here downsize, move, or close their doors for
good.

********

In the course of deciding how to write this book, I adopted an approach counter to my
professional training and experience as an academic. Specifically, I have scrupled to
eliminate all footnotes and endnotes, except in exhibits found at the end of chapters.
This approach enhances the readability of the book for the general public, and I think it
becomes more appealing to the average citizen, who is the target audience for the
book. I humbly hope that this “counter-academic” approach will merit satisfaction with
most readers, who appreciate the flow of analysis that was uppermost in my mind when
writing the book. However, where attribution is necessary, I have included it in the text.
I have also included a chapter-by-chapter list of references in Appendix I. Should
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anyone doubt any matter of fact presented in the book, he or she is welcomed to
contact me via my personal email, zoiprof@atlanticbb.net.
While I have an academic and quantitative background and a skill set from financial
economics, I have striven to reduce the technical details in this book. It is intended for
the average citizen, who likely has little training in financial mathematics. Certainly,
some level of technical sophistication is unavoidable on matters involving expectations,
investments, and probabilities, but my hope and intention is to assist the “forgotten
man,” the taxpayer, in understanding the scope and depth of the problem and its implicit
consequences.
There is a well-known adage that a man who is his own lawyer has a fool for a client. It
is probably equally true that an author who serves as his own editor also has a fool for a
client. While this book could have benefited immensely from the independent,
dedicated, and skilled editing of the usual route to publishing a book, that process would
have taken many months, perhaps a year or more, to navigate. Given the urgency of
the topic and my goal of mobilizing interest inside and outside of Harrisburg, I have
taken the expedient, albeit risky, approach of trying to do two very different jobs in the
creation of this book.
However, I have been aided by numerous friends and associates whom I troubled to
read parts of the book, and I was able to improve the work as a result of their comments
and criticisms. I am most grateful to these folks and will afford them the safety of
anonymity lest they be associated with whatever defects remain in the final work. Not to
remain anonymous is Samantha Gilmore, who served as a reviewer and editor and
eliminated many, many errors in the original manuscript. While some errors for which I
am entirely responsible, no doubt, still remain, I am confident that they are not materially
significant. I cannot thank Ms. Gilmore enough for her help with this undertaking, and I
would be remiss if I didn’t thank Dr. Sandy Petrulionis, Distinguished Professor of
English and American Studies at Penn State University, who recommended Ms.
Gilmore to me.
While I have a tendency to be critical of elected officials, a very healthy tendency I
would contend, I also tend to be more critical of my fellow Republicans than of
Democrats. In part, that’s because I know Republicans better than I know Democrats
and, in part, it’s because the majority party in the legislature bears a larger responsibility
to deal with the problem.

********

I intend for this book to be a call to action for the citizens of our commonwealth. It
seems the only way those in elected office will adopt a responsible approach to our
state’s disturbing financial condition is through a groundswell of public opinion of the
kind seen in response to the infamous pay raise vote of 2005. Citizen discontent
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speeded the repeal of that legislation, and continuing discontent produced a significant
turnover of legislators in the elections of 2006. The pension crisis is a more recondite
problem for understanding by the average citizen than the pay raise, but it also has a
much more severe economic cost for citizens to bear. We will soon see taxes going up
and government services going down in quantity and quality. That will only be the
beginning of our troubles without honest and effective pension reform. Citizen
discontent needs to foment and focus.
Dear Reader, as you come to appreciate the plight we face, I most humbly entreat that
you reflect on some advice from Dr. Seuss:
Unless someone like you cares
A whole awful lot,
Nothing is going to get better,
It’s not.
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Chapter 2

THE FOUR HORSEMEN
“There are people who think that plunder loses all its immorality as soon as it becomes
legal. Personally, I cannot imagine a more alarming situation.”
– Frederic Bastiat
On May 7, 2013, Pennsylvania’s governor, Tom Corbett, convened a press conference
to address public pension reform in the commonwealth. Specifically, he was presenting
policy changes to the State Employees’ Retirement System (SERS) and the Public
School Employees’ Retirement System (PSERS). The latter generally covers public
school employees while the former covers all other employees of the state.
The dire status of these two retirement plans was clear in May of 2013. However, then
and now, many have dismissed the economic harm coming the way of the
commonwealth due to these badly designed, badly managed and badly funded
retirement systems.
At the press conference that day, Governor Corbett highlighted the problem and
discussed legislation proposed by Senator Mike Brubaker (Senate Bill 922) and
Representative Chris Ross (House Bill 1350) that would attempt to mitigate the
impending problems of SERS and PSERS.
“New calculations show,” said Corbett, “that our unfunded liability has risen to a
staggering $47 billion; we can no longer ignore our debt to Pennsylvania. We must take
action now.” In April of 2012, thirteen months earlier, Corbett had already started to
sound the alarm: “The pension payments are expected to climb to more than $4 billion
by the fiscal year that begins in July 2016, making the pension funds one of the largest
cost drivers in state government. That is Pac-Man to the budget. It is just eating up
more and more of the budget and we’re going to have to deal with that.”
Representative Ross’s warning was even clearer: “Pennsylvania’s pension funding
situation is quickly reaching a crisis. Something must be done soon to bring these costs
into line. Failure to do so would not only be irresponsible, but would threaten our
schools and the state’s ability to meet its obligations.”
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Despite those clarion calls from more than two years ago, no legislation has been
enacted and not one change has occurred. Pennsylvania continues to stagger into
economic doom because of the greatest financial disaster in its history. The
commonwealth’s future may already have been sold.

********

To understand the situation in which Pennsylvanians find themselves, we need to
examine what I call the Four Horsemen of the Pennsylvania Apocalypse. These are
four acts of legislation, which garnered bi-partisan support including signatures from
three governors, two Republican and one Democratic: Act 9 of 2001; Act 38 of 2002;
Act 40 of 2003; and Act 120 of 2010.
Act 9 took an already generous retirement plan for state and public school employees
and made it significantly more generous. To understand the size of the improvement,
one should know that financial planners generally believe that people in retirement will
need about 60% to 80% of their final salary to maintain their standard of living. This
retirement income will be from all sources, including their personal savings and Social
Security, as well as their retirement plans. According to the Public Employee
Retirement Commission (PERC), the average public sector employee in Pennsylvania
will get about 35% of his or her final salary from Social Security. Thus, even if we
estimate no income from personal savings, an employee would reach the 80% ratio and
be fairly well situated for retirement with income from his or her retirement plan equal to
45% of final salary.
What Act 9 did was to take a ratio of 70% of final salary from the public sector
retirement plan for an employee with 35 years of service and moved it up to 87.5%.
When you add the Social Security amount to this, the total for an employee who worked
just 35 years (most people must work 45 years before retiring and, of course, many
never can afford to retire) went from 105% of final salary to 122.5%. In other words, it
took a Cadillac retirement plan and turned it into a Rolls Royce. Lawmakers made it
even sweeter for themselves: While the payouts from the plans of non-elected
employees increased by 25% under Act 9, those of elected officials increased by 50%.
No wonder elected officials were caught off guard by the reaction to the pay raise they
voted themselves in 2005 as they had voted a much bigger personal benefit increase in
2001 through Act 9 and nary a peep was heard.
A year later, perhaps in response to outrage felt by those who retired prior to the
passage of Act 9, Act 38 was passed, which was legislation to give cost-of-livingadjustments (COLA) to current retirees. Since a COLA is mentioned nowhere in the
retirement plans of SERS and PSERS and none is pre-funded, it would seem a bit
irresponsible for the state to ever give out such a benefit on a post hoc, ad hoc basis.
What’s worse is that the state had done this regularly prior to 2002, so public sector
retirees had come to expect it as part of their retirement deal. The legislation, in fact,
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passed unanimously and was viewed as routine, which is a big part of the problem.
Legislators feel that with SERS and PSERS they can just give out un-promised benefits
without ever having paid for them, and seemingly, they feel no imperative to pay for the
benefits that have been promised and earned.
This reluctance to pay for benefits earned was illustrated with the passage of Act 40 in
2003. After the enhanced benefits of Act 9 and a market downturn in 2001-2002, the
reported actuarial funding ratios of SERS and PSERS were in near free-fall. Funding
ratios are the determination of how much of the already earned retirement benefits are
covered by a retirement plan’s assets. At their highest in 2000, SERS had a 132%
funding ratio and PSERS was at 123%. By 2003, both were below 100% and falling
fast. By the time of Governor Corbett’s pension press conference in May of 2013, the
funding ratio for PSERS was under 64% and the funding ratio for SERS was less than
60%.
However, rather than step up the contribution schedule in 2003, Act 40 did quite the
opposite. It amortized the losses from the financial markets and the increased benefits
from Act 9 over a 30-year period. What this means is that the debt accrued by
increased promises and decreased investment returns would be paid off over 30 years.
That wouldn’t be a terrible problem if the average employee wouldn’t be retiring for 30
years, and the state had sufficient time to make good on its promises; that was not the
case then, and it is certainly not the case now. In fact, the average public sector
employee in Pennsylvania has between 15 to 20 years until retirement. For point of
reference, the pensions administered in the private sector are generally required by
federal law to pay off any debt or unfunded liabilities over no more than seven years.
In effect, the state responded to declining balances and increased liabilities in its
pension plans by deliberately putting less money into the plans. By 2014, the funding
ratios for both SERS and PSERS had dropped to near 60%. Keep in mind that a 100%
funding ratio, although it sounds optimal, will provide full benefit coverage with only a
50% probability if the actuarial assumptions are reliable. Funding ratios under 80%
mean almost certainly that future taxpayers will be charged for benefits earned earlier
from services rendered earlier. In short, a low funding ratio is an indicator of intergenerational theft.
By 2010, the pension problem had escalated and Act 120, the fourth of the Four
Horsemen, was passed and signed into law by Governor Rendell. In June of that year,
it had near unanimous support in the House of Representatives upon final passage with
only six representatives voting against. (Those representatives against HB 2497 PN
3916 were Barrar, Grove, Krieger, Metzgar, Perry, and Rohrer.) With a minor
amendment, HB 2497 passed the Senate (41-8) and came back to the House for
concurrence. In the sine die session of 2010, after Corbett had been elected as the
new governor, the House passed HB 2497 PN 4476 overwhelmingly, 165-31.
Act 120 did provide a schedule of benefits for new employees, and new employees
only, which was less extravagant than that of Act 9; by most measures, they were still
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very generous benefits. For example, an employee working 35 years and retiring at age
65 with a final salary of $80,000 (a not uncommon situation for a public school teacher)
would receive $56,000 annually for the rest of his or her life. It was very likely such an
employee would gross a million dollars or more in retirement.
Despite some reduction in benefits and a few other sensible reforms, the real thrust of
Act 120 was to reduce funding and put less money into SERS and PSERS. The
essential feature of Act 120 was to create new and overly long amortization schedules
for existing pension debt, some of which was 10 years old in 2010. Even though these
new amortizations would produce a decidedly deficient contribution schedule, such a
schedule was deemed too difficult to adhere to. Thus, the “collar” was invented: a
legislative fiat to willfully (yet legally) shortchange pension funding.
As we will see later in this book, Act 40 in 2003 resulted in contributions of only about
50% of what should have been paid into the pension funds given the actuarial
assumptions in place (themselves overly optimistic), and Act 120 cut those deficient
contributions by more than half. Act 120, practically speaking, was a defiant statement
that even though we legislators had been overstretching our actuarial assumptions and
using an overly long funding schedule in order to reduce contributions to seriously
underfunded plans—well, we just were going to put even less funding into the plans.
The result was legislated “collars,” which is a deliberate program of underfunding the
pensions by diverting money, which should have been paid to pensions, to other
budgetary priorities. When that happens in the private sector, federal authorities take a
very dim view and severe penalties, including prison time for malefactors, can result.

********

Now back to the Corbett press conference of May 7, 2013. It was clear at that moment
in time that the Four Horsemen had done severe damage to the financial health of the
state pension systems--damage that was jeopardizing the future of the commonwealth.
So much damage, in fact, that significant budgetary pressures were becoming most
uncomfortable for elected officials. Although Act 120 gave substantial discounts for
pension funding in the short run (and I would insist those discounts were
unconstitutional and certainly unethical), the Act 120 funding schedule required
significant increases each year thereafter. For PSERS, the percent of payroll to be paid
into the pension system was 5.64% in fiscal year 2011 and grew to 21.4% in fiscal year
2015 with continued increases projected far into the future. In dollar terms, the fiscal
year 2015 payment would be about $2.9 billion and was expected to grow to more than
$5 billion over the next five years.
Governor Corbett laid out a plan that day for dealing with the stark situation. First, both
the Brubaker and Ross bills would reduce benefits for current employees going forward;
making those benefits more or less equal to what new employees covered by Act 120
are receiving. Secondly, new employees would be covered by a defined-contribution
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(DC) plan of which the most common version in the private sector is called a 401(K)
plan. Finally, no benefits already earned by current employees or by retirees would be
touched.
As plan design reform goes in the public sector, this was an aggressive approach.
Many would argue that no changes are allowed constitutionally to current employees
due to Article 1, Section 17 of the Pennsylvania Constitution: “No ex post facto law, nor
any law impairing the obligation of contracts, or making irrevocable any grant of special
privileges or immunities, shall be passed.”
Nothing with respect to pension design, however, would in the slightest address the
unfunded liabilities of SERS and PSERS. These are the benefits already earned, but as
yet unpaid for. As measured by actuaries in 2013, this was a $47 billion debt and
growing. As measured by financial economists, who do not rely on actuarial
assumptions, which may be quite unrealistic, but rather deal with market realities, the
pension debt was two or three times that figure. So, the governor’s “bold” plan for
reform wasn’t going to have one penny of impact on the gigantic and growing debt from
the past that was imposing on the state’s present and future.
To give a sense of how ineffective it is to use pension design change to impact the
unfunded liabilities already in place, let’s look at some numbers. The total payroll for
current employees enrolled in SERS and PSERS is about $20 billion per year. Ongoing
annual pension costs for new benefits are about 7% of payroll, so that means about
$1.4 billion of new benefits are being earned each year. If the unfunded liability is
approaching $50 billion, then just the interest on that debt at 7.5% (the assumed rate of
return on pension assets and the discount rate used to measure pension liabilities)
would be $3.75 billion. Hence, a contribution less than $5.15 billion in 2013 would result
in a growing unfunded liability. The total contribution that year for SERS and PSERS
was $2.2 billion: $.8 billion for SERS and $1.4 billion for PSERS.
Even if a newly designed retirement plan could be implemented to reduce the employer
contribution for new employees to zero, there remains the significant problems of paying
for new benefits earned by current employees, covering the interest on the unfunded
accrued liability, and we haven’t even mentioned yet paying the principal on the pension
debt so it can be retired in timely fashion.
While I stood behind Governor Corbett that day at his press conference (literally directly
behind him), I witnessed an exercise in futility. The initiatives for reform were
fundamentally, but not surprisingly, misdirected. The thrust of HB 1350 and SB 922
were to change retirement plans in the future, while the mistake that should have been
addressed first was unpaid bills from the past. It wasn’t the first time, and won’t be the
last, that elected officials try to deal with their mistakes in an oblique and misguided
fashion.

********

11

Future Forsaken

Of the comments made at the press conference that day, the most telling were those of
Representative Chris Ross, author of HB 1350. In the question-and-answer portion of
the press conference, he was asked about how he and others had miscalculated the
effects of Act 9 in 2001 and whether or not they might be making similar miscalculations
now. He replied:
“I was here in 2001 when we had the last enhancement to benefits, and at the time, we
were told that the fund was fully funded and actually excess funded so that it was more
than justified in enhancing benefits. Unfortunately, that changed dramatically within a
matter of a few months. We suddenly started no longer being excess funded, and
within a very short period of time, we suddenly started going down the road that we’re in
today. It’s very difficult for state government to predict in advance how a defined-benefit
program is going to develop over time.”
It is amazing how much of the political mind is revealed in the first three sentences
above.
First, is the factual error: 2001 was not the last enhancement to benefits because with
Act 38 in 2002, retirees received a benefit enhancement through a COLA. Perhaps,
that’s being a bit too picky since Representative Ross might have well been using
current employee context to focus on plan design.
Second, while he acknowledged that “within a very short period of time” the excess
funded plans were becoming deficiently funded, he did not mention the increase in
benefit promises in 2002, nor the ten year plan to decrease contributions with the
passage of Act 40 in 2003, nor even the more recent Act 120 that significantly worsened
the contribution schedule. Really, if there was a funding problem in 2001-2002, why
was it taking elected officials until 2013 to recognize it, let alone deal with it?
Third, is the typical “we’re innocent” defense with the comment “we were told,” as if the
mistake of 2001 was just bad information received by elected officials. I asked Ross
later who told him Act 9 was economically sound, and his response was that he didn’t
remember for sure—it might have been some actuaries or it might have been House
research staff or it might have been somebody else. It’s the only time I have ever
known Chris Ross not to be self-informed. He has a deserved reputation for being
knowledgeable and well informed on legislation and legislative issues, and he is a highly
intelligent person who works very hard at his job. Perhaps, it was just coincidence, bad
luck, or karma that the one time he relied on someone else to school him, it turned out
badly. Of course, there were many more at the time who were just as culpable.
However, notice the underlying perspective of the politician. When there was excess
funding in 2001, at least as calculated by the actuaries, there was no thought by elected
officials to use that as insurance against downturns in asset values due to market
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variability, and a downturn was imminent in 2001 with another severe downturn just six
years after that.
Apparently, no thought was ever given to a refund for taxpayers. After all, if there is
excess funding and all state funding comes out of taxpayers’ pockets, then aren’t the
taxpayers due a little consideration? That seemed to have occurred to no one in 2001.
For the typical office holder, the excess funding of a public sector defined-benefit (DB)
plan is simply political capital to be managed for political and personal gain.
No, the only thought among politicians in 2001 is how they could tap into that excess
funding for their own benefit—both directly in their own retirement plans and indirectly
through enhanced benefits for all public sector workers and retirees. It was a stark
example of the mindset of public officials and their view of the taxpayer as someone
who can be forced to indemnify those risks incurred by government officials. It is the
brazen notion of a political class that plays the game, “Heads we win; tails the taxpayers
lose.” As we shall see in a later chapter, it is the same moral hazard that created the
S&L debacle and other massive public sector failures.
The final comment of Ross was as accurate as anything ever uttered: “It’s very difficult
for state government to predict in advance how a defined-benefit program is going to
develop over time.”
Yes, it is, but that has not stopped Ross and many others from pushing for new versions
of defined-benefit plans after the failure of the legislature to create a pure definedcontribution plan for new public sector employees.
Left unmentioned is one of the reasons it is difficult to predict how a public sector
defined-benefit plan is going to develop over time: the political nature of defined-benefit
plans. They are formula driven, so politicians can and will change the formula to
increase political benefit and reduce political cost. There is high political return for
promising benefits and negative political return for paying for them.

********
“Gallia est omnis divisa in partes tres.” So wrote Gaius Julius Caesar in his
Commentaries on the Gallic War. “All of Gaul is divided into three parts,” and we could
say the same for public pension reform in Pennsylvania.
The lion’s share of legislative attention for pension reform goes toward changing plan
design, and we will talk about that in Part II of this book. It is the intrinsic nature of
defined-benefit plans that has precipitated the dark clouds over the commonwealth’s
future.
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In Part III of this book, we will look at pension plan management with a close inspection
of the investment strategies and operations of SERS and PSERS and how they
contribute to the problem. I will argue that well over a half billion dollars per year is
needlessly spent chasing returns through an active, even hyper-active, investment
strategy. As with all three parts of pension reform, this one, too, is greatly affected and
deflected by the inertia of the status quo.
However much the public pension plans of Pennsylvania (and this includes the
municipal plans as well as the two state plans discussed in this book) are in need of
design and management reform, the essential problem was, is, and continues to be
improper funding. Legislation such as Act 40 and Act 120 have set up contribution
schedules that are wildly insufficient to provide the benefits that have been earned by
public sector employees. Although the state and school districts (and taxpayers and
employees) have been paying in what is mandated by law, the fact is that the law is
distant from economic reality. Remember, the law is a political construct, and legally
paying 100% of a deficient amount will never provide enough to cover employee
benefits as they are earned. Benefits should be 100% paid for when earned. That is
how every retirement plan is supposed to work (with the exception of Social Security,
which technically is not a retirement plan). In Part IV, we will look at the systemic
underfunding and the inter-generational theft that it is producing. This is the most
significant phenomenon with respect to the impending demise of the commonwealth.
In Part V, we look at other related issues. The old childhood phrase, “oh, what a wicked
web we weave when first we practice to deceive,” could never be more appropriate than
when looking at the dereliction of legislators, governors, and bureaucrats in the
operation of Pennsylvania’s state pensions and its budgetary consequences. The ugly
side of politics is seldom uglier than when public officials are actively engaged in
subterfuge and malfeasance for political gain, and doing all of that with respect to a
program that is supposed to fund senior citizens on fixed incomes.
The scope of this book seeks to be comprehensive in regard to understanding the
design, management, and funding of the two state pension systems of Pennsylvania,
SERS and PSERS. Of those three parts, the one that is clearly the most important is
funding. However excellent the design and management of a pension plan, if the
funding is insufficient, the plan will flounder, and those consequences can and will be
severe. However poor the design and management of a pension plan, sufficient funding
can overcome those errors. In the case of SERS and PSERS, they have been poorly
designed and poorly managed, but worse, much worse, they have been massively
underfunded for over a decade.
With such bad design, mismanagement, and underfunding, all of the problems of our
pension debt are growing.
These problems include making Pennsylvania an
undesirable destination for families, business, and capital. The lack of economic
investment, and the increasing outmigration will hasten a grim future set in motion from
a de facto government policy of unconstitutional debt.
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This book concludes on a most pessimistic note. I wish I could be more hopeful, but I
ran for the office of state representative in 2012 thinking that our state government is
quite bad, and everything I’ve seen since I took office has confirmed what I thought. I
had low expectations, but they were much too high. As bad as I thought the pension
problem was in 2012, I’ve come to learn that it’s much worse given the seemingly
intractable forces opposed to real and necessary reform. The impending financial
catastrophe appears politically entrenched and unavoidable.
Thomas Sowell has written, “No one will really understand politics until they understand
that politicians are not trying to solve our problems. They are trying to solve their own
problems -- of which getting elected and re-elected are No. 1 and No. 2. Whatever is
No. 3 is far behind.” Politicians are creatures with intense short-term focus, usually not
past their next election. It’s unlikely any elected official in Pennsylvania can improve his
or her re-election chances by advocating and voting for sound pension funding. Such a
course of action would require less spending elsewhere in the state’s budget or higher
taxes, neither of which is politically advantageous for winning an election. Unlike Julius
Caesar who planned and executed a campaign in three parts to secure victory in Gaul,
elected officials in Pennsylvania are more likely to follow the approach of another
Roman leader, Nero, by spending money on all sorts of things besides pension funding
and otherwise fiddling while the commonwealth burns.
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Part II:

DESIGN

Chapter 3

HOW A RETIREMENT PLAN
SHOULD OPERATE
“Money makes money. And the money that money makes, makes more money.”
– Poor Richard

Retirement is an expanding stage of life, which requires planning and provision.
Although the concept of retirement has become commonplace today, it is, historically, a
relatively recent phenomenon--only about three quarters of a century old.
Today, life expectancy at birth is in the neighborhood of 80 years and increasing, but
into the 1940s, it was only about 60 years or less. Such a short life span then, coupled
with a relatively low rate of worker productivity (as compared to worker productivity
today), resulted in the average person working until he or she died or became physically
incapacitated.
Two of the great benefits of modernity are growing life spans and an economy with
increasing worker productivity. Productivity gains not only raise the standard of living
for people during their working years, but they also serve as the source of income to
afford the savings and investment necessary to cover the expenses of retirement.
While pensions existed prior to the 20th Century (mostly provided by government for
military veterans with very modest benefits), they became popular in the United States
during World War II for the same reason that employer-provided health insurance
became common. During World War II, Congress imposed wage freezes that
prohibited outright increases in workers' pay, even as workers demanded compensation
increases. To grant a concession to labor without violating wage and price controls,
Congress exempted employer-sponsored health insurance, and other fringe benefits,
from wage controls and income taxation. This created a significant tax advantage for
employer-sponsored health insurance and retirement plans for employees, who
otherwise would have had to pay for such benefits with after-tax dollars. In effect, this
allowed raises for employees in the form of non-taxable benefits. By the mid-1960s,
employer-sponsored health benefits and pensions had become the norm.
Thus, the three main components of worker compensation have become salary, health
insurance, and retirement income. The latter two came into existence because they are
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tax-deductible to the employer, while being non-taxable or at least tax-deferred to the
employee. An important and often neglected point is that all three components are
direct costs of labor. Specifically, employer-sponsored retirement benefits are simply
deferred salary, which is received by the employee in the future but earned by the
employee in the present, and payable by the employer in the present.

********

The desiderata of a retirement plan include integrity, affordability, and predictability.
The absence of any of these three will compromise the sustainability of the plan.
Sustainability simply means that employers will be able to maintain the plan without
jeopardizing their operations, and employees and retirees can be confident that their
earned benefits will be paid as promised.
Integrity applies to the timeliness and size of sufficient funding to provide the promised
benefits. In a word, the funding of retirement plans should be current; that is, as
retirement benefits are earned they should be properly paid for.
Affordability means that employers will be able to pay for retirement benefits as part of a
compensation package without serious negative impact on their operations or on others.
In the private sector, these others include the owners of the business and its customers,
while in the public sector it includes taxpayers. Remember, pensions are a component
of compensation and, like all human resource expenses, should provide sufficient
benefit to employers to justify their costs.
Predictability in retirement planning is the essence of Thomas Sowell’s observation:
“There are no solutions—there are only tradeoffs.” Retirement planning consists of two
variables, and at least one of them will be unknown. There is a promise of benefits to
be provided, and there is a savings or contribution schedule to be followed in order to
secure those promises. If the benefits are to be made certain, as in a defined-benefit
(DB) plan, then the contribution schedule will likely have to be adjusted over time as
investment performance and other actuarial inputs vary from expectations. If the
funding schedule is made certain, as in a defined-contribution (DC) plan, then benefits
may deviate from expectation due to investment performance.
Given the temporal nature of retirement planning and the uncertainty of investment
returns and accumulated value, it is not possible to have both a guaranteed benefit and
an invariant funding schedule. An important part of creating a sustainable retirement
plan is to navigate between the Scylla of over-promised benefits and the Charybdis of
insufficient funding. While predictability can only be managed with certainty on either
the benefits side or the contributions side, but not both, whichever is left for future
reconciliation should be carefully analyzed and treated in accord with sound risk
management principles to prevent costly and problematic surprises.
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Therefore, the choice for employers and employees is which item, benefits or funding,
should be made certain. As mentioned earlier, DB plans guarantee benefits while DC
plans guarantee contribution schedules.
It is the case that DC plans are the more recent phenomenon and those who favor DB
plans appeal to their better-established history, as well as their security for retirees.
Such security for retirees, however, comes with a price for those responsible to make
good on the defined benefits. If the benefits are large, that price will also be large. With
municipal and private pensions, at least part of that price could, in time, fall on retirees if
the employer faces bankruptcy and defaults on the promised retirement benefits. No
such risk sharing is typical in pensions sponsored by a U.S. state.
The variables that have favored DB plans in the past, say fifty years ago, are the
relatively long working careers of employees, which, typically, would be at the same
company, and the relatively short length of retirement due to shorter life spans. While
those who reached a typical retirement age of 65 in the 1940s could expect to live for
less than 12 more years, that stage of life has (happily) increased to more than 18 years
in 2015. However, with a 50% increase in retirement longevity comes a corresponding
50% increase in the cost of providing benefits.
Prior to the Industrial Revolution, it was common to see careers span generations. For
instance, if a person’s father was a blacksmith, it’s likely that person and his son would
become blacksmiths, and if a person’s father was a farmer, it’s likely that person and his
children would become farmers too. However, with the onset of the Industrial
Revolution and the development of the white-collar and blue-collar career jobs, people
could expect to work at the same company for an entire career and often did. DB plans
could work well with a long lasting employer-employee relationship, and one where
integrity, affordability, and even predictability were somewhat easy to manage.
However, the change that envelops the world in today’s Information Age means a
significant shortening of particular jobs. At the front end of a career, more time is
needed to be educated in such a world, so in turn, people start their careers later than in
the past. Often, job security is displaced by the opportunities of innovation, so most
people will work with multiple companies in multiple jobs over the course of a single
career. Keep in mind that the advances of health care, which contribute to longer lives,
add to the length and cost of retirement.
As the private sector has been learning for three decades or more, the costs of DB
plans have overwhelmed their benefits. Primarily, this is due to the structural shifts of
the economy, where tasks change regularly and job obsolescence (the obverse side of
innovation) becomes a major obstacle for retirement planning. In short, where once the
variables of retirement planning were few and relatively simple to understand, they
could be managed in the long-term relationship between employee and employer. In
the new economy, that long-term relationship is obviated, which increases the number
of variables to manage, and because those variables have become more uncertain,
they are more difficult to manage. The affordability and predictability features of DB
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plans have become casualties in the new economy. The upside of living in the modern
age should not be doubted, but it comes at the cost of vocational security.
As a consequence, the evolution of retirement planning has almost universally moved
away from DB plans towards DC plans. Today, workers and jobs are much more
diverse than they were prior to the Information Age. The need for ongoing education in
an economy where mind and motivation matter more than bravery and brawn also
makes earnings and funding issues much more complex and erratic. The upshot is that
individuals are best served by taking on the responsibility of managing their own
retirements as they manage their own careers. The portability, flexibility, and suitability
of DC plans help employees do that. From the employer’s side, it is straightforward to
make DC plans affordable, predictable, and current.
This evolution, however, has been slow to be embraced by the public sector. It seems
a classic case of the Public Choice School of economics, whereby public servants, like
all human beings, operate out of self-interest. All things being equal, an employee
prefers a DB plan because it imposes an indemnification responsibility on someone
else. In the public sector, the responsibility to provide ongoing financial protection for
the promised benefits falls to the taxpayers. The irony of the taxpayers’ situation should
not be missed: in a world where they often have available only a DC plan for
themselves and have all the responsibilities to manage it, they are also being asked to
shoulder ongoing and open-ended financial protection for the DB plans of public sector
workers. Who is the master and who is the servant in this relationship?

********

The goal of any retirement plan, DB or DC or some combination of the two, is to provide
employees with sufficient income in their post-employment years, so they may continue
to maintain their pre-retirement standard of living. All retirement planning requires
projections, such as what will a person’s income level be at the end of one’s working
years and what proportion of that will be needed to maintain one’s standard of living in
retirement. Also, estimates on what the contributions to a plan should be and what
interest those contributions will earn over time will be needed. Additional guesswork is
required for the length of retirement and numerous other variables.
From the employer’s perspective, the questions to be addressed are how much and
how often should retirement contributions be paid, and will this element of
compensation efficiently increase the likelihood of having a talented and motivated
workforce? In other words, will its benefits cover its costs?
From the employee’s perspective, the basic two questions are: how long will one live in
retirement, and how much wealth will need to be accumulated by the end of one’s
working years to maintain one’s standard of living from then until death?
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To answer the above two questions, there are two more to ask and answer: how much
does an employee wish to spend in retirement, and how much needs to be invested to
have sufficient funds for that spending target?
Unfortunately, because of the
uncertainties of life spans and investment returns on savings, neither of those questions
can be answered with full assurance.
Given the myriad variables and the different aims of employers and employees, there
are numerous ways that retirement plans can be designed. Generally, as we have
noted, they fall into two types: one where the benefits are defined and one where the
contributions are defined.
In both types of plans, contributions can be structured to allocate responsibility between
the employee and the employer by mutual agreement. It could be that all contributions
are the responsibility of the employer, or all are the responsibility of the employee;
however, the usual case is that both employer and employee will make ongoing, regular
contributions to the retirement fund.
The main difference between a DB plan and a DC plan is one of the promised benefits.
A DB plan, often described as a traditional pension plan, promises the employee a
specified monthly benefit at retirement. Often, the benefit is based on factors such as
the employee’s salary history, age at retirement, and the number of years worked for
the employer. At the start of retirement, the plan may state this promised benefit as an
exact dollar amount, such as $1,000 per month for life. Typically, the benefit payout will
be calculated through a plan formula that considers such factors as salary and years of
service.
As an example of a DB plan, not unlike that encompassing the employees of SERS and
PSERS, the annual compensation benefit in retirement might be set equal to years of
service times the average of three highest years of salary times a multiplier. In the case
of an employee, who has been employed for 35 years, whose average three highest
annual salaries is $70,000, and whose multiplier is 2.5%, that person would be entitled
to a benefit of $61,250 [35 x 70,000 x .025] each year in retirement.
With DB plans, out of all the many tricky parts, the trickiest part is projecting and
obtaining the rate of return earned on investments. Not that long ago, SERS and
PSERS were using an assumed rate of return on investments of 8.5%. That was
lowered to 8.0% in 2009 and again lowered to 7.5% in 2011. I suppose the thought had
been that one could expect a 10% rate of return from stocks and a 5% rate of return
from bonds, so a 60/40 mix of stocks and bonds would provide about an 8% return for a
moderate level of portfolio risk.
In the past decade or so, however, the rates of return on equities and bonds have
declined, and a 60/40 mix of stocks and bonds is very unlikely to produce a rate of
return of 8% or higher going forward. In fact, the current 7.5% assumed rate of return is
probably much too high for the given level of risk implied by a 60/40 mix. Many public
pension plans, notably among them the California Public Employee Retirement System

21

Future Forsaken

(CALPERS), have recently considered lowering their assumed rate of return to 7.0%.
Others have already done so.
That is just one of the many problems of public pension management in Pennsylvania.
Our approach should be to start by identifying the proper level of risk for the pension
portfolio and then estimate a commensurate rate of return, which can be used to derive
a suitable funding schedule; instead, our state pension managers start with a funding
schedule and project a target rate of return and then allocate monies into risky assets to
try to achieve that rate of return. It’s a completely backward approach and one that
creates huge risks for the portfolios and flies in the face of state law, which says,
“…the trustees shall have exclusive control and management of the said fund and full
power to invest the same in accordance with the provisions of this section, subject,
however, to the exercise of that degree of judgment, skill and care under the
circumstances then prevailing which persons of prudence, discretion and intelligence,
who are familiar with such matters, exercise in the management of their own affairs not
in regard to speculation, but in regard to the permanent disposition of the funds,
considering the probable income to be derived therefrom as well as the probable safety
of their capital.” [PA Consolidated Statutes, Title 71, Section 5931(a)]
The above is sometimes translated into English, and it is called the Prudent Investor
Standard: “A fiduciary shall invest and manage property held in a trust as a prudent
investor would, by considering the purposes, terms, and other circumstances of the trust
and by pursuing an overall investment strategy reasonably suited to the trust.”
Keep in mind that the trust in question is one that is to provide guaranteed payments to
senior citizens in retirement, who will likely be financially dependent on those payments.
For most reasonable people, that would seem to imply a very conservative, low risk
investment style.
One needs to remember, also, that the rate of return assumption is just that: an
assumption. Investment rates of return are stochastic and will be higher or lower than
one expects, so even if the expectation of returns is properly determined (what financial
economists call the ex ante rate of return), there still remains a 50% chance of
underperformance, which means there still is an even chance of falling short of the
necessary funds to provide promised benefits. When that happens, taxpayers in the
future are required to redeem the benefits earned from the past.
A more reasonable and cautious approach (one consistent with a risk level of the 60/40
equities to bonds mix) is to assume that stocks are now, on average, producing a 7.5%
rate of return and bonds are producing about half that or 3.75%. Given those rates of
return expectations, a 60/40 mix would produce an expected rate of return of 6%. That
is a far more reliable assumption and one consistent with the current dynamics of
financial markets. It still is risky, however, as there is no assurance that a 6% rate of
return on investments will be achieved; rather, it becomes a more reasonable bet with a
probability of 50% that the 6% rate or higher will be earned.

22

Chapter 3: How a Retirement Plan Should Work

In summary, because of a dynamic economy with many job changes in the career of a
typical employee, the expanding length of retirement, the uncertainty of investment
returns, and because of the difficulty and inflexibility of managing a DB plan, the DB
plan is going the way of the dinosaur. It remains a fixture in the public sector, but only
because of the nature of special interest politics, which work decidedly against the
interests of taxpayers. It has become neither predictable nor affordable, and the
recognition of the massive unfunded liabilities of SERS and PSERS make clear that the
integrity of those DB plans is fully compromised. They are simply no longer sustainable.

********

The modern economy is an ever-changing one. Increased economic vitality and
opportunity provide a more favorable environment for DC retirement plans because they
are more flexible and specific to the needs of a growing diversity in the workforce. With
few jobs lasting for life, whether they are blue-collar or white-collar jobs, the variegated
career paths of people are most appropriately served by a retirement plan of immediate
ownership and control by the employee. The DC plan is a modern development that
empowers the employee and accords him or her with the responsibility to manage this
important facet of life.
With a DC plan, there is a specific agreement as to how much an employer will provide
to an individual employee’s account (usually based as a percentage match of what the
employee contributes). For example, an employee might be contributing 5% of his or
her salary into the plan, and the employer might match that at 25 cents on the dollar, or
50 cents on the dollar, or some other proportion. In the case of many college
employees participating in a DC plan administered by TIAA-CREF, it might be that the
employer contributes 65 cents for every 35 cents the employee contributes.
The benefit payout of the DC plan is and remains undetermined. As the name suggests,
the contribution is defined, but the accumulated value will depend on the performance of
the assets purchased with the contributions. That performance will depend, in turn, on
the allocation of the contributions across risk classes of assets and ultimately on how
much the value of those assets increase. Of course, except in the case of the lowest
risk, and lowest return assets, there can be no assurance that asset values will
increase.
Perhaps the best feature of the DC plan for employees is control. They decide from a
menu of investment options what allocations are to be made to which assets based on
their circumstances and comfort for risk. DC plans are typically portable and can be
taken from one employment to another, and vesting (ownership) usually is immediate.
Sound retirement planning is attainable by following Ben Franklin’s observation in the
epigraph to start this chapter: “Money makes money. And the money that money
makes, makes more money.” At the end of this chapter, in Exhibit 3-1, we see an
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example of annual projections of career earnings for an individual from age 30 until
retirement at age 65, as well as the amounts and timing of contributions and
accumulations for a hypothetical DC plan.
Exhibit 3-1 shows a starting salary at age 30 of $35,000 and projects 2% growth in that
salary each year. Contributions to the DC plan are calculated as 10% of salary. For
simplicity sake (but it would make good economic sense too), let us assume the
employee makes half of the contributions (5% of salary), and the employer makes the
other half. As a percentage of salary, the employer contribution at 5% of payroll falls in
the desired affordability range often suggested by actuaries of 4% to 7%.
As with any projection, we need to assume an interest rate to grow the invested
contributions. In our exhibit, the assumption is a fair 6%, which is quite modest by
comparison with current assumed rates of return of most state pension plans at 7%,
7.5%, and even 8%. Based on the contributions of 10% of salary and a 6% rate of
return, the accumulated value at age 65 is $534,394. Assuming 20 years of retirement
(that is, death at age 85), this would translate into annual benefits of $46,491 or about
66.5% of the person’s final salary. Even if Social Security added just 20% of final
salary, the total for retirement would be in the very comfortable range of 85% to 90%. If
Social Security added 35%, as it does for the average Pennsylvania public sector
worker, then this example would provide over 100% salary replacement in retirement.
Let me review the previous example. A person whose salary averages growth at 2% a
year, can, over the course of 36 years of earnings, accumulate an annuity equal to
66.5% of his or her final salary, assuming 10% salary contributions per year and a 6%
rate of return on investments. Such a plan would cost the employer 5% of payroll
(affordable), allowing an equal split in contributions between employer and employee. It
would require proper funding with each payroll (current), and it would discharge the
employer of responsibility for uncertainties (predictability) and place them within the
purview of the employee. In summary, it is a sustainable plan—current, affordable, and
mostly predictable. I say mostly predictable because there is no assurance of the 6%
investment rate of return, but that is not out of line with relatively low risk, safe investing
and would seem highly probable to achieve.

********

This might be the driest chapter in this book. It is useful, however, to have some
appreciation for the background and basics of retirement planning. It’s as if you went to
your doctor to learn about a good regimen for your health. Absent any serious existing
conditions, the doctor is going to tell you to eat right and get regular exercise. Also,
don’t smoke at all, and don’t drink to excess. Try to avoid stress, though don’t try too
hard, or you’ll induce even more stress. Really, it’s a conversation of common sense
and simple ideas, and all that’s left for you is to put them into action.
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Here’s the hitch: simple ideas are often not easy to put into action. Take any person
who is overweight, and the simple solution is to eat less and exercise more. It works,
but it’s not easy—if it were, we wouldn’t see so many overweight people.
The same ideas of simplicity work best in retirement planning. Let’s adduce some of
those simple principles here, for both individuals and for retirement plans, and keep in
mind, simple does not mean easy.
For individuals:






Spend less than you earn; that is, save often and save regularly. (This behavior
by itself will prevent the onset of most financial maladies.)
Take advantage of tax-deferred savings plans especially those offered by your
employer.
Understand the progression of life is to get old, weak, and sick. You don’t want
to be poor, too.
In managing a defined-contribution plan, an employee should pay careful
consideration to life-cycle investment principles; for example, portfolio risk should
usually be reduced as one ages.
Understand the benefits of independence and empowerment attendant to a
defined-contribution plan, which will allow employees to control the assets to suit
their individual tastes and circumstances.

For employers:










Because of their tax-favored treatments by the IRS, employer-sponsored
defined-benefit and defined-contribution plans can be effective ways to attract
and retain a talented workforce.
Whether adopting a defined-contribution or a defined-benefit plan, the cost for
the employer should be in the 4% to 7% of payroll range.
The retirement plan should be structured to provide a percent of final average
salary for life for retirees. The percentage for a “generous” plan would be 85%,
less the percentage received from Social Security. For instance, if a retiree is
expected to receive 35% of his or her final salary from Social Security, then a
50% proportion would be required of his or her retirement plan.
A retirement plan that is going to integrate with Social Security to provide the
85% proportion of final average salary is one that should require a minimum of
35 years of service. This minimum may need to be increased as life
expectancies grow.
Funding of a retirement plan should be regular, timely, and sufficient to achieve
its ends.
Defined-benefit plans will be affected by periodic surpluses and shortfalls. These
should be amortized (settled up) over short periods, five to seven years, or at
most the average time until retirement of the workforce.
Design changes for retirement plans should only be based on efficacy--not on the
whims of employers and certainly not on the whims of employees.
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Inflation should be addressed in both defined-contribution and defined-benefit
plans, which is to say, funding and asset allocation decisions should take into
account inflation expectations. However, if inflation is not explicitly addressed in
the plans, then its consequences become a responsibility for the individual
employee, rather than a post hoc, ad hoc penalty for plan sponsors.
Pension boards of trustees should consist of knowledgeable and skilled
individuals who have no conflicts of interest with respect to the plan; that is, they
should be fully independent in their duties as fiduciaries to employers and
employees.
Board trustees should always adhere to the prudent investor principle in
managing the investments of the plan. A mismatch of asset and liability risks
should be avoided or at least kept to a minimum.
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Exhibit 3-1
Salary, contributions, and value accumulation projections for a retirement plan with 36
years of work, starting salary of $35,000 at age 30, salary growth of 2% annually,
contributions equal to 10% of salary annually, and investment returns of 6% annually
until age 65.
Age
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50
51
52
53
54
55
56
57
58
59
60
61
62
63
64
65

$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$

Salary
35,000.00
35,700.00
36,414.00
37,142.28
37,885.13
38,642.83
39,415.68
40,204.00
41,008.08
41,828.24
42,664.80
43,518.10
44,388.46
45,276.23
46,181.76
47,105.39
48,047.50
49,008.45
49,988.62
50,988.39
52,008.16
53,048.32
54,109.29
55,191.47
56,295.30
57,421.21
58,569.63
59,741.03
60,935.85
62,154.56
63,397.66
64,665.61
65,958.92
67,278.10
68,623.66
69,996.13

Contributions
$
3,500.00
$
3,570.00
$
3,641.40
$
3,714.23
$
3,788.51
$
3,864.28
$
3,941.57
$
4,020.40
$
4,100.81
$
4,182.82
$
4,266.48
$
4,351.81
$
4,438.85
$
4,527.62
$
4,618.18
$
4,710.54
$
4,804.75
$
4,900.84
$
4,998.86
$
5,098.84
$
5,200.82
$
5,304.83
$
5,410.93
$
5,519.15
$
5,629.53
$
5,742.12
$
5,856.96
$
5,974.10
$
6,093.58
$
6,215.46
$
6,339.77
$
6,466.56
$
6,595.89
$
6,727.81
$
6,862.37
$
6,999.61
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Accumulated Value
$
3,500.00
$
7,280.00
$ 11,358.20
$ 15,753.92
$ 20,487.67
$ 25,581.21
$ 31,057.65
$ 36,941.51
$ 43,258.81
$ 50,037.16
$ 57,305.87
$ 65,096.03
$ 73,440.64
$ 82,374.70
$ 91,935.36
$ 102,162.02
$ 113,096.49
$ 124,783.13
$ 137,268.98
$ 150,603.96
$ 164,841.01
$ 180,036.30
$ 196,249.41
$ 213,543.52
$ 231,985.66
$ 251,646.92
$ 272,602.70
$ 294,932.97
$ 318,722.53
$ 344,061.34
$ 371,044.78
$ 399,774.03
$ 430,356.37
$ 462,905.56
$ 497,542.26
$ 534,394.41

Chapter 4

HOW
PENNSYLVANIA’S
PENSION PLANS OPERATE
“If I had known I was going to live this long, I’d have taken better care of myself.”
– Mickey Mantle

As was noted in the previous chapter, a sustainable retirement plan will need to be
current, predictable, and affordable. However, the pension plans of Pennsylvania,
SERS and PSERS, have none of these three characteristics. Their funding is not
current, as the high and growing pension debt attests; they are not predictable, as
politicians have continual incentive to augment the pension benefits when the whim and
opportunity present themselves. So, the plans then become unaffordable exceeding by
several factors the desired ceiling for pension costs at 7% of payroll.
The ultimate defect of our state pension plans is they are defined-benefit (DB) plans
without any enforceable requirement to be properly funded. Public sector employees
are granted benefits according to a formula and scale crafted by legislators, who also
craft the funding schedule. There is high political return, and personal benefit, for
legislators who expand promises, but there is negative political return in properly paying
for those promises. Unfortunately, elected officials have the legal power to delay and
defer pension funding. Not even the federal government can compel states to properly
fund their public pensions. The result is that the funding of the two state pension
systems is largely independent of the benefits earned and thus, greatly out of balance,
with liabilities much larger than the assets to cover them. That mismatch is growing at a
staggering rate on the order of $12 million a day and even more when investments earn
less than their hoped for return of 7.5%.

********
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It strikes me that state pension politics is analogous to the adoption of Keynesian fiscal
policies by the federal government. Prior to the 1930s and the publication of John
Maynard Keynes’ The General Theory of Employment, Interest, and Money, the federal
government was reasonably careful to produce a balanced budget where expenses did
not exceed revenues, except in exigent circumstances. But the thrust of the Keynesian
perspective was that spending by government was an economic boon and taxation was
an economic drain. How then to get the alleged benefits of government spending
without raising the necessary revenues through taxation? Borrowing was the answer,
and the U.S. federal government has been on a steady course of increasing debt and
expanding its reach ever since. Politicians like the political return of spending and don’t
want to be held accountable for the consequences of increased taxation. Just as
personal debt allows one present enjoyment in exchange for future costs, government
debt yields political benefit in the near-term in exchange for costs carried forward to the
future.
I should point out the economic folly of Keynesianism. Whether through taxes in the
present or taxes over time (borrowing), government spending comes at the cost of
private sector spending. There is little evidence, beyond some minimal level of
government spending for securing property rights, that the benefits of government
spending exceed the opportunity costs of choices lost by the private sector. In other
words, government spending is almost always a drag on the economy simply because it
crowds out the knowledge and wishes of the very people it exists to protect.
In fact, the 20th century was pretty much a complete refutation of the notion of
government as an economic generator. In nations where government spending
increased beyond government’s role for the protection of property, economic prosperity
went down; in nations where government spending was relatively constrained,
economic prosperity went up. Comparative examples include North Korea versus
South Korea, East Germany versus West Germany, Eastern Europe versus Western
Europe, China versus Japan, and more generally, socialist nations versus those leaning
toward capitalism.
It is also folly to think that government borrowing is somehow less harmful than taxation,
because both are the act of government taking money out of the hands of private sector
decision-makers. Whereas taxation is a system-wide levy, borrowing comes from the
people who have been savvy enough to accumulate wealth. They part with their
savings when lending to the government, but only on terms favorable to themselves.
The result is a double drag on the economy—rather than have the wisest and best
investors spending their money under the discipline of providing value for society, you
have politicians taking that money and spending it for political gain.
This political gain is at the heart of the pension crisis in Pennsylvania. DB plans and
politics are a seriously toxic combination. By shortchanging the contributions to the
pension funds, the state government is creating de facto debt. By its actions, state
government is implementing the folly of deficit spending, contrary to the state’s

29

Future Forsaken

constitutional mandate for a balanced budget. As in the federal realm, debt becomes a
cultural norm and a favorite tool for the elected officials of our state government.
The opportunity for pension debt creates a fundamental disconnect in the public sector
between defining the benefit schedule and defining the funding schedule. DB plans are
supposed to be funded as the benefits are earned, but since the benefits are not
payable until the future, there is always the temptation for legislators to defer their
obligations of proper funding.
In the private sector, such a disconnect between benefits and funding is possible, but
forces act to bring benefit promises and proper funding of them into alignment. For one
thing, employees have every incentive to insist on proper funding and stand to lose if
their earned benefits are not paid for in an appropriate and timely manner. Federal law
requires private sector pensions to conform to certain funding principles. The
Department of Labor, the IRS, and the Pension Benefit Guarantee Corporation are all
federal institutions monitoring retirement funding practices of the private sector. This
federal oversight of private sector pensions provides another layer of discipline for
proper pension plan management.
No such forces are at work to align benefit promises with proper funding in state
pension systems. No federal law is in force with respect to funding state pensions.
Even the Government Accounting Standards Board (GASB) serves only an advisory
function and mostly with respect to reporting, not operations. What’s worse is that
public sector employees usually have no need to be concerned whether their pensions
are properly funded or not. In many states, including Pennsylvania, courts have ruled
that payouts to retirees are constitutionally guaranteed. Regardless of the level of
accumulated funding, or even if there are no pension assets at all, public sector retirees
will have the highest priority to state tax revenues. Public sector employees don’t have
any reason to monitor the funding, the management, and the performance of their
pension plans, because their benefits are fully protected by law and by the state
constitution.
While the executives at a corporation, who misbehave with respect to their company’s
pension funding, face potential civil litigation and criminal prosecution, legislators and
governors face no such concern because they write the laws they are supposed to
follow and can re-write them at any time for any reason. Think for a moment about the
problems of an executive in the private sector who wanted to short-change a pension
contribution. First, he would likely be running afoul of federal law. Second, his or her
fellow executives might well point out the legal and ethical problems attached to such an
action. Third, the employees, with no guarantee the corporation will even be around
during their retirement, would likely raise a ruckus, perhaps through a class action
lawsuit. None of that applies to public sector pensions.
To give one example of the misbehavior that exacerbates the pension crisis, but is
perfectly legal, there is the case of “budgetary relief.” That’s a euphemism for taking
money that should go to funding pensions and putting it into other line-items in the
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budget. It’s an expression that has become very popular the last few years in
Harrisburg, but the idea was hatched as early as 2003 with the passage of Act 40,
which deferred proper pension funding for over a decade. So, if the pensions weren’t
being properly funded, where did the money go? Well, it went into other operations of
government, but almost certainly that included higher salaries for state and school
employees. When we deflect money from the pension funds, we can be pretty sure it’s
going to variable costs, such as salaries, and not fixed costs, such as buildings, buses,
and erasers.
Former state representative and current Assistant Director of the Pennsylvania State
Education Association (PSEA), Steve Nickol, was quoted in 2010 as saying, “You can't
realistically expect the districts in the state to come up with that amount of money [for
pension funding] as currently projected. If they did, there's no way at the bargaining
table they [teachers] would be able to get any increases.”
As a result of the pension underfunding, salaries are increased, which since the pension
benefit formula is directly proportional to salary levels, also increases the costs of the
pensions on the payout or back side, while the pension assets used to cover those
benefits are shortchanged on the front side. This is all perfectly legal simply because
the state legislature can write this into law. If executives in the private sector engaged
in such dereliction and malfeasance, they would be summarily arraigned, tried,
convicted, and sent to jail--and rightfully so!

********

If we review the principles of sound financial retirement planning covered in Chapter 3,
we see that the state pension plans of Pennsylvania are universally defective. They are
poorly designed, mismanaged, and grossly underfunded. If the pension problems were
cancer, the plans would be in Stage 4. What is worse, they portend massive and
irreversible damage on the future of the commonwealth.
The phrase, “Complexity is the enemy of risk management,” certainly applies to
retirement planning. But what is simple about the design and management of our state
pension systems? Most DB plans will have to have many features covering many
contingencies because there is a permanent relationship between the vested
employees and the plan sponsor that extends beyond the lives of the employees. Such
complexity raises costs and jeopardizes both predictability and affordability, and when
there is ongoing incentive for elected officials to manipulate variables for political gain,
you can expect more and more complexity.
One way this complexity manifests is with the differentiation among employees, who are
grouped into various classes; different rules apply to employees in the judiciary,
legislature, law enforcement, and throughout other state offices, and different rules
apply to employees depending on the date of hire.
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Another example of the impetus for complexity can be seen just by looking at the bills
that have been proposed since 2013 to change SERS and PSERS. It almost always is
a case of increasing complexity and Rube Goldberg-like features. The 2014 Tobash
amendment of a stacked hybrid plan (just the name exposes its complexities) was over
200 pages long. The Kampf bill of 2013 to put some newly hired employees into a
defined-contribution plan was nearly 300 pages long. And Senate Bill 1 of 2015 was
over 400 pages long. Meanwhile, HB 900 (to be discussed in Chapter 12) took just 9
pages to solve the funding problem. Simple is effective--it’s just not often easy. If it’s
not easy, sad to say, it’s not going to get much political or institutional support no matter
how effective it is.
Besides complexity, a second aspect of our state pension plans is that they take the
responsibility of retirement planning off of the employee’s shoulders almost entirely.
There is a serious element of moral hazard to this, but the obvious point is that people
ought to be entrusted with the responsibility for the things that matter to them.
Certainly, people better understand their personal circumstances and tastes with
respect to current and future consumption choices, and a retirement plan that doesn’t
allow them to act on their time preferences is a poor one, indeed. Of course, a person
can always set up a personal account to save more to augment his or her DB plan, but
it seems clearly inefficient to have employees create new accounts to improve on the
plan that already exists for their retirement needs.
While good employer-sponsored retirement plans adhere to the principles of keeping
funding current, being affordable, and maintaining a fair degree of predictability, SERS
and PSERS do none of that. It is just the nature of the political game that ad hoc
benefits, retroactive enhancements, and much other gaming of plan design will
undermine the affordability and predictability elements of the state pension plans. The
only way to overcome those politically driven problems is through significant increases
in funding, but that faces the biggest political obstacle of all. In the politician’s mind,
there are always too few dollars to be spread around and sufficient funding to cover
pension promises has no immediate political benefit. The incentive for politicians with
respect to public pension funding is always in the wrong direction. As a very wise man
once pointed out to me, we are never going to see a bumper sticker that says, “Vote for
me, and I’ll eliminate the unfunded liabilities of our pensions.”

********

Instead of the principles of current funding, affordability, and predictability, it is not unfair
to say our state pensions are built on the three D’s: Dissemble; defer; distract.
Dissembling involves the unwillingness to properly measure the pension debt and
recognize its economic impact. Chicago Mayor Rahm Emanuel said of the pension
crisis in his state, “Unless Illinois enacts (pension) reform quickly, the costs of these
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programs will force taxes so high that you won't recruit a business, you won't recruit a
family to live here.” Shortly after Mayor Emanuel’s remark, the Chicago Tribune
observed, "Companies don't want to buy shares in a phenomenal tax burden that will
unfold over the decades.” Neither do citizens. It’s the same situation in Pennsylvania.
Dissembling also involves the excuse making and the inaccurate assessments of the
pension problem such as, “the unfunded liability is only a problem if every employee
retired today.” And how many elected officials lied to the public and to themselves
about Act 120? Its entire motivation was to put less money into already atrociously
underfunded pensions, and it passed overwhelmingly.
The absurdity of Act 120 can be demonstrated in at least two ways. First, the concern
in 2010 was a $40 billion combined unfunded liability for SERS and PSERS. The plan
to “address” that debt was to grow it to $65 billion before beginning to pay it down and
take 35 years to do so. Ignore, for the moment, that 35 years is hardly a suitable
repayment period given the average employee is retiring in less than 20 years.
However, let’s say you have a personal credit card debt problem of $10,000. Would
you think the best way to deal with it is to increase your debt to $18,000 before
beginning to pay it down?
Second, according to the design of the Act 120 funding schedule, it was claimed that
the pension design reform would produce more “savings” from larger future payrolls, so
if we just expand payroll faster, we would allegedly get more pension savings. If that
makes sense to you, then I guess every time you buy something with a coupon you
think your savings account is going up. To mention absurdity upon absurdity, one
administration official was asked, “What happens if payroll doesn’t go up as expected?”
His reply was, “That would generate savings too. It’s win-win.” Only a government
bureaucrat could believe it is impossible for government to go wrong and that everything
works out for the best, despite the dwindling number of taxpayers and their dwindling
bank accounts.
Defer is the operative word anytime proper funding of pension costs and debt comes up
in Harrisburg. As an insider, I can assure you that what motivates almost all pension
reform legislation (the obvious exception being HB 900) is the desire to figure out a way
to put less money into the funds. The promises that have been made and the benefits
that have been earned are tugging more and more at the revenues available to
government. Legislators don’t like to play that tug-of-war game, so they craft legislation
to allow them to play their favorite game, spread-the-wealth. At some point, as
Margaret Thatcher said of the problem with socialism, you will run out of other people’s
money to play spread-the-wealth. When the wealth runs dry, the tug-of-war game will
be all that’s left to play on a particularly big field of very deep mud.
Well, if you don’t want to dissemble and it’s getting harder and harder to defer, then the
only thing left is to distract. That we have a serious pension debt problem that
jeopardizes the future of the commonwealth is not in doubt. That it is the result of bad
legislation is also not in doubt. That the cost of dealing with it in a timely and effective
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manner is difficult is pretty evident, too. If you are a politician and care about the politics
of the matter, what do you do? Like any good magician, you distract.
Distract through blame. Blame the markets; blame the actuaries; blame the unions;
blame your predecessors. Distract through legislation. Support legislation that will give
the appearance of reform, but doesn’t commit even one additional penny to addressing
the unfunded liability. Perhaps, you can come up with legislation that promises future
savings and convince yourself that justifies putting even less money into the pensions
now. Have your talking points handy. Any bill that passes will be labeled as “historic”
and “bringing Pennsylvania into the 21st century,” even though it leaves unaddressed all
the pension debt wrung up since the 20th century and keeps in place the worst aspects
of pension plan design from the 19th century. The carnival sideshow will be in full swing
regardless of what pension bill passes, even if, as is likely, it will be worse than doing
nothing.

********

The passing of Mickey Mantle was a very sad day. He was a great American hero of the
great American pastime, but his life was shorter and its end much sadder than they
should have been. In his younger days, Mantle had a sense his life wouldn’t extend
beyond age 50. That was the perspective that he attributed to his unwillingness to plan
for his future and take the necessary steps for its benefit. His demise came about
sooner and sadder than it needed to because of bad judgment. On the plus side, “The
Mick” took full responsibility for his mistakes and died with dignity and a powerful lesson
for those who had his attention.
Unlike Mickey Mantle’s mistake, the error of judgment that our state government has
made and is making will not have any redeeming element. One of the worst aspects of
government error in judgment with respect to our state pensions is the costs and
penalties it places on people who have no culpability in the matter. We know that the
pension payouts are known to be increasingly costly with each passing day. We also
know that the longer it takes to fund them, the more justice is being subverted because
the cost of past and present public services falls more and more on future citizens. Yet,
the entrenched behavior of state government remains similar to the prodigal behavior of
a young Mickey Mantle.
I’m guessing if legislators in 2001, 2002, 2003, and even 2010 could have seen clearly
the damage their pension legislation was creating, they would have been less willing to
vote aye on the Four Horsemen. But that’s the thing with the eyesight of legislators:
Short-term benefits shine bright and make the long-term costs difficult to see.
If SERS and PSERS continue to be operated under a bad design, to be poorly
managed, to be underfunded, then the crushing consequences of a massive and
growing debt will fall upon all of the citizens of the commonwealth. More taxes and
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fewer services is the only way this plays out on its current course. Of course, that
trajectory might well end in a crash and burn, or it might end in a prolonged, yet
inexorable path to economic decline--either way, the prognosis is grim.
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A DC FIX AND ITS ENEMIES
“It is difficult to get a man to understand something, when his salary depends on him not
understanding it.”
– Upton Sinclair

Defined-contribution (DC) retirement plans are the way of the world today except in the
defined-benefit (DB) fantasyland of government, which entertains that such fantasy be
paid for at huge cost to taxpayers. The accumulated wreckage of public sector DB
plans across the nation, especially in Pennsylvania, could not be clearer. We should
proceed immediately to replace them with appropriate and sustainable DC plans.
That much is obvious. Also obvious is that DC plans pose less risk to taxpayers than
DB plans, and long-term would almost certainly be more affordable. DC plans are more
transparent to policymakers, who would have a better idea of how much pension
provisions for employees will cost, today and into the future, which enhances the
element of predictability. DC plans can also be more equitable to employees of different
career-lengths. DB plans are typically very generous to full-career workers, but they
provide substantially less benefit to short-term and mid-career employees. This uneven
benefit accrual pattern of DB plans endangers the retirement security of short-term and
mid-career employees.
Transparent. Current. Affordable. Predictable. Flexible. Suitable. Sustainable. What
is there not to like about defined-contribution plans? Yet, there is serious political
opposition to them because, like all matters of the public sector, this one plays out
through the political process, which always results in a tug-of-war between at least two
different interests. In this battle, the privileged members of the status quo are on the
one side and beleaguered citizens who deserve better public policy are on the other.
A phasing out of the current DB plans of SERS and PSERS and their replacement with
DC plans is a huge threat to powerful entrenched interests. No one at SERS and
PSERS would want to suffer downsizing and less responsibility because of the
simplification and efficacy of a DC approach. No one at PERC would find a shift to DC
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plans in his or her interest either. The actuaries hired by SERS, PSERS, and the
governor—their meal ticket goes away with DC plans.
More than any of those in the above groups, representatives and senators are going to
be loath to jump on a clean reform bandwagon. By “clean” I mean a DC plan without
quirks and unnecessary complications; one that is applied equally to all public sector
workers.
There has been and is a good deal of political opportunity to “retire” the existing DB
plans. It would be a very awkward moment, however, if legislators did vote for a clean
DC plan for new public sector employees, but left themselves under the old DB plan.
Choosing to do what is right is a tough choice for anyone who stands to lose personally
from that choice.
With so many entrenched forces in opposition to what is an obviously beneficial
approach to managing retirement in the public sector (beneficial from the taxpayers’
perspective, to be clear), it’s unlikely we will see success in new design anytime soon.
We can fully expect that all sorts of phony arguments, like “transition costs”, will be
trotted out to oppose clean and effective reform.

********
“Transition costs” is the label given to the increased expenses to the state believed to
ensue by shifting from a DB plan to a DC plan. A belief in transition costs is a belief that
is reasonable and intuitive. It is generally accepted, not just by the public, but also by
financial professionals everywhere, including the ones overseeing the state pensions of
Pennsylvania. There is only one thing that is wrong with the belief for the existence of
transition costs—it is false.
That, as it turns out, is good news for limiting the harm done by the current DB plans of
SERS and PSERS, because it means that closing those plans and putting new
employees into a DC plan is, for all practical purposes, a cost-free initiative. Further, it
means the retirement plans for new employees (and eventually all employees) will be
current, predictable, and affordable. Finally, it means that the unfunded liabilities of
SERS and PSERS can be isolated. When they are addressed with sufficient funding,
those liabilities will be paid off over time, and a course will be set for a future where
pension contributions are made in full when pension benefits are earned.
Perhaps more than any other myth related to pension finance, the myth of transition
costs is the most harmful. The transition costs argument has a veneer of sophistication,
which gives it a veneer of credibility. That, in turn, gives cover to entrenched interests,
who have no desire to ever see the existing DB plans replaced by DC plans.
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The transition planned for the state pensions (but not yet legislated largely due to the
belief in transition costs) is a particularly slow one. Section 17 of Article I of the
Pennsylvania Constitution (“No ex post facto law, nor any law impairing the obligation of
contracts, or making irrevocable any grant of special privileges or immunities, shall be
passed.”) has been interpreted by courts to imply that retirement plans cannot be
changed for current employees because it would “impair” the contract existing with
them. As a consequence, most efforts to change the design of the state public sector
pension plans are restricted to plans covering new employees only.
As a side note, and with full disclosure that I have no training whatsoever in juris
prudence, it seems a bit asymmetric of courts to say that improving pension plans, as
was done with Act 9 in 2001 and Act 38 in 2002, is okay because those were
augmentations, not impairments. Well, they weren’t impairments for the public sector
employees, but there are two parties to every contract; taxpayers are on the other side
of all contracts with their employees. How was it not an impairment of contracts from
the taxpayers’ perspective when legislation increased benefits, ex post, for current
employees and those already retired? With due respect to the courts, it seems a bit
self-serving that they have concern for only one side of public sector contracts.
Now, back to the argument for transition costs. There is no doubt that establishing and
running a DC plan while phasing out the current DB plan will create a small additional
cost, but that is not what is meant by the term, “transition costs.” That term is used to
refer to the loss in earnings on the assets in the DB plan, because of the belief in the
need for the fund to transition into less risky investment assets, which have lower
expected returns, as the plan’s final closing date nears. In other words, imposing an
end date on a fund will require more and more conservative asset allocation choices as
the end date approaches. Thus, the current rate of return assumption of 7.5% will have
to be lowered progressively until nearing the risk-free rate at the plan termination date.
This loss in earnings due to the reduction in the assumed rate of return is what is
generally referred to as transition costs.
It is worth noting that phasing out a DB plan by closing it to new employees while
keeping it in place for current employees is a very long process. If the youngest current
employee in a DB plan now is 22 years old, then the plan will have to remain in
operation until the employee and any of his or her survivors with benefit rights would all
be dead. That could be 80 to 100 years from now. As a curious fact from history, as of
the year 2013, there were still survivor benefits being paid by the U.S. Veterans
Administration as part of the pension benefits for veterans of the U.S. Civil War, which
ended 150 years ago.
The argument for reducing the assumed rate of return because of a finite time horizon
for the investment profile of a fund’s assets, however, does not pass analytic scrutiny.
Nobel Laureate Paul Samuelson was, perhaps, the first and most prominent economist
to expose what is called the fallacy of time diversification. Time diversification is the
notion that the longer the time horizon for an investment (and a fund that remains open
has an open-ended horizon), the more risk an investor will be able to tolerate.
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Samuelson wrote his first paper on the topic in the journal, Scientia, in 1963 (“Risk and
Uncertainty: A Fallacy of Large Numbers”). His most fun paper on the topic was “Why
we should not make mean log of wealth big though years to act are long,” published in
the Journal of Banking and Finance, 1979, vol. 3, no. 4. Using only monosyllabic words
until the final sentence in the article, Samuelson dispelled, once and for all, the notion of
risk as less of a problem in the long run and more of a problem in the short run.
But let’s look at the intuition first, and then, explain why that gets it wrong.
Most people believe, which usually is the case, that a young person can afford a more
aggressive financial portfolio, that is, one with more risk than when he or she gets older.
The standard rule of thumb is to allocate to stocks a percentage of your portfolio equal
to 100 minus your age and to invest the rest (a percentage equal to your age) in safer
securities like bonds. It is a trusted and usually sound tactic; however, it is not sound
simply because a young person has a longer investment horizon. That, as Samuelson
showed over and over (he published more than two dozen peer-reviewed papers on the
topic), is irrelevant to the risk allocation issue. It turns out that in most cases, young
people have substantial human capital (their future earnings) while older people’s
human capital declines (because their future earnings go to zero over time). A person
with a large amount of a real asset, such as human capital, can afford more risk in his or
her financial portfolio. As human capital declines over the years (hitting zero at
retirement), a person’s financial portfolio has to be structured with less risk since there
is no compensating and complementary asset of human capital.
Therefore, it is usually sound for young people to be more heavily invested in risky
assets than older people, but that is not so because they have more time to withstand
the bumps of erratic investment returns. More time will mean more erratic bumps,
which means more risk. Young people can take advantage of more risky financial
portfolios because they have another asset to fall back on, an asset that diminishes in
value with time, so the risk structure of their financial investments should be made safer
as they get older.
In the management of public sector pension plans, however, there is no human capital
in play except, unfortunately, that of taxpayers, who are always on the hook for
investment underperformance and legislated underfunding. So, the concern for risk in
these plans is invariant with respect to their time horizon. This point has been borne
out, not just by Samuelson but by many in the field of financial economics, and the
belief that shorter investment horizons necessarily require asset allocations with lower
risk has become well known as the “fallacy of time diversification.”
Samuelson’s main point in exposing the fallacy was to show that even if the probability
of an investment loss decreases over longer periods of time, it does not go to zero and
the magnitude of potential losses increases dramatically. In other words, while we can
expect rates of return to compound over time, risk does, too. Unless there are some
special circumstances, the risk allocation decision is one that is independent of the time
horizon of the owners of the portfolio. There are no such special circumstances that

39

Future Forsaken

apply to pension funds, so their risk allocation decision is independent of their time
horizons.
Zvi Bodie, a prominent economist, has demonstrated the fallacy of time diversification
another way using option-pricing theory. A put option is a security that allows one to
sell a stock at a specified price over a specified period of time. If risk actually declined
over longer periods of time for a stock investment, the value of a put option with a
longer time to expiration on that stock would decline also. But that doesn’t happen.
Both theory and practice confirm that the longer the time to expiration for a put option,
the higher its price will be.
As Bodie wrote in the Financial Analyst Journal, May-June, 1995, “If it were true that
stocks are less risky in the long-run, then the cost of insuring against earning less than
the risk-free rate of interest should decline as the length of the investment horizon
increases. But the opposite is true.” Thus, risk does not become less of a problem with
a longer investment horizon, and obversely, it does not become more of a problem with
a shorter investment horizon, as the proponents of the transition costs concept allege.

********

Dr. Andrew Biggs, a resident scholar at the American Enterprise Institute and a member
of the 2014 Blue Ribbon Panel on Public Pension Funding commissioned by the Society
of Actuaries, submitted written testimony to the State Government Committee of the
Pennsylvania House of Representatives on March 24, 2015.
Dr. Biggs’ testimony focused on the idea that transition costs are incurred, either
temporarily or permanently, when an existing DB plan is closed to new hires, who are
placed in a DC plan. He examined the claim that closing a DB plan creates costs
because the Government Accounting Standards Board (GASB) accounting rules might
force the plan’s sponsor to pay off its unfunded liabilities more quickly. He also looked
at the notion of transition costs due to the lowering of the investment rate of return
expected on a less risky portfolio.
As to the acceleration of the amortization of unfunded liabilities that might be brought to
bear because of GASB regulations, it is simply the case that GASB is not binding on
states. Funding is determined only by statute and is decided through the appropriations
process, so it is inaccurate to say that closing a plan would necessarily change any
funding schedule. However, what exactly would be the harm of retiring these unfunded
liabilities sooner rather than later? I should think it would, in fact, be beneficial to erase
the debt as soon as possible--closing the plan or not.
With respect to the transition costs argument of shifting to investment assets with lower
rates of expected return, Biggs made the important point that even if that happens, it’s
not necessarily the case that taxpayers would be worse off. Assets with lower expected

40

Chapter 5: A DC Fix and Its Enemies

returns are safer assets. Given the lower risk of such a portfolio, there would be
commensurate less volatility on the funding side.
Biggs noted an interesting behavior of public pension plans in the U.S., including SERS
and PSERS. A growing share of the pension plan liabilities are what is owed to current
retirees. This means the duration of the liabilities are shortening and, hence, should be
funded with shorter term and lower risk investments. However, exactly the opposite is
happening. Biggs could not have been more clear: “…even as their participant
populations matured and the duration of their liabilities shortened, state and local
pensions have opted to take more investment risk. This practice by public plans, the
Society of Actuaries recently noted, goes against basic risk management principles.”

********

One of the more vocal opponents of DC plans for new employees is the union
representing the Pennsylvania State Police. State Police have two circumstances, so
the union argument goes, that set them apart from all other state employees and,
therefore, make the DC plan wholly unsuitable for troopers. The first circumstance is a
mandatory retirement age, and the second is that the State Police do not participate in
Social Security.
Of these two concerns, the second one is downright silly. Social Security is one of the
worst retirement plans anyone can participate in, and that is why it is compulsory for
most Americans. Being free of the Social Security program is a very positive benefit for
troopers, not something that leaves them disadvantaged.
Those in the Social Security program are hit with a FICA tax of 6.2% of their income,
and that amount is also immediately subject to the income tax. If people were given the
choice to opt out of Social Security, and they could take that 6.2% that is taxable
income and put it into an individual retirement account (IRA) with tax-deferred benefit,
almost everyone would do so. For one thing, there is no benefit to Social Security
unless you live to retirement age. With your own IRA, you have immediate ownership,
and should you suffer pre-mature death, you have something to bequeath to your heirs.
More importantly, if prudently managed, that IRA would likely yield significantly more
than what Social Security would ever deliver.
Let’s look at the example of a hypothetical employee’s career earnings in Exhibit 3-1 of
Chapter 3. That particular employee started with a salary of $35,000 at age 30 and
retired after age 65 with a salary of $70,000. According to the current Social Security
payment formula (which is always subject to change), the employee would receive at
retirement an annuity of about $21,000 per year for life. Assuming the person lives for
20 years after age 65, then the present value of the Social Security benefit is about
$240,000 (using a 6% discount rate) at retirement. By opting out of Social Security and
investing the FICA withholding amount through an IRA, the accumulated value at
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retirement for this person would be over $330,000. Remember, none of this considers
the employer’s required contribution that is equal to the employee’s. Essentially, Social
Security costs $660,000 to provide a benefit of $240,000. Are you beginning to see why
it is compulsory?
Being exempt from Social Security is a true financial blessing, and not a hardship as
some police union advocates argue. If other working people were given the chance to
opt out of Social Security, they would almost certainly do so. There’s a reason the
government forces us into it, and it’s not because it’s a good deal for us.
As to the mandatory retirement age for state police, that could and probably should be
repealed. I would think there is valuable experience and talent going out the door just
because of an arbitrarily imposed retirement age. Regardless, the complaint against
the DC plan by the State Police union reps is that, in the event of a severe downturn in
the financial markets just prior to a policeman’s retirement, the value of the DC plan
could be devastated. Well, if you are approaching retirement and leaving yourself fully
exposed to the risk of market movements, you aren’t planning well. Most people would
understand the prudence of reducing exposure to market risk in their financial portfolios
as their human capital declines and state policemen are capable of such prudence, too.
There is one good argument for a DB plan for state police and law enforcement
personnel in general, but I never hear it made: we give a monopoly of enforcement
power to police, which is a serious responsibility indeed. That responsibility comes with
an equally high temptation for abuse and misbehavior. A back-loaded compensation
plan, that is, one that provides high pay at the end of a career relative to pay during the
career could be an effective tool in aligning motivation for good behavior on the job with
the personal interests of policemen. In effect, a back-loaded compensation plan says to
the employee, earn our trust and act responsibly within the letter of the law, or you will
lose out big time. DB plans can be structured as back-loaded plans that motivate better
job performance.

********

M. Barton Waring in Pension Finance is direct with two fundamental propositions: 1)
long-term investors do not “get” the expected return, but receive a highly random and
uncertain draw from an increasingly wide distribution of possible realized returns; 2) risk
to portfolio wealth does not go away with time but accumulates. From these two
propositions, it can be inferred that longer horizons do not mean investment risk
becomes less important and shorter horizons do not mean investment risk becomes
more important. Risk and return are facts of life and their uncertainty is too; both
compound over time so there is no such thing as time diversification for investment
returns. A person who believes that a 7.5% rate of return per year is achievable, on
average, knows he only has a 50% change of meeting his goal. That’s true for a one-
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year horizon, and that’s true for a 50-year horizon. The difference is that the shortfall
can be much greater when compounded over 50 years rather than one.
If time diversification is a fallacy; if transition costs are non-existent or at least very close
to negligible; if Social Security is such a bad deal; why do these ideas and programs
persist? The answer is simply because they are in the political interest of legislators
and bureaucrats. Phony programs depend on phony arguments, whether they be the
public debt wrung up on taxpayers’ accounts or the overly generous retirements of a DB
plan for public sector employees (also wrung up on taxpayers’ accounts).
DC plans work in the private sector and have almost fully displaced DB plans that do
not work. There is no good reason (aside from my argument above with respect to the
State Police) that the unsustainable public sector DB plans in Pennsylvania should
continue. There is every reason to put all new employees into a DC plan that is simple,
affordable, and predictable. It will be easy to keep such a plan’s funding current, and,
therefore, the plan will be sustainable without recourse to the manifestly unjust tactic of
using future taxpayers as guarantors.
As I have suggested, we are not likely to see the simple and correct way of dealing with
the design flaws of the state’s public pension systems. At best, we will continue to see
bills like SB 1 and its mishmash of multiple moving parts, contortions, and carve-outs.
Some will say that we should not make the perfect the enemy of the good, but anything
short of the standards and best practices learned and adopted in the private sector is a
public enemy.
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Part III:

MANAGEMENT

Chapter 6

REPORTING PERIL:
WHERE’S THE RISK?
“What, me worry?”
– Alfred E. Neuman

If you look through the Comprehensive Annual Financial Reports (CAFRs) of SERS and
PSERS, you will see that they include pictures of the people on their boards of trustees.
In nearly every picture, each trustee is broadly smiling--I don’t get that. It may have
made sense in 2001 when funding ratios over 120% were reported but what was
anybody smiling about after the investment rout of 2007-2008 when both SERS and
PSERS lost about one third of their assets? And in 2014, with funding ratios having
sunk to grim levels of about 60%, why the pictures of trustees suitable for framing and
hanging on a dentist’s wall?
It’s hard not to conclude that the trustees are either not fully engaged with their
responsibilities or simply do not know how to effectively engage, and I don’t derive that
conclusion from looking at pictures. The simple fact is that both SERS and PSERS
have been severely underfunded for over a decade, and no one on either board has
ever organized a public demonstration and call for proper funding. Why not? Why
haven’t both boards of trustees held press conferences demanding the legislature and
the governor reverse course on inadequate funding? Why haven’t they been the least
bit critical of their money managers, who have not been meeting appropriate
benchmarks though they have charged top dollar fees for their services?
If the trustees are missing the obvious, what is the chance they are observing anything
amiss beneath the surface?
One of the most difficult concepts to understand in investment management is risk.
There are multiple contexts for risk and multiple measures of it within each context.
There is the risk of insolvency, which is the worry that a pension system’s assets will be
depleted. There is investment risk, which is the exposure a system’s portfolio has to the
ups and downs of the market. There is contribution risk or the uncertainty of proper
contributions being appropriated for a system’s funding. There is benefit risk, which
pertains to the possibility of benefit enhancements either through cost-of-living-
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adjustments (COLAs) or formula changes. There is, also, actuarial risk, which is the
deviation from actuarial assumptions that a system’s plan experiences.
After you get past the smiling pictures of the trustees in the CAFRs, and start to look for
acknowledgement and measurement of the various risks that the systems face--risks
that ultimately fall on taxpayers--there is a dearth of information. It seems as though the
Comprehensive Annual Financial Reports of SERS and PSERS are not so
comprehensive.

********

One elementary, yet essential, question is what is the risk of plan insolvency over time;
that is, what is the risk that the assets of the plans may become fully depleted while
there are still benefits to be paid? Such a circumstance is often referred to in the
actuary field as PAYGO, as in pay-as-you-go. For the state pension plans, that would
mean that the payout of retiree benefits would have to come solely from general fund
revenues. Perhaps, there is a near-term, high probability of PAYGO, or maybe the
probability is low even for the long-term. Whichever it is, it would be nice to know, but it
appears a verboten topic with SERS and PSERS.
You will find little reference or discussion of the matter in the CAFRs of SERS and
PSERS. There is no mention, for example, of the recent working paper written by Elder
and Wagner, “Can Public Pensions Fulfill Their Promises? An Examination of
Pennsylvania’s Two Largest Public Pensions.” Elder and Wagner find that the
probability of asset depletion is near 70% for PSERS in the next 15 years and near 85%
for SERS. Other analysts, including myself, have also estimated that depletion has a
high likelihood in the next 10 to 20 years—that’s pretty soon as both plans currently
have obligations that could easily span 70 years into the future.
A simple and important measure that relates to the risk of depletion is called the
benefits coverage ratio. It is the market value of assets owned by a fund divided by the
annual payout of benefits. It is not reported by SERS or PSERS but Exhibit 6-1 at the
end of this chapter details their benefits coverage ratios since fiscal year 2001.
The ratios are nearly monotonically decreasing relationships over time. SERS had
$22.52 of assets for every dollar it paid out in 2001, but by 2014, that ratio was down to
$9.33. One way to look at this is to ask, what rate of return is needed on the assets to
cover the payouts without further depleting the assets? That rate of return would be the
reciprocal of the benefits coverage ratio, which for SERS in 2014 was 10.72%. In other
words, if SERS earned 10.72% on its assets in 2014, it could have maintained its level
of assets while paying out earned benefits; instead, the investment rate of return for
SERS’ portfolio in 2014 was only 6.4%.
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For PSERS, the coverage ratio was 25.53 in 2001, but had dropped to 8.13 by 2014.
This ratio corresponds with a rate of return of 12.3%, which would be necessary to
maintain a steady level of assets while paying out earned benefits. Though PSERS
reported a 14.91% rate of return for its 2014 fiscal year, it would seem very unlikely it
will be able to consistently to do better, year in and year out, than a 12.3% rate of
return. Given the turbulence in the financial markets recently (I am writing this in the fall
of 2015), it would seem that the coverage ratios for SERS and PSERS will be dropping
again in fiscal year 2015. When they hit zero, Depletion Day or D-Day, has arrived.
The significance of D-Day is elaborated on in Chapter 10, but one can get a sense of
the problem by looking at the general appropriations of the Pennsylvania state budget in
fiscal year 2014. Contributions to the pensions totaled less than 10% of general fund
revenues in 2014. However, if there had been no assets in the pension funds to pay
retirement benefits, then pension funding would have cost about 35% of general fund
revenues. That would produce a pretty significant hit to all of the other programs the
state is responsible for, and it’s also likely that taxpayers would get hit pretty hard, as
well, if the pension assets were fully depleted.
Another way to think of the benefits coverage ratio is to ask how long can we continue
to pay out retirement benefits, if they are frozen at current levels, and if there is a 0%
return on investments? Now, a 0% return doesn’t sound like a likely situation, but
neither is a freeze on benefit payouts. Rates of return can even be less than zero, and
sometimes, they are a lot less. Benefit payout amounts, however, are going to be
growing for some time. The point here is that a ratio of 9 means you have about 9
years until the assets run out unless you get significant positive returns and/or large
cash infusions. Years with negative returns shorten the time until D-Day.
Of course, we cannot say for sure when the assets will run dry or even if they will ever
run dry. It’s possible we could run into good fortune, as we did in the 1980s and 1990s
with a norm of double-digit positive investment returns. Nonetheless, looking at
coverage ratios that were in the mid-twenties just thirteen years ago, and are now in
single digits, should give everyone pause and does merit mention in any comprehensive
financial report. You won’t find it in the CAFRs of SERS or PSERS.
What you will find is a “solvency test.”
In the solvency reports in the 2014 CAFRs of SERS and PSERS, benefit rights are
broken into three categories: category one, which is accorded the highest priority, is the
coverage for employee contributions, with interest; category two, which has the second
highest priority, is the coverage for benefits of current retirees; category three is the
coverage for benefits earned by current employees.
Exhibit 6-2 reports the findings from the solvency tests of SERS and PSERS since
2005. While both systems report 100% coverage for member contributions, there are
noticeable problems with categories two and three. After allowing for the actuarial value
of assets necessary to cover member contributions in 2014, SERS reports that only

47

Future Forsaken

91.5% of the liability for benefits due to retirees is covered. That leaves nothing to
cover the benefits earned by current employees. In fact, there hasn’t been any
coverage for these benefits since 2011.
A very similar situation exists at PSERS. Its 2014 report shows member contributions
are fully covered, but there are remaining assets to cover only 85% of the liability for
current retiree benefits and nothing at all left to address the liability for benefits owed to
current employees.
A look at Exhibit 6-2, or the solvency test charts in the CAFRs of SERS and PSERS, is
alarming. Having 100% of the members’ contributions covered is nothing more than a
claim that the systems are not outright stealing from employees. With the coverage for
the liability of benefits for retirees at less than 100% and declining, and nothing
available to address the liability due to the benefits earned by current employees, we
have a pretty dreadful situation. This seems to merit no discussion by SERS and
PSERS in their CAFRs. I am guessing they have adopted the usual posture of most
policy makers—head firmly in the sand. They might claim that the solvency test is just a
simple actuarial analysis and really doesn’t apply directly to anything so complicated
that extends that far into the future. Future taxpayers will not be as sanguine.

********

Investment risk is a much studied phenomenon in the field of financial economics. After
all, the entire body of financial theory comes down to understanding the relationship
between risk and return. There are well-established standards of measurements for
portfolio risk that have been developed over the years, and some of the best known
among them are standard deviation of returns, beta, the Sharpe ratio, the Treynor ratio,
Jensen’s alpha, and M-squared. Search as you might, but you will not find any report in
the CAFRs of SERS and PSERS of these fundamental measures of risk.
You will find in the CAFR of PSERS a statement on risk objectives; most investors
consider risk a constraint and return is the objective. The first objective mentioned is to
diversify the system’s assets, which seems pretty basic. The second objective
mentioned is to “invest the assets so that the probability of investment losses (as
measured by the Policy Index) in excess of 15% in any one year is no greater than
2.5% (or two standard deviations below the expected return).” That second objective
has the appearance of specificity, but since there is no supporting empirical data, one
cannot tell if it is being met. The same criticism applies to the first objective.
The second objective also seems to imply that the standard deviation of the system’s
portfolio returns is 7.5%; that is, if 15% is two standard deviations, then 7.5% would be
one standard deviation. Let us assume that the Policy Index concocted by the
investment team at PSERS replicates accurately the goal of a 7.5% rate of return
annually, so 15% below that is negative 7.5%. If a return worse than negative 7.5%
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occurs only 2.5% of the time, then the portfolio’s annual rate of return should only be
less than negative 7.5% once every 40 years, on average. However, PSERS had a
7.5% loss in its 2001 fiscal year and a 26% loss in its 2009 fiscal year. (A 26% loss is a
more than four standard deviation disappointment—if the risk objective is being met,
such an event shouldn’t happen but once every 4,000 years!) Two such events
happening within eight years of each other seem at odds with the objective of a once in
40 years frequency.
The disappointing reality is that although SERS and PSERS spend considerable sums
producing reports on their investment management performance, the typical reviewer is
left with many more questions than answers. Chief among those questions is what are
the risk-adjusted rates of returns on their portfolios? The CAFRs are replete with
assurances of superior investment performance, but as we shall see in Chapter 8,
superior investment performance is not very likely, not by a long shot. It seems as
though from the lack of documentation on specific risk exposures, the boards of SERS
and PSERS simply want us to “pay no attention to the man behind the curtain.”
Transparency is not their strong suit.

********

Table 6 on page 18 of the 2014 Actuarial Valuation Report for PSERS analyzes the
change in the unfunded accrued liability (UAL) from June 30, 2013 to June 30, 2014.
While the interest charge on the unfunded liability was $2.445 billion, the total expected
contributions for fiscal year 2014 were reported at just $2.093 billion. Thus, the UAL
expanded by $352 million just because the interest charges on the UAL exceeded
contributions. Of course, it also expanded because of actuarial losses from investments
(reported at $1.222 billion) and because of newly earned benefits. Totaling everything
up, including offsets, the table reports a net increase in the UAL of PSERS during fiscal
year 2014 of $2.170 billion.
This is an indication that, for PSERS, an additional $2.170 billion of funding would have
been needed in fiscal year 2014 just to keep its UAL from increasing, let alone trying to
pay it off in a timely manner. SERS’ 2014 Actuarial Valuation Report (Schedule E, page
20) is similarly distressing. The UAL of SERS was reported at $17.899 billion on
December 31, 2013, and the expectation then was that it would be reduced, based on
contributions and investment performance, to $17.683 billion. Instead, the report states
that the UAL for SERS grew to $18.165 billion, almost half a billion dollars higher than
expected.
The above reveals another important risk facing the state pension systems, and that is
contribution risk. Risk is documented in any number of ways, but some attention should
be drawn to the arbitrary funding policy done on a year-to-year basis by the governor
and the legislature. I once heard a member of House leadership insist that the pension
contributions issue and the pension design issue are separate matters. Legislatively, he
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is 100% correct, but if you do not tailor your contributions to meet the benefits defined in
the plan, then you cannot claim any degree of responsible fiduciary management.
Yet another risk faced by our state pensions is that of benefit enhancements. There is a
regular clamor by retirees for cost-of-living increases; these do get a sympathetic
reception from elected officials, but the time to have worried about inflation and its
deleterious effects on a retiree’s purchasing power is during an employee’s working
years. In other words, if it’s decided a retirement plan should provide protection against
inflation, then that must be part of the plan’s design and paid for over an employee’s
working years. However, we’ve never done it that way in Pennsylvania. The COLAs
that have been awarded from time to time were never funded, and whenever enacted,
they simply dumped additional costs on taxpayers.
We haven’t yet mentioned actuarial risk. Actuarial risk is the underfunding that stems
from inaccurate actuarial assumptions. I’ve seen this laughed off at House budget
hearings when testifiers reference that retirees are living “too long,” but that little
“problem” does seem to keep catching the plan administrators off guard year after year.
A fair thing to do would be to clearly present a table of assumptions that shows how
much the assumptions have deviated from reality over time, and how much that has
cost the pension systems. The fact that such a report is not easy to find suggests that
the folks making the assumptions might not want to own up to their errors. The
consequences of these errors fall to future taxpayers, so we have a situation of moral
hazard in play. We will address moral hazard and its many emanations with respect to
the state pension plans in the next chapter.

********

Risk is fundamentally about downside potential: what can go wrong and how badly?
Who had a better grasp of the risk facing SERS and PSERS in 2006-2007—the trustees
of SERS and PSERS or the Auditor General, Jack Wagner?
In September of 2006, Auditor General Jack Wagner issued a report on the pension
funds and made recommendations concerning the elimination of conflicts of interests
and much else about prudent management. In the report, Wagner referenced a letter,
sent jointly by the boards of SERS and PSERS in 2005 to the Secretary of the Budget,
seeking to bring attention to the projected increase in funding needed for both plans.
Wagner wrote in his report, “…the letter [from PSERS and SERS] also explains that,
although Act 40 of 2003 has helped to suppress some of the immediate large employer
contribution increases forecasted for both systems, it ‘merely postpones’ significant
increases in the contribution rate until fiscal year 2012-2013. We urge the Boards, the
Governor, and the General Assembly to work together to address this critical issue that
will soon impact the PSERS and SERS retirement plans.”
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Wagner could not have been more clear that he shared the concern over proper funding
for the state pension plans expressed by the boards of SERS and PSERS in their 2005
letter. In footnote 14 of his PSERS report, Wagner emphasized the urgency of getting
policy makers to address this critical matter. Yet, in their 2007 CAFR, PSERS had
reversed course.
On page 35 of that report, in the financial section under
“Management’s Discussion and Analysis,” they wrote: “The investment returns for the
fiscal years ended June 30, 2004, 2005, 2006 and 2007 were 19.67%, 12.87%, 15.26%
and 22.93%, respectively. Factoring in this strong investment performance over the past
four years, the 2012-2013 employer contribution rate projection is expected to decrease
to below 12.00% of payroll upon completion of the 2007 actuarial valuation. The sub12.00% of payroll rate represents a substantial improvement over the original projection
of 27.73% of payroll.”
It is disturbing, to be sure, that investment professionals and fiduciaries would assume
that a run of luck is a norm you can count on for managing a pension system. The first
lesson of financial markets is to expect volatility, which means markets go up and
markets go down. I’m not sure how many folks have learned that lesson even since the
events of 2007-2008. Shortly after Jack Wagner was alerting all policy makers in 2006
of the imperative to reform and upgrade the size of contributions to the pensions,
PSERS was projecting that those contributions would be less than 12% of payroll by
fiscal year 2013. In fact, if not for the improperly long amortization periods and collars
legislated through Act 120, the contribution rate in 2013 would have exceeded 30%.

********
From the 2007 CAFR of SERS: “Our investment success is a direct result of an
innovative and diversified investment strategy …” Diversification is the exact opposite
strategy of innovation. When an investor diversifies, he or she is trying to become more
like the aggregate market and less individualistic, but innovation is an attempt to be
different than the aggregate market. It puzzles me how self-contradictory sentences like
the above get written. I remember reading some press releases in 2006, where
trustees and others of the Pennsylvania state pensions were claiming that diversification
was the key to their having higher returns than the overall market. Of course, that was
ridiculous, because the more diversified your portfolio is, the more closely it will track
the market.
You will frequently see press releases from SERS and PSERS claiming they are
“improving or increasing” their diversification, but typically, that’s their story to justify
increasing their allocation into the high risk asset classes such as private equities and
derivatives.
However, if they are claiming improvement through increased
diversification, isn’t that an admission that they have been improperly undiversified?
Another contradiction involves the PSERS Policy Index, what it calls its “custom
benchmark.” It’s bad enough that PSERS chooses whichever benchmark it wants for
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comparison, but the fact that it is constructing one for comparison inspires no
confidence whatsoever. If your boss asked you to develop a custom benchmark for
your performance on the job, I’m guessing you would be able to create one that isn’t
going to be too hard to beat, but you definitely would make it as complicated as
possible, so as to discourage questions about how you are able to beat it so often and
so well. What would be nice to see is SERS and PSERS using the benchmarks
followed by retirement plans in Pennsylvania’s private sector. That would be a more
appropriate comparison, and one edifying for the Pennsylvania taxpayer.
As with the Governor’s office and the General Assembly, the boards of SERS and
PSERS have full-time public relations professionals ready to assure us that their
systems are staffed with top-notched, indispensible agents of public good. They might
even really believe that, but the wreckage of our state public pension systems is not
something that a public relations firm, no matter how good, is going to be able spin
away. The economic harm grows daily because those inside the Capitol continue to
emulate Alfred E. Neuman. Their blindness to the risk of losing our future in
Pennsylvania is the biggest peril of all.
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Exhibit 6-1
Benefits Coverage Ratios for SERS and PSERS since 2001.

SERS
Fiscal
Year
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014

Net Assets
(Begin)
27,880,468
24,706,063
20,879,559
24,535,949
26,641,399
28,751,871
32,052,830
35,516,198
22,795,813
24,661,949
25,886,102
24,377,179
25,389,335
27,394,156

Fiscal
Year
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014

Net Assets
(Begin)
53,361,722
48,096,955
43,473,249
42,316,379
48,339,649
51,936,397
57,235,667
67,340,997
62,473,426
42,995,480
45,598,475
51,199,994
48,533,796
49,015,561

Benefits Paid
1,237,953
1,426,257
1,627,166
1,853,117
1,936,428
1,911,330
2,328,185
2,195,206
2,265,404
2,440,246
2,695,732
2,664,242
2,833,676
2,936,591

Coverage Ratio
Assets/Benefits
22.52
17.32
12.83
13.24
13.76
15.04
13.77
16.18
10.06
10.11
9.60
9.15
8.96
9.33

PSERS
Benefits Paid
2,090,290
2,707,125
2,890,192
3,252,424
3,639,838
3,860,658
4,044,435
4,636,340
4,639,297
4,962,222
5,281,223
5,655,306
6,016,892
6,028,795
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Coverage Ratio
Assets/Benefits
25.53
17.77
15.04
13.01
13.28
13.45
14.15
14.52
13.47
8.66
8.63
9.05
8.07
8.13
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Exhibit 6-2
Percentages of obligations covered by actuarial value of assets based on solvency tests
of SERS and PSERS since 2005. (Data from actuarial valuation reports.)
SERS
PSERS
Fiscal
Member
Retiree
Employee
Member
Retiree
Employee
1
2
3
1
2
Year
Contribut.
Benefits
Benefits
Contribut.
Benefits
Benefits3
2005

100%

100%

81.6%

100%

100%

60%

2006

100%

100%

81.5%

100%

100%

53%

2007

100%

100%

92.2%

100%

100%

62%

2008

100%

100%

70.9%

100%

100%

61%

2009

100%

100%

58.7%

100%

100%

42%

2010

100%

100%

38.3%

100%

100%

27%

2011

100%

100%

11.9%

100%

100%

5%

2012

100%

93.9%

0%

100%

96%

0%

2013

100%

92.6%

0%

100%

89%

0%

2014
100%
91.5%
0%
100%
85%
0%
1: Member Contribut. is the percent of employee contributions, plus interest, that are
covered by actuarial assets.
2: Retiree Benefits is the percent of the present value of benefits payable to current
retirees covered by the remaining actuarial assets after Member Contribut.
3: Employee Benefits is the percent of the present value of benefits payable to current
employees covered by the remaining actuarial assets after Member Contribut. and
Retiree Benefits.

54

Chapter 7

MORAL HAZARD
and
MANUFACTURING RISK
“The state is that great fiction by which everyone tries to live at the expense of everyone
else.”
– Frederic Bastiat
“Moral hazard is when they take your money and are not responsible for what they do
with it.”
– Gordon Gekko in the movie, “Wall Street”

In 1980, a critical problem was becoming apparent in the Savings and Loan Industry.
S&Ls were losing depositors, because of financial disintermediation; no one wanted to
have their savings in accounts that paid 3% interest while the high inflation of the 1970s
had driven up interest rates to double-digit levels. Many S&Ls were struggling to
finance long-term, low return assets when rates of return on short-term assets were
historically high. Nearly one-third of the industry was in jeopardy.
Martin Mayer, in his book, The Greatest Ever Bank Robbery, details what happened
next: The federal government came to the rescue. President Carter signed the
Depository Institutions Deregulation and Monetary Control Act (DIDMCA) into law. To
entice deposits for S&Ls, DIDMCA phased out interest rate ceilings on deposits, raised
deposit insurance per account from $40,000 to $100,000, and gave S&Ls wider latitude
in their investments. This last aspect was expanded under President Reagan when he
signed the Garn-St. Germain Act of 1982.
The aggregate S&L red ink was estimated to be somewhat less than $5 billion in 1980.
The bi-partisan “solution” exploded the industry-wide problem to north of $200 billion by
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the end of the decade when the entire industry was liquidated. In effect, the two pieces
of legislation mentioned above, with bi-partisan support under both Democrat and
Republican presidents had privatized benefits and socialized costs. In other words, the
legislation created moral hazard. A struggling S&L, operating in the red, now had
incentive to expand the risk of its portfolio, because if its gambles paid off, the S&L
would reap the gains, but if its gambles failed, well, that would be a taxpayer problem. It
was a taxpayer problem, and not a depositor problem, because depositors had been
legislated near complete indemnification by the federal government.
The economic term for allowing decision makers to reap the upside of their decisions
and foist the downside on others is called moral hazard. Another description of moral
hazard is any situation where one party engages in risky behavior knowing that another
party will bear the cost of that risky behavior.
Moral hazard is one of the most basic and prevalent concepts in economics. It’s a wellknown phenomenon throughout the insurance industry. When an insurer indemnifies
an insured, the insured has incentive to behave less carefully, because the insurer, at
least in part, shares the costs of the insured’s carelessness. It is an application of the
law of demand; when you lower the price of anything, including risky behavior, you will
get more of it.
Moral hazard also occurs in many other areas of economic life. In one of the most
prominent expositions of moral hazard, Adam Smith, in his The Wealth of Nations,
depicted corporate managers as the controllers of other people’s (stockholders’) assets.
As such, he warned:
“The directors of such companies, however, being the managers rather of other
people's money than of their own, it cannot well be expected that they should watch
over it with the same anxious vigilance with which the partners in a private copartnery
frequently watch over their own. Like the stewards of a rich man, they are apt to
consider attention to small matters as not for their master's honour, and very easily give
themselves a dispensation from having it. Negligence and profusion, therefore, must
always prevail, more or less, in the management of the affairs of such a company.”
More generally, we find moral hazard anytime an agent of a principal may have
incentive to act in his or her own interest rather than in the interest of the principal.
Besides the insurance industry, banking also faces substantial moral hazard.
Borrowers get the benefit of loans, but might be able to leave lenders without
repayment. Moral hazard in banking is a more extensive phenomenon than most
people realize and is probably less appreciated than it should be. For example, the
world’s largest debtor is the federal government of the United States. It also controls
the value of the world’s reserve currency—the U.S. dollar. It should not surprise that,
like any borrower, the federal government has incentive to see the value of the debtdenominated currency decline. Repayment in lower-valued dollars is better for the
borrower than in higher-valued dollars. One can understand why, over the last eighty
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years or so, as the federal government piled up larger and larger federal debt, the value
of the dollar has shrunk dramatically. A dollar in 2015 has the purchasing power of only
6 pennies in 1935.
The financial and economic turbulence of 2007 and 2008 also had a significant moral
hazard component. Under the “too big to fail” concept, large corporations, large banks,
and other uninsured creditors relied on the U.S. Government to cover their mistakes.
This allowed them to take unwarranted risks, which resulted in huge economic losses.
The thinking was, and is, that if a large bank or a giant corporation runs into financial
difficulty, the federal government would rush in with a bailout to prevent a downward
spiral in the economy. While such bailouts may have benefit in the short-run, they
create expectations of similar bailouts long-term. With such expectations, economic
actors do not exercise due diligence, nor monitor their risk exposure closely. No doubt
the agents who engaged in the sub-prime mortgage market gambles during the last
decade were well aware of the bailout of S&L depositors in the 1990s.

********

Moral hazard arises in the Pennsylvania pension crisis in numerous ways. The first and
most obvious is the determination of legislators and governors to underfund the pension
plans of SERS and PSERS. Their unwillingness to pay benefits as they are earned by
public sector employees generates no short-term negative consequences for
themselves. Similarly, there are no short-term negative consequences for their failure
to address the accumulated unfunded liabilities of the pension systems in a timely and
effective manner. As Barton Waring in Pension Finance writes (page 12), “Thus moral
hazard, likely enabled by the flexibility built in to the actuarial method, has no doubt
been a factor in moving to today’s higher discount rates, which in turn has been a major
contributor to widespread and relatively deep underfunding of pension benefits.”
The result is intergenerational theft, as the costs of today’s services get transferred to
future taxpayers. In this case, it is future taxpayers who are the victims of moral hazard.
Elected officials, who are the fiduciaries for the long-term well-being of the
commonwealth, have been giving more attention to their short-term interests of being
re-elected. Some, no doubt, feel that this is a problem for the future, after they’ve left
office. Why wouldn’t we expect elected officials to divert dollars from pension
obligations to more visible purposes, which will yield them political gains today?
Of course, underfunding is just one of the bad behaviors that stems from the moral
hazard of agents, with short horizons, making decisions that affect the long-term
prospects of the principals of the commonwealth. Cost of living adjustments, plan
design benefit enhancements (prospective and retroactive), and even pension
obligation bonds—perhaps, the worst public policy idea with respect to pensions--all
become enticing to elected officials. They view such things through the prism of public
relations benefit. There isn’t ever going to be a politician who is going to get accolades
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from saying, “See, we did what we were supposed to do, and we properly funded these
benefits. Sorry that because we’re adequately funding pensions, we can’t fund all those
other things you want.”
So moral hazard entices legislators to make mistakes of omission (underfunding) and
commission (increased benefits), which creates the problem of pension debt. However,
the moral hazard doesn’t stop there; it reduces their incentive to face that problem, and
they make matters worse by trying to evade the debt. Comments as, “It’s just like a
mortgage, and we can just refinance it,” and slogans like, “Let Act 120 Work,” are what
pass for wisdom concerning the ever-increasing pension debt. Such commentary,
however, doesn’t do much except provide comfort for people who don’t want to think
about or act on the problem.
To have some appreciation for how moral hazard directs legislators and legislation,
think about the twisted logic behind Act 120, which we discussed in Chapter 4.
Remember, at the time of Act 120’s enactment, the combined pension debt of SERS
and PSERS was about $40 billion and the plan of Act 120 was to grow those unfunded
liabilities to about $65 billion before paying them down. What person struggling with a
sizeable debt is going to say, “What I need to do is grow it by 60%, then I can start
paying it down”?
Of course, while the Act 120 funding schedule provided “budgetary relief” in its first few
years, it has been deemed oppressive now. We are five years into it, and many in
public office now consider its designated payments are unaffordable. Let’s be clear:
The only reason that pension reform is being discussed is to reduce the escalating
payments mandated by Act 120. It is not because people are worried about the future
consequences of the pension debt--that is moral hazard. Less funding is what
motivates most pension reform proposals, from HB 1350 in the 2013-14 session to SB 1
in the 2015-16 session. (HB 900 in the current session, which we will discuss in
Chapter 12, is an exception.) All proposed pension bills that have made it to the floor of
the House or Senate in the last decade have had one main purpose, which is to reduce
the legislated contributions that are required to be made.
Pennsylvania’s state government officials had a huge pension debt problem in 2010,
and they decided that the way to deal with it was to reduce payments in the short-run
while “committing” to substantial funding increases in the long-run, say five years out.
This is one of those more subtle aspects of moral hazard. Obviously, commitments are
not commitments for those in elected office, as any policy or existing legislation can be
reversed by new legislation. If the federal government said after the S&L debacle that
they wouldn’t be bailing out anyone anymore, nobody would have believed them. We
knew that legislators weren’t to be believed in 2010. How else do you explain so much
talk of pension obligation bonds during the past few years, which were explicitly made
illegal in 2010? How can then representative, Glen Grell, work so hard and take so
much pride in getting Act 120 passed, and just two years later promote legislation to
undo one of its most important features—the ban on pension obligation bonds?
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Moral hazard impacts the folks running SERS and PSERS, too. Just as the S&Ls with
the worst balance sheets had incentive to take the worst risks (“in for a dime, in for a
dollar”), so too, as their pension balance sheets worsen, the incentive for higher risk
investments will increase for SERS and PSERS. As one PSERS employee put it, “We’d
like to be invested in less risky assets, but we can’t afford that.” That’s true enough, but
the taxpayer is the one who is forced to cover the losses when the high-risk throw of the
dice comes up “snake eyes.”
As it turns out, very large sums of the state’s pension moneys are invested in high risk
assets. Although the commonwealth consolidated statutes require adherence to the
prudent investor principle, that seems not to be happening. To be sure, there is
subjectivity in the word, “prudence,” but how do you argue that 40% of your investments
should be in high risk assets, such as private equities and derivatives, when the
purpose of the plan is to provide guaranteed funds to retirees? PSERS’ Chief
Investment Officer, James Grossman, writes in the investment section of PSERS’ 2014
CAFR: “The Prudent Investor Standard requires a trustee to act prudently and with
caution, discretion, loyalty, and care but does not restrict the assets in which the
Board can invest.” So, apparently, the prudent investor standard is binding on PSERS
only until PSERS determines it is not. Seriously, would not the prudent investor
standard at least prohibit investment in lottery tickets if the PSERS investment
managers were considering such purchases?
As Yogi Berra would have said, “Predictions are difficult, especially about the future.”
Nonetheless, I will predict a worsening of the balance sheets of SERS and PSERS
(their combined unfunded liabilities will not top out at $65 billion) followed by an
increased allocation of funds into even higher risk assets leading to an earlier than
expected depletion date (D-Day) for their funds. D-Day is when the plans’ assets are
fully exhausted. That date is now 15 years in the offing by some calculations based on
current behavior and circumstances, but do not be surprised if it occurs in 10 to 12
years or even sooner.
With respect to PSERS, moral hazard also exists in the allocation of pension and Social
Security expenses. The state government covers half of the cost of the employer’s
required Social Security tax for school districts while the school districts cover the other
half, and the state reimburses school districts, on average, 56% of their pension costs.
Why is this moral hazard? Because the school districts have 100% control of the
payroll decisions, but are not bearing 100% of the costs of those decisions. As the law
of demand dictates, when you don’t have to pay full price, you are likely to buy more
than you really need. As a consequence of the school districts being reimbursed for
significant portions of their payroll costs, they hire more and pay more than they would if
they bore the entire consequences of their decisions.
Absurdly, there is a growing sentiment among state Pennsylvania legislators, and the
governor will probably concur, to lower the percentage of the school districts’ share of
pension costs. This will make their future payroll decisions even less efficient. (Isn’t
there written somewhere that Pennsylvania is supposed to have “a thorough and
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efficient system of public education”?)
socialized and more difficult to deal with.

The pension problem then becomes more

While the moral hazard of state public pension plans causes harm state by state, New
Jersey Senate President, Stephen Sweeney, has proposed taking moral hazard to
another level. As reported by the Philadelphia Inquirer on July 29, 2015, he suggested
the federal government ought to provide below market interest loans to states in order
to bail them out of their pension debt, so the Sweeney plan is to “federalize” state
pension problems with a debt for debt swap. This would be a mammoth pension
obligation bond, as Senator Sweeney is thinking along the lines of $50 billion just for for
New Jersey. That would certainly improve the asset side of a state’s pension balance
sheet in the present, but it would increase the liability side by an equal amount. Clearly,
what motivates Senator Sweeney is a cash infusion for his state’s pension plans without
him having to dun the citizens of his state until sometime in the future--probably after
he’s left office.
"Pension responsibilities have become a financial crisis for states throughout the
country, with mounting debts and underfunded obligations that are growing beyond the
reach of state budgets," Sweeney said in a statement. "This program would be more
affordable for the states." In other words, make it somebody else’s, everybody else’s
problem. If Senator Sweeney gets his bailout, the result will be continued underfunding,
and a further weakening in the responsibility chain, which links the benefits of pensions
with their costs. Not for the first time will a politician’s “solution” not solve a problem but
instead make it worse.
Yet, while New Jersey’s public pensions continue to be badly managed and horribly
underfunded, worse even than Pennsylvania’s, the state is now considering the creation
of a public sector pension plan for private sector workers. These types of state-run
plans for private sector employees exist in about half of the fifty states. The politicians
see it as a public relations bonanza for themselves, as they “rescue” private sector
workers without retirement plans. What actually happens is a ratcheting up of moral
hazard, as private sector businesses and individuals defer their compensation and
retirement planning responsibilities to the state.
None of this will turn out well. In the end, it is the same pockets that the state and
federal governments reach into. Either way, those taxpayers will get stuck with the bill,
but the additional moral hazard created means they are stuck with a much bigger bill.
To compound injury with injury, public sector services, such as education and human
services, will be reduced in quality and efficiency by moral hazard. “The great fiction,”
identified by Frederic Bastiat in the epigraph that starts this chapter, will be exploited
ruthlessly by elected officials, bringing public harm because of those seeking to live at
the expense of everyone else.

********
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Milton and Rose Friedman have an interesting 2x2 matrix in their book, Free to Choose.
A person can spend his own money or someone else’s, and a person can spend it on
himself or someone else. Thus, there are four possibilities relating the sources of
spending to their end purchases.
In case one, a person spends his own money on himself. For example, he decides to
purchase a dinner for himself. The end purchase will surely be the meal that the person
desires at the amount spent he also desires. This case has an economic efficient result
because the costs and benefits are directly tied together.
For case two, a person spends his own money on someone else. For example, he can
buys a present for a friend. He will get the spend number correct, because he knows
how much of his own money he is willing to spend. However, what will the other person
really want in terms of a purchase? The buyer of a gift for someone else cannot know
for sure, so we have, at least, a partially inefficient result—the spending is right, but
perhaps, the best item is not purchased.
In case three, a person has someone else spend money on him. For example, an
employee who has an expense account. The employee will make satisfying purchases,
but he will probably not get the spending amount correct. It’s really easy to spend
someone else’s money on oneself, but at least, the spender in this case is getting what
he wants.
Case four, however, spending other people’s money on other people, is the most
economically inefficient situation. It’s how government works. Politicians spend other
people’s money on other people. The only efficiency one can expect is political
efficiency--the decisions of politicians will maximize the votes they’ll receive in the next
election. Of course, if citizen Peter wants the politician to spend taxpayer Paul’s money
on a particular cause, then Peter will offer inducements to the politician in the form of
campaign contributions. Economically, it’s a very inefficient system because not only
will some people, like Peter, be trying to manipulate the taxing and spending political
decisions for their own benefit, but everyone else, including Paul, will have to expend
resources to prevent predation by the politically savvy.
The instinct for moral hazard is a most natural one for politicians—it disperses costs and
localizes benefits in the short run, and politicians are skilled at leveraging benefit from
that. They’ll not miss a ribbon cutting or cardboard check presentation. They’ll use
speeches on the floors of the House and Senate to get the message out about how
wonderful they are. They have at their disposal media consultants and the resources to
engage in continual self-promotion. In the long run, bad policies of the present are sure
to create worse problems in the future. Politicians will claim then to be indispensible in
solving those same problems they helped create. Moral hazard is a full employment
plan for politicians.
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Now, elected officials can get burned if they get the timing wrong. As happened in the
infamous pay raise episode of 2005 in the Pennsylvania state capitol, the harm became
apparent to the public before the benefits could be exploited by the politicians.
However, we’re talking professional media manipulators here, who also have a
communications apparatus of immense power, and such public relations mistakes, as
happened in 2005, are rare; often politicians can dress up their mistakes and harm as
successes and bounty.

********

A recent example of the instinct for moral hazard by elected officials is the desire by
some to transition funding for schools from property taxes to income and sales taxes.
This idea is embraced both by Governor Wolf and significant numbers of legislators in
the House and Senate. What will this accomplish, though, except a larger disconnect
between the revenues used to run schools and the expenses that should be
economized? If we are interested in economic efficiency, then we need to strengthen
that connection, with local revenues for local expenses and not weaken it, with
statewide revenues for local expenses.
School property taxes have several virtues as funding sources. First, there is a very
real connection between property values and the educational quality of the school
district where the property is located. Therefore, a property tax helps in part to match
benefits with costs, which is the indispensible principle of a successful economy. It
funds the local school with local money from people with an interest in the performance
of the local school.
A second advantage of property taxes over income or sales taxes is accountability.
School property taxes are in the full control of the local school board. If a citizen has a
problem with either how the taxes are assessed or how they are spent, he or she knows
right where to go to lodge a complaint. School board members are neighbors of their
constituents and the school board meetings take place at relatively convenient venues if
a citizen cares to discuss the matter publicly. A citizen who has a complaint about the
income tax and sales tax would have to go to the state capitol and convince not just five
out of nine board members but 26 out of 50 senators and 102 out of 203
representatives, and would still need to get the governor on board as well. Good luck
with that trifecta!
Criticism is frequently asserted that Pennsylvania is in the bottom quintile of state
support for K-12 education. What the critics see as a failure, I see as a success in
reducing moral hazard. To look at the data from the other side, Pennsylvania is in the
top quintile of local funding for schools. Since local funding will necessarily better
represent the interests of the local citizenry, that is a very good thing. In total,
depending on the source, Pennsylvania is either in the top quintile or near the top
quintile in per student expenditures (which do not include the full costs of pension
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expenses). In other words, Pennsylvania is spending plenty per student and does it
better than most states because a bigger portion of the spending comes from local
sources.
What really puzzles me is that the strongest champions of a shift from school property
taxes to sales and income taxes are folks who otherwise deserve the label of
conservative. Nonetheless, the conservative position on taxes is, first, that they be
transparent, and property taxes are much more transparent than income or sales taxes.
Business income taxes, for example, are passed on to consumers in the form of higher
prices (or lower quality goods and services), and in that sense can be pretty near
invisible.
A second conservative principle on taxation is that taxes should interfere as little as
possible with a person’s economic decision-making or what economists call a behaviorneutral standard. The only tax more behavior-neutral than the property tax is the head
tax; both are direct and stable and lead quickly to taxpayer revolts when abused.
Income and sales taxes compound their deleterious effects in deceitful ways. Consider
that there are just two things we can do in our lives economically to make them better:
Earn more income, and spend that income. Income taxes inhibit our efforts to earn
income when we make ourselves economically beneficial to others; sales taxes on
items we desire to purchase inhibit our efforts to make our own lives better.
Also, it’s worth noting that income taxes require taxpayers and their employers to
become revenue agents for the state in both reporting and collections. Sales taxes
require business owners to become revenue agents for the state as collectors. How are
those good outcomes? A property tax is levied and administered by duly elected
officials and implemented by official government agents.
So, property taxes are local taxes that stay local (efficiency criterion); they are stable
and visible (transparency criterion); and they are behavior-neutral. All of this reduces
the moral hazard that would attach to taxes imposed broadly and from a remote capital.
We might also mention one more difference between property taxes versus sales and
income taxes. Property taxes disproportionately affect older citizens, whose property
interests are relatively larger than their human capital in comparison with younger
people. The obverse is the case for younger people, who will be disproportionately
impacted by income and sales taxes. Now, let’s ask which demographic imbalance do
we face in Pennsylvania: too few old people or too few young people? I think we all
recognize that Pennsylvania is in danger of turning into a geriatric ward, and raising
income and sales taxes will drive young people away from the state faster than they are
already leaving.
Sadly, I will predict that we will get a temporary reduction in property taxes
accompanied by a permanent increase in income and sales taxes. Why? Because it
will get elected officials re-elected. Senior citizens are probably the biggest voting bloc
in the commonwealth, and they are much more likely to turn out on Election Day than
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younger people. Politicians are well aware of this, so once again, the long-term
interests of the commonwealth will be displaced by the short-term interests of the
elected political class. I think if we check, we will see moral hazard encoded in the DNA
of politicians.

********

Take note of one more manifestation of moral hazard with respect to state pensions:
defined-benefit plans reduce the incentives for individuals to save and invest. Saving is
the necessary first step for the capital formation that leads to higher standards of living.
However, when the responsibility for saving is turned over to elected officials, who have
notorious appetites for spending and borrowing, there will be less saving and less
investment overall, which directly results in a diminishment of our future. Once again,
benefits have been privatized, and costs have been socialized.
Some will say that it is possible for politicians to eschew self-interest and avoid the
moral hazard that is endemic to public sector decision-making. I suppose that is
conceivable. It is also conceivable that I could teach my dogs to eat their food with
chopsticks. However, it is not prudent for us to expect either outcome, and shame on
us if we do. The reality is that the self-interest of politicians dominates public sector
decision-making. We cannot expect human beings, including and especially politicians,
to ignore their personal interests any more than we can expect dogs to start using
chopsticks at dinnertime--it’s just not the nature of the creature.
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VALUE SUBTRACTED
“You don’t have to be a genius to invest well.”
– Warren Buffett
“Don't look for the needle in the haystack. Just buy the haystack!”
– John C. Bogle

If there is one thing modern finance theory has taught us, it is that superior investors are
an extremely rare species, perhaps, near extinction. If there’s one position that the
Boards of Trustees of SERS and PSERS insist on, it is that modern finance theory is
completely wrong.
The question in dispute between the board members of SERS and PSERS and modern
finance theory is this: How should a pension fund’s investments be managed to
produce the cash flows that are necessary to cover the benefits promised for the future?
There are basically two choices: active management, the preference chosen for our
state’s pension investments; and passive management, the preference of most who
adhere to the findings of financial theory and research.
Active management is the systematic attempt to find mispriced assets, selling (shorting)
those that are currently overpriced, and buying (longing) those that are currently
underpriced. Active investment management might also include attempts at timing the
market, such that investment funds are held for buying when the investment manager
thinks the market will start to rise, and will divest positions when he or she thinks the
market will retreat. Active investing entails an ongoing competition among money
managers and the financial markets. It is an attempt to consistently buy low and then
sell high, or sell high and then buy low. As the ancient Romans intoned, “Emite bene,
vendite male.”
Passive investing, by contrast, is an approach whereby the investment manager
purchases a well-diversified set of assets and maintains or holds that portfolio
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indefinitely. It is sometimes called a buy-and-hold strategy, and a version of it is known
as indexing where the portfolio purchased is chosen to reflect a broad market index,
such as the S&P 500 Index or the Dow Jones Industrial Average. Passive investing
does not involve much research nor attempts to beat the market, but merely seeks to
produce a result consistent with the overall market return, trusting that over the long
haul, that will work out well.
One of the most solidly documented findings in the field of financial economics is that
exceedingly few active money managers outperform well-diversified passive
investments on a risk-adjusted basis. All active money managers, however, do charge
significant management fees for their efforts, and that is also well documented.
Whereas the typical actively managed fund can cost an investor in excess of 2% per
year (or 200 basis points as a basis point is 1% of 1%) in commissions on the total
value of assets managed, a passively managed index fund might charge 5 to 20 basis
points, and some can charge as little as 2 basis points (.02%) or even less.
The long-term impact of such fees is dramatic, a case exemplified by Jack Bogle, the
founder of a Pennsylvania mutual fund called Vanguard, which specializes in low cost
mutual fund management. A $1,000 investment that earns 7% for 25 years, minus 2%
annually for fees, will grow to $3,386.35, but a $1,000 investment that earns 7% minus
just .15% for fees will grow to $5,240.38. That’s nearly a 55% improvement on the
same investment just because of the reduced costs for management fees.
Nonetheless, much of the assets invested by SERS and PSERS are allocated to active
money managers with significant cost charges.
To see how active investment management can be a bane to the taxpayers of the
commonwealth, we need to understand the basics of what is called the Efficient Market
Hypothesis (EMH). This will help us understand the differences in the two approaches
to investing: active management versus passive management. We will see, to the
extent that the EMH is valid, active investment management is high risk and low return,
and the fees being charged by active managers are mostly dead-weight costs to their
clients. We will, also, see that even those scientists who dispute the EMH, nonetheless,
remain skeptical of active investment management. For example, Richard Thaler of the
University of Chicago, one of the pioneers of behavioral finance and a prominent skeptic
of EMH, said, “The hypothesis has two parts: the no-free-lunch part and the price-isright part, and if anything the first part has been strengthened as we have learned that
some investment strategies are riskier than they look and it really is difficult to beat the
market.”

********
Can an investor consistently “beat the market”? We begin our look at the Efficient
Market Hypothesis with this question, but we have to first define what we mean by “beat
the market.”
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The unsophisticated follower of the investment world might conclude that an investor,
who can get a higher rate of return on his or her investments, in comparison with an
overall market average, is beating the market. The problem with such a view is that it
looks at return only, and in the world of investing, risk is also a major concern. It might,
for example, be possible to beat the Dow Jones Industrial Average, in a given year, by
being invested in the futures markets, but it is just as possible that one could get wiped
out. Thus, the question regarding investment performance is not just whether an
investor has higher returns than the overall market for a given period of time, but are
they consistently higher on a risk-adjusted basis?
Modern Portfolio Theory has produced several measures of risk-adjusted performance.
As noted in Chapter 6, none of these are ever reported in any of the publications of
SERS and PSERS, which should be cause for concern. It seems that the state
pensions are chasing returns, largely irrespective of risk considerations, which is not a
good thing, and appears in violation of the prudent investor principle that we have
pointed out they are obligated by law to follow. This was discussed in earlier chapters.
Conceptually, risk of an investment is measured based on the tendency of the given
investment’s returns to move with the overall market. Thus, a stock which moves up
5% when the market moves up 10%, and moves down 5% when the market moves
down 10%, is said to have half the risk of the market. The term used for measuring risk
in this context is “beta” (β), and the beta of the overall market is defined as 1.
Therefore, an investment that has half the risk of the market would be said to have a
beta of .5, while an investment that has twice the risk of the market would have a beta
of 2.0.
It is also possible to have negative beta investments, which would be those investments
that tend to have returns that go up when the market is falling, and go down when the
market is rising. Investments in precious metals might well have negative betas, for
example.
One of the great advancements of investment theory was the development of the
Capital Asset Pricing Model (CAPM). It is based on a linear relationship between an
investment’s rate of return and its beta. Investments with betas equal to zero should
produce a rate of return equal to the risk-free rate (RF), typically assumed to be the U.S.
Treasury Bill rate of return. The overall market, as we said above, has a beta of 1.
Thus, an individual security’s expected rate of return (Ri) will tend to equal the risk-free
rate of return plus a premium for its beta risk. That premium will be equal to its beta
times the difference of the expected return of the overall market (R M) minus the risk-free
rate. All of this is a bit wordy, but it simplifies to an elementary equation:
Ri = RF + βi (RM - RF), known as the Capital Asset Pricing Model.
As an example, suppose you expect T-Bills to produce a 3% return, and you expect the
overall market to produce an 8% return. A security with a β i = .6 will have an expected
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return of 6% [ 3% + .6 x (8% - 3%)]. If this security actually earned 7%, we would say it
“beat the market” because it produced a rate of return higher than expected for its level
of market risk. It was expected to produce a 6% return because it’s less risky than the
average security in the market, but it did better than expected. The difference between
the actual rate of return on an investment and its expected rate of return is called alpha
(α). Investments that beat the market on a risk-adjusted basis will have positive alphas,
and investments that do worse than expected will have negative alphas. Finally,
investments that give a fair rate of return, commensurate with their market risk, will have
alphas equal to zero.

********

Superior investors are those who consistently find investments that yield positive
alphas. SERS and PSERS are not only counting on the existence of superior investors,
but rely on their boards’ and staffs’ abilities to find these rarities. If they exist at all,
superior investors would have to be rare. If they weren’t, many investors would be
beating the market. Now, how can that be when the market is the sum competition of
all investors buying and selling investments? The investors in the market can’t be like
the children of Lake Wobegon, where everyone is above average. There’s a reason
Lake Wobegon is fictional—the math doesn’t work.
It is likewise rare that the math works for active investors aspiring to superior
performance. Financial markets are exceedingly competitive, and they are very tough
to beat. One of the miracles of the price system, which plays out especially well in the
financial markets, is that prices serve as epistemic devices that accumulate vast
quantities of information and economize that information. At any point in time, the price
of an asset will reflect all factors, big and small, of the total demand and total supply of
that asset even though there are millions of different people and circumstances that
comprise those demand and supply functions.
For any single investor to accumulate significant information that is not already reflected
in a security’s price is a rare event. For any single investor to analyze the forces and
complexities of supply and demand better than all the other investors and analysts
combined, is practically impossible. Nonetheless, the boards and investment managers
of SERS and PSERS are confident they are doing the impossible.

********

At a House State Government Committee hearing in June 2015, James A. Miles
weighed in on the active versus passive management controversy. Professor James
Miles is the Joseph F. Bradley Fellow of Finance in the Smeal College of Business at
Penn State University. He is one of the most respected scholars in financial economics
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in the nation, if not the world. Full disclosure: Professor Miles was the chair of my
doctoral dissertation in finance in 1993.
Professor Miles began his testimony defining active and passive management, just as
we began this chapter. He noted several conceptual advantages that the passive style
of investing has over the active style that are generally acknowledged in the field of
investing. Among those advantages are significantly lower management fees and
portfolio transparency. The latter concept concerns the customer’s understanding of
their risk exposure and assets under management. Obviously, with an actively
managed portfolio, investment in assets is both fluid and dynamic, and risk/return
relationships can be highly volatile.
The active investing style does have one argument in its favor, according to Professor
Miles—“if active managers can successfully identify and buy undervalued securities,
they can create sufficient profits to compensate for the advantages of passive
management.”
However, a study published in the Journal of Finance, 1995, by Burton Malkiel, “Returns
from Investing in Equity Mutual Funds, 1971-1991,” suggests that alphas for actively
managed funds tend to be negative. On average, the actively managed funds did .8%
worse than the S&P 500 Index, gross of fees, and 1.8% below the Index when fees
were subtracted. Malkiel also looked at the consistency of investment managers and he
found that the 20 best performing funds of the 1970s averaged 3% below the Index in
the 1980s. Both of these findings are consistent with, and serve as corroborating
evidence for the EMH.
Professor Miles continued at the hearing by reporting on a paper that updated the
Malkiel findings. It essentially replicated Malkiel’s findings for the two decades since his
paper was published.
Miles, next, reported on the work of Nobel laureate, Eugene Fama, and Ken French,
who presented the concept of equilibrium accounting in a paper titled, “Luck versus Skill
in the Cross-Section of Mutual Fund Returns,” Journal of Finance, 2010. Fama and
French found that if one ignores management fees, then active investors, as a group,
do no better nor worse than passive investors. In fact, this is a logical necessity.
Passive managers will, by definition, earn the market rate of return, so all other
investors collectively (active managers as a group) would also have to earn the market
rate of return. Therefore, active managers, as a group, will hold the same portfolio as
passive funds and will offer returns, after expenses, that fall short of passive
management returns since expenses for active management are higher.
The important takeaway from the Fama and French paper is this quotation: “…few
active funds produce benchmark-adjusted expected returns that cover their costs. Thus,
if many managers have sufficient skill to cover costs, they are hidden by the mass of
managers with insufficient skill. On a practical level, our results on long-term
performance say that true alpha in net returns to investors is negative for most if not all
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active funds, including funds with strongly positive alpha estimates for their entire
histories.”
Before looking at the special case of hedge funds, Professor Miles gave this
assessment, “Most of the evidence favors the idea that investment expenses are a
dead-weight loss to customers.”
Hedge funds are funds typically described as limited partnerships where investors use
high-risk methods, such as investing with borrowed money, in hopes of realizing large
capital gains. Hedge fund research is hampered by the lack of availability of reliable
data that exists for the mutual fund industry. Miles testified, that based on research,
hedge funds do not, on average, outperform market indices. He also included a
quotation on hedge fund performance by Harvard economist and former Chair of the
President’s Council of Economic Advisors, Greg Mankiw. Describing hedge fund
performance, Dr. Mankiw said, “For investors, 2014 was the sixth consecutive year that
hedge funds have fallen short of stockmarket performance.” Incidentally, Mankiw has a
blog that is titled, “Why I Invest in Index Funds.”
The conclusion, here, is that superior investing is, clearly and necessarily, a very rare
phenomenon. Indeed, it is most difficult to tell the true superior investors from those
who accomplish it by chance. The wisdom of Warren Buffett, considered by many as
one of the greatest investors in history, is relevant. "There are a few investment
managers, of course, who are very good—though in the short run, it's difficult to
determine whether a great record is due to luck or talent," Buffett wrote in the
chairman’s letter in the Berkshire Hathaway 2014 Annual Shareholder Report. "Most
advisors, however, are far better at generating high fees than they are at generating
high returns. In truth, their core competence is salesmanship."

********

Theory, scholarship, and analytic research are proper ways of assessing the debate
between active versus passive investing, but we can also look directly at the
performance of the fund managers of SERS and PSERS and the costs for their
services.
Exhibit 8-1, at the end of this chapter, reports annually the market value of assets and
the total of management fees for the investment portfolios of SERS and PSERS since
fiscal year 2006. Keep in mind that the fiscal year for SERS ends on December 31
each year, while the fiscal year end date for PSERS is June 30.
Though the assets of SERS are roughly about one-half the value of PSERS’ assets,
both portfolios hit their high water marks in fiscal year 2007. PSERS topped out that
year at about $67.5 billion while SERS was at $35.5 billion. The financial carnage that
followed the Great Recession of 2007-08 is evident on Exhibit 8-1. PSERS went from
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over $67.5 billion of assets at the end of fiscal year 2007 down to about $43.2 billion two
years later—a 36% drop. SERS fared no better and took a drubbing over just one year,
dropping from $35.5 billion on December 31, 2007 to less than $22.8 billion on
December 31, 2008.
What is most interesting in Exhibit 8-1 is what happened after that rout. SERS began to
reduce its fees, and presumably its appetite, for active investing. While SERS spent
$344 million (97 basis points), on investment fees in 2007, that was reduced to $186.5
million (68 basis points) in 2014. PSERS, apparently, decided to go in the opposite
direction, and whereas they spent $211 million (37 basis points) on fees in 2006, by
2013, they were spending $557.6 million on fees or 113 basis points—a tripling of costs
per dollar of asset.
Exhibit 8-2 presents data that pretty clearly refute the notion that the active managers of
SERS and PSERS produced returns that justified their costs. We note that returns are
presented net of costs, that is, after expenses have been subtracted.
While PSERS beat SERS in the 2014 calendar year, its performance over the 5-year
horizon, since it began ratcheting up investment expenses, was better than SERS by
just 19 basis points annually, 9.43% to 9.24%. Over a 3-year or 10-year look-back,
SERS outperformed PSERS. In other words, while the two have pursued dramatically
different trends in their expense ratios, their performances have oscillated relative to
each other. This implies that performance is independent of fees, which means the
active management style is of little or no benefit.
If that perspective does not convince you of the futility of trying to beat the market, then
consider the comparison of the state pension portfolios with a passive benchmark, or
naïve portfolio, constructed with 60% invested in the S&P 500 Index and 40% in 10-year
U.S. Treasury bonds; such a portfolio would have a risk measure of beta equal to about
.6, almost certainly less than the risk exposure of SERS’ and PSERS’ portfolios, as we
shall see.
We see in Exhibit 8-2, that in calendar year 2014, the naïve portfolio, with less risk,
dominated the investment returns of SERS and PSERS, by 5.83% and 3.40%,
respectively. Given that SERS had $27.4 billion of assets at the beginning of 2014, its
poor performance relative to the naïve portfolio cost taxpayers $1.6 billion (and it paid
money managers $186.5 million for that result). PSERS started the year at $49.3
billion, so its underperformance cost taxpayers $1.68 billion (and it paid money
managers $482 million for that outcome). Just during 2014, taxpayers lost nearly $4
billion simply because of the active investing style chosen by the Boards of Trustees of
SERS and PSERS.
Of course, the news gets worse if we look beyond just a one-year horizon. PSERS
averaged about $50 billion of assets in the 3-year time period ending on December 31,
2014, and it was beaten by the naïve portfolio by 3.13% per year. That’s $4.7 billion of
losses due to underperformance, and the cost of “achieving” the underperformance was
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$1.5 billion in fees. In other words, the PSERS’ asset account would now be $6.2 billion
larger, and its unfunded liability $6.2 billion smaller, if they hadn’t spent the last three
years engaged in the fantasy of trying to beat the market.
The SERS’ record is similar over the last 3 years. It was beaten by the naïve portfolio
by 2.12% annually. Since its assets averaged $26 billion over that time frame, it lost, on
average, $550 million per year or a total of $1.65 billion while paying $557 million in
fees. Total losses for three years of active investing by SERS: $2.2 billion. Total losses
of SERS and PSERS for those three years (2012-2014): $8.4 billion. All of those losses
will have to be made up at the expense of future taxpayers.
When we look at longer periods, the naïve portfolio still outperforms the actively
managed portfolios of SERS and PSERS. While the difference seems to get smaller
over longer horizons, remember these are annualized rates of return—the differences
will compound each year over the longer horizons. For example, PSERS has a 30-year
average rate of return of 9.32%, while the naïve portfolio had a 10.22% rate of return.
$100 invested at 9.32% for 30 years will equal $1,448.73, but the same $100 invested
at 10.22% for 30 years will equal $1,852.73 or a 28% better cumulative performance.
28% underperformance by PSERS over the billions they’ve been managing the past 30
years is a pretty substantial chunk of change.
For completeness sake, Exhibit 8-4 reports the historical returns of the S&P 500 Index
and the 10-year U.S. Treasury Bond, so the reader can verify the calculations of the
returns of the naïve portfolio. The assumption for the naïve portfolio is that fees equal
16 basis points, which would be 60% of equity fees at 20 basis points plus 40% of bond
fees at 10 basis points.
Exhibit 8-3 reflects the reported asset allocations of SERS and PSERS. For SERS, the
data is from its 2014 CAFR; for PSERS, it is from its press release of March 13, 2015.
Both clearly indicate a high level of risk exposure or, at the very least, more risk than the
naïve portfolio. For example, not counting real estate, which typically has high risk
associated with it, PSERS has almost 40% of its investments in the highest risk classes
of private equities, master limited partnerships, commodities, absolute return funds, and
risk parity funds. The latter two are explained in Exhibit 8-3 and constitute extremely
high-risk assets. SERS, similarly, has more than 35% of its investments in high-risk
classes.
There is just no way to look at Exhibit 8-2 and claim anything except that the
management of the state pension assets has been sub-optimal. Economically, there is
no doubt that tens of billions of dollars have been lost due to the chase for superior
returns--a chase nearly all scientists in the field of finance view with skepticism.
As Warren Buffett has pointed out, a lot of mistakes can be covered by an above
average market, and the markets of the 1980s and 1990s were way above average,
perhaps, the greatest investment markets in history. However, as Buffett has also
pointed out, "Only when the tide goes out do you discover who's been swimming
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naked." The Great Recession revealed that the investment managers of SERS and
PSERS were, indeed, swimming in their birthday suits. What was worse, to borrow a
word from the television show, “Seinfeld,” it was clear they had experienced a lot of
“shrinkage.” Sadly, it’s the taxpayers who will be most disappointed and harmed.

********
“Happy families are all alike; every unhappy family is unhappy in its own way.” So wrote
Leo Tolstoi in the opening sentence of Anna Karenina. There’s a lot of wisdom in that
line and even more if you replace “family” with “investor”: Happy investors are all alike;
every unhappy investor is unhappy in his or her own way.
There are an unlimited number of investing mistakes to make, but the wise investor will
avoid them all by buying and holding the market portfolio, which is fully diversified and,
over time, will provide fair return for its level of risk. Wise investors reduce their costs of
investing through the tactic of index investing and adjust their asset allocation between
the stock index and Treasury bonds to suit their risk/return preference. All of the above
is implicit in the Capital Asset Pricing Model. Tolstoi, the literary historian, was 100
years ahead of one of the great discoveries of modern financial economics.
In an end-of-the-year piece in the Wall Street Journal, December 2014, accomplished
people in the field of investing were asked what their best investment advice would be.
When asked what accounted for his best investment results, Nobel Economics Laureate
Eugene Fama said, “A 50 year policy of NEVER investing with active managers.”
Another Nobel Laureate, William Sharpe said, “When I taught investments at the M.B.A.
level at Stanford, I started the first class by writing a phone number on the board. I then
told the students that it was the most valuable information they would get from me. It
was the phone number for Vanguard.” Burton Malkiel, emeritus professor of economics
at Princeton University and author of one of the best selling investment books in history,
A Random Walk Down Wall Street, said, “The most consistently best investment I have
ever made is a total-stock-market index fund.”
If Warren Buffett, Gene Fama, Bill Sharpe, Burton Malkiel, Greg Mankiw, and Jack
Bogle are all recommending passive investing, with its low cost fee approach to
investment management, why do the “experts” at SERS and PSERS remain opposed?
If the best and brightest investors in the world recommend passive index investing, why
are our state pension systems going against that advice? If a naïve portfolio dominates
the performance of active fund managers, why do our state pensions stick with the
active managers at huge cost to taxpayers?
The obvious answer is that there is a lot of money at stake for the special interests of
the status quo, and some pretty high-paying, self-important jobs go away if we switch
course to passive investment management. The cost of active management is in the
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tens of billions of dollars measured over time. The present establishment is going to
fight to keep its beak wet. It’s particularly galling that the investment fees, paid by
SERS and PSERS to underperform, range between $650 million and $750 million
annually. Those costs are fully borne by taxpayers, and the true experts know that is
money down the drain. Why don’t we insist that the pension boards turn off the faucet?
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Exhibit 8-1
PSERS Data from CAFRs (in thousands of dollars)
Fiscal
Investment
Investment
Year
Market Value
Management.
Expense
(6/30)
Net Assets
Fees
Ratio
2006
57,417,301
211,300
0.37%
2007
67,522,704
313,800
0.46%
2008
62,658,624
339,100
0.54%
2009
43,207,040
477,600
1.11%
2010
45,837,527
522,300
1.14%
2011
51,433,181
514,700
1.00%
2012
48,763,579
481,300
0.99%
2013
49,275,697
557,600
1.13%
2014
53,261,924
482,200
0.91%

SERS Data from CAFRs (in thousands of dollars)
Fiscal
Investment
Investment
Year
Market Value
Management
Expense
(12/31)
Net Assets
Fees
Ratio
2006
32,053,000
298,204
0.93%
2007
35,516,000
344,707
0.97%
2008
22,796,000
310,454
1.36%
2009
24,622,000
260,376
1.06%
2010
25,866,000
235,826
0.91%
2011
24,377,000
197,505
0.81%
2012
25,389,000
189,722
0.75%
2013
27,394,156
181,042
0.66%
2014
27,337,778
186,527
0.68%
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Exhibit 8-2
Annualized rates of return, net of investment fees, over time periods ending December
31, 2014.
1 year 3 years 5 years 10 years 20 years 25 years 30 years
PSERSA

8.83%

9.61%

9.43%

6.35%

no report

8.46%

9.32%

SERSB

6.40%

10.62%

9.24%

6.57%

8.81%

8.71%

9.61%

NAÏVEC

12.23% 12.74% 11.55%

7.27%

9.04%

8.81%

10.22%

A. PSERS return data are from PSERS press release dated March 13, 2015.
B. SERS data are from the 2014 SERS CAFR, page 42.
C. NAÏVE data are based on the rates of return from a portfolio of 60% S&P 500 stocks
and 40% 10-year U.S. Treasury Bonds, less 16 basis points annually for fees.
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Exhibit 8-3
Asset allocation measures for SERS and PSERS on December 31, 2014. All dollar
figures are in millions (000,000s).
SERS Asset Allocation, 12/31/14 *
ASSET CLASS
Amount
Percent
Alternative Investment
$5,428.50
19.90%
Global Public Equity
9,985.70
36.50%
Real Assets
4,194.80
15.40%
Diversifying Assets
1,721.00
6.30%
Fixed Income
4,417.70
16.20%
Liquidity Reserve
1,552.50
5.70%
Total
$27,300.20
100.00%
*Information from 2014 SERS CAFR

PSERS Asset Allocation, 12/31/14 **
ASSET CLASS
Amount
U.S. Equity
$6,462.50
Non-U.S. Equity
$4,808.10
Fixed Income
$10,598.50
Cash
$2,636.70
Real Estate
$6,979.50
Private Market
$8,427.10
Master Limited Partnership
$1,912.90
Commodities
$1,602.70
Absolute return (A)
$5,170.00
Risk Parity (B)
$3,102.00
Total
$51,700.00
**Information from PSERS press release, 3/13/15.

Percent
12.50%
9.30%
20.50%
5.10%
13.50%
16.30%
3.70%
3.10%
10.00%
6.00%
100.00%

A: Absolute return funds seek to make positive returns by employing techniques that
differ from traditional mutual funds. Absolute return investment techniques include
using short-selling, futures, options, derivatives, arbitrage, leverage and unconventional
assets.
B: Risk parity investing considers four different components: equities, credit, interest
rates and commodities, and attempts to spread risk evenly across the asset classes.
The goal of risk parity investing is to earn the same level of return with less volatility and
risk, or to realize better returns with an equal amount of risk and volatility (versus
traditional asset allocation strategies).
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Exhibit 8-4
Historical returns on the S&P 500 Index and the 10-year U.S. Treasury Bond compiled
by Professor Aswath Damodaran, Stern School of Business, New York University.
(http://pages.stern.nyu.edu/~adamodar/New_Home_Page/datafile/histretSP.html#_msoanchor_1)

10-year
Year
S&P 500
T-Bond
Naïve Portfolio*
1985
31.24%
25.71%
28.87%
1986
18.49%
24.28%
20.65%
1987
5.81%
-4.96%
1.34%
1988
16.54%
8.22%
13.05%
1989
31.48%
17.69%
25.80%
1990
-3.06%
6.24%
0.50%
1991
30.23%
15.00%
23.98%
1992
7.49%
9.36%
8.08%
1993
9.97%
14.21%
11.51%
1994
1.33%
-8.04%
-2.58%
1995
37.20%
23.48%
31.55%
1996
22.68%
1.43%
14.02%
1997
33.10%
9.94%
23.68%
1998
28.34%
14.92%
22.81%
1999
20.89%
-8.25%
9.07%
2000
-9.03%
16.66%
1.09%
2001
-11.85%
5.57%
-5.04%
2002
-21.97%
15.12%
-7.29%
2003
28.36%
0.38%
17.01%
2004
10.74%
4.49%
8.08%
2005
4.83%
2.87%
3.89%
2006
15.61%
1.96%
9.99%
2007
5.48%
10.21%
7.21%
2008
-36.55%
20.10%
-14.05%
2009
25.94%
-11.12%
10.96%
2010
14.82%
8.46%
12.12%
2011
2.10%
16.04%
7.52%
2012
15.89%
2.97%
10.56%
2013
32.15%
-9.10%
15.49%
2014
13.48%
10.75%
12.23%
*Rates of returns on Naïve Portfolio are calculated net of fees equal to 16 basis points.
The portfolio itself is 60% S&P 500 Index and 40% 10-year U.S. Treasury Bonds.
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Chapter 9

FUNDING FANTASY
“Well, perhaps the laws of physics cease to exist on your stove. Were these magic
grits? I mean, did you buy them from the same guy who sold Jack his beanstalk
beans?”
– Vinnie Gambini, in the movie, “My Cousin Vinny”

Perhaps, the laws of financial economics cease to exist in Pennsylvania. Maybe the
manifestly insufficient pension contributions allocated by legislators are magic dollars
like the beans of Jack’s beanstalk. If so, we can expect a happy surprise ending to the
seemingly hopeless pension problem; if not, expect a steadily worsening outlook for all
things in Pennsylvania. And those rating downgrades on the commonwealth’s credit in
the past few years? Well, that’s just the beginning of the bad news.

********

Employer funding of pensions is a fairly simple concept, only slightly more difficult to
understand than paying salaries and health care benefits. Employees provide a
service, and in return, they get certain benefits including salary, healthcare, and income
during retirement. The service by the employee is provided today, and the employer
should pay for the benefits, all of them, today.
With salary and healthcare benefits, it’s easy to see when they are paid. An employee
would find out quickly enough if they weren’t and would seek out a more reputable
employer, and perhaps a lawyer in the meantime. But the problem with pension income
is that even though it is earned today, and should be funded today, the benefits to the
employee will not be seen for years or even decades. That temporal mismatch of
service today versus retirement income later provides the employer with an opportunity
to shortchange pension contributions or not pay them at all. However, in the private
sector, this is not likely to be too frequent or serious a problem, as federal laws and
other internal and external forces (some mentioned in Chapter 4) generally prevent
private pension plans from going very far astray.
As discussed in Chapter 4, in most public sector pensions there are few internal and
external forces motivating proper funding. With state pensions, the only factor that
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seems to be a corrective force for bad management practices is public pressure, but
that is extremely muted. Before talking about the public’s relative ignorance on the
matter, it’s worth mentioning why no one else is concerned whether or not the pensions
are funded as they should be.
First, state and school employees do not need to care if their pensions are properly
funded. Many states, including Pennsylvania, have courts that have ruled that these
promises are inviolate. In other words, state constitutions have been interpreted as
requiring the full payment of any benefit earned by any public sector worker regardless
of funding. In Pennsylvania’s Constitution, it is Section 17 of Article I: “No ex post facto
law, nor any law impairing the obligation of contracts, or making irrevocable any grant of
special privileges or immunities, shall be passed.” Since contracts cannot be impaired,
the benefits must be paid as promised. In effect, this gives public sector employees full
indemnification for their retirement benefits at the expense of taxpayers. Anyone who
has a fully insured retirement doesn’t need to concern themselves with its security and
is free to worry about other things such as higher salaries and better fringe benefits. Of
course, both of those can result in a diversion of dollars from retirement funding, and
salary increases can actually increase pension promises while simultaneously result in
less money being put into them.
Do politicians, as fiduciaries to all citizens, have much of an interest in properly funding
pensions? A continuing theme of this book is the reality that funding pensions has a low
or negative political return for elected officials, but promising and increasing benefits
has a high positive return. Nobody gets elected or re-elected by raising taxes or
properly funding pensions through current revenues. Every elected official likes to
please the public before the next election, and promising future benefits to current
employees, while diverting pension-funding dollars to near-term purposes, can certainly
increase the official’s chances of re-election.
If taxpayers are forced to indemnify these pension promises, don’t they have the right
incentive to see that they are properly funded? Not really. In the first place, most
taxpayers are too busy trying to handle the myriad demands of their own lives to
understand how the public pension burden is being put on their shoulders and the
shoulders of future generations. Pension finance can be a fairly arcane field of study,
and even if a particular taxpayer would be able to get informed (and this would probably
come at a pretty high personal cost), the chance of him or her affecting any public policy
or any election is remote at best. As the Public Choice School of economics informs us,
such citizen self-education is not in any citizen’s self-interest simply because the
individual’s cost will greatly exceed the individual’s benefit.
The sad fact is that, as we saw in Chapter 7, pension promises and funding are a
perfect opportunity for mischief by politicians. Another sad fact is that politicians do not
see pension underfunding as mischief but simply as a choice made among competing
priorities. Is that really ever the case though? An employee earns the pension in the
present—shouldn’t the moral requirement be for policy makers to pay for that benefit in
the present? If the Constitution mandates that the benefits be paid in the future and
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defined-benefit plans are designed to be funded in the present, shouldn’t there be a
constitutional imperative for proper funding in the present? What are the economic
costs on future taxpayers and the future of the commonwealth because a liability is
being created and expanded? How can expenses of any kind in the present have a
higher priority than expenses left unpaid from the past? And how can legislators claim
they voted for a balanced budget, as the Pennsylvania Constitution requires, when they
shortchanged pension funding?
These are all sensible questions to which the typical politician is deaf. In Pennsylvania,
the minimal funding of the 1990s was a result of pension surpluses produced by the
greatest decade in investment history. Unfortunately, that atypical performance by the
financial markets provided a powerful incentive for politicians to ratchet up pension
benefits and ratchet down pension funding as the 21st century commenced. Deferring,
delaying, and simply not paying into the pension funds have become the de facto policy
of Pennsylvania. While the desire for elected officials in the present is for insufficient
pension funding, when the future arrives, they will be clamoring for even less funding
and looking for scapegoats such as financial markets, actuarial science, and greedy
unions.
For the record, markets do, at times, behave poorly—they go up, and they go down;
actuaries can be operating on bad assumptions; and union members, like all human
beings, will be greedy. These are all realities known to politicians administering
defined-benefit pension plans. They can no more blame these variables than we can
blame gravity for airplane crashes.
Warren Buffett clearly identified the phenomenon playing out in Pennsylvania and
elsewhere in his Chairman’s Letter as part of the 2007 Berkshire Hathaway Annual
Report:
“Whatever pension-cost surprises are in store for shareholders down the road, these
jolts will be surpassed many times over by those experienced by taxpayers. Public
pension promises are huge and, in many cases, funding is woefully inadequate.
Because the fuse on this time bomb is long, politicians flinch from inflicting tax pain,
given that problems will only become apparent long after these officials have departed.”

********

As I wrote at the start of this chapter, funding pensions is a fairly straightforward
concept. In a simplified example, suppose an employee today earns a retirement
benefit of $1,000 payable in 20 years. The funding question to be answered is: How
much has to be invested today, given that the benefit was earned today, to provide
$1,000 in 20 years?
Let’s make this a multiple-choice question, and provide four possible answers.
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Choice A is $581.25.
$581.25 is the present value of $1,000 to be received in 20 years discounted at a 2.75%
annual interest rate. Why 2.75% discounting? Given the priority of payments to retirees
accorded by judicial interpretations of the Constitution of Pennsylvania, the $1,000
benefit is virtually guaranteed and should be priced according to a risk-free rate of
return. This rate can be obtained by looking at the market activity on 20-year U.S.
Treasury securities called STRIPS (Separate Trading of Registered Interest and
Principal Securities). The pricing of STRIPS establishes an appropriate rate of return
on risk-free investments. 2.75% has been about the average of 20-year STRIPS rates
over the past year or so.
If Choice A is selected, the $1,000 promise will be met with near 100% certainty and
with near zero likelihood of overfunding (having more than $1,000 at the payout date) or
underfunding (having less than $1,000 at the payout date). We might label Choice A as
the prudent investor option since a prudent investor, who has a commitment that has to
be guaranteed, would invest in a guaranteed asset such as STRIPS. Any risky
investment would jeopardize the payout (and remember, these payouts are income to
retirees who will likely be fully dependent on those payouts being made) and bring
overfunding and underfunding into play.
Choice B is $235.41.
$235.41 is the present value of $1,000 to be received in 20 years discounted at a 7.50%
annual interest rate. Why 7.50% discounting? The thinking is that risky assets, which
can generate an expected 7.50% annual rate of return, will have a 50% chance, an
even chance, of providing the necessary payout target, which in this case is $1,000.
Obviously, at least two problems are now in play: overfunding and underfunding.
Should the assets earn more “on average” than 7.50%, there can be excess funds on
the payout date. To whom will those belong? I could argue they belong to taxpayers
since taxpayers are fully liable for any underfunding and so ought to be entitled to
receive any overfunding. However, the folks in control of any excess funds are the
elected officials who might, as happened in Pennsylvania in 2001, decide that the
excess funds belong to themselves and other public sector workers and expropriate
them through legislation, such as Act 9 of 2001. As happened with Act 9, expropriation
of overfunding from the past can lead to enhanced benefits going forward. Those
enhanced benefits will bring additional costs on taxpayers going forward as well.
With Choice B, the potential for underfunding is probably the bigger concern because it
means additional taxes will have to be assessed on future taxpayers (who may not have
received the benefits of the services provided—a manifest injustice), or citizens in the
future may have to suffer public program cuts to free up revenues to make up the
shortfall.
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What is the cost of avoiding these two problems; that is, how much would taxpayers
have to pay in insurance to guarantee the performance of the risky assets that are
purchased?
Well, in financial theory, specifically option pricing theory, the cost of such insurance is
the net purchase of a put option with the sale of a call option. On an investment with an
expected return of 7.50% and 20 years until the selling date of the asset, the put price
would be $355.28, and the call price would be $9.44. Selling the latter to help buy the
former would cost, out of pocket, $345.84.
It’s not a coincidence that the cost of $345.84 for this insurance tactic through the
options market is the difference between Choice A and Choice B. Choice A guarantees
a payout of $1,000 in 20 years and so does Choice B if the insurance is purchased.
The law of one price tells us that if two investment strategies produce the same
outcome then they will be priced the same. In funding pensions, however, risky assets
are not directly insured through the financial markets. So Choice B, which seeks to
invest sufficient money today to produce only a 50% chance of being able to make good
on the pension promise, carries with it substantial risk and is, therefore, greatly
discounted from Choice A.
I might note here, too, that if there are sufficient pension assets to provide a 50%
probability of covering all promised benefits, the plan will be described as “fully funded.”
That misleads the average citizen, who might well think that if a pension is fully funded,
they won’t have to worry about being taxed further for the services they’ve already paid
for. In fact, even assuming the 7.50% rate is an accurate expectation of returns, there
is a 50% chance future taxpayers will have to come up with additional payments for past
services. So Choice B does not actually save the $345.84 it seems to—that discount
exists only because of the implicit cost of insurance being placed on future taxpayers.
Choice C is $114.22.
With Choice C, we will also assume an expected rate of return of 7.50%, but we will
assume that the payout isn’t due for 30 years, even though it is actually due in 20 years.
Why the second assumption, which is clearly at odds with reality? There is no good
reason, only that pretending the payout isn’t due for 30 years instead of 20 years means
that less funding will be required today. In fact, assuming a 7.50% discount rate and 30
years until the payout date, one would invest just $114.22 today.
Notice that the $114.22 contribution to the pension fund of Choice C is less than half of
Choice B (48.52% to be more precise). In other words, Choice C would amount to less
than half the appropriate contribution even if we adopt the questionable framework of
“fully funded”, which is based on a 50% probability of meeting the necessary goal, and
Choice C is less than 20% of Choice A, the prudent investor standard.
Despite being less than half the “fully funded” standard, Choice C is called the “actuarial
required contribution” or ARC. The ARC is the recommended funding given the
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assumptions of the 7.50% rate of return, somewhat unrealistic as I will discuss, and a
30 year due date, which is neither realistic nor appropriate (and I will also discuss that).
Can we do worse funding than the ARC calculated as Choice C? We absolutely can if
we are in Pennsylvania (or New Jersey or Illinois). After wishing for a 7.50% annual
rate of return and pretending that the payout isn’t due for 30 years even though it’s
clearly due in 20 years, suppose we just decide to put less in than the ARC. Can we do
that legally? Well, no one in the private sector could, but legislators can write whatever
laws they want, so anything they do will pass legal, if not constitutional, muster. We just
need a name for the refusal to fund at the already unrealistically low level of Choice C,
so we can go to an even lower level. Hence, the name “collars.”
Choice D, then, is a collared amount, actually anything legislators want it to be, no
matter how insufficient.
Act 120 of 2010 mandated collars (Choice D) going forward because the ARC defined
by Act 40 of 2003 (Choice C) seemed too difficult to pay even with resetting the
amortization period to a new 30-year amortization duration. In the actuary business, it’s
called “fresh-starting the unfunded liability.” It would be the same for a homeowner who
was short-changing a 20-year mortgage for 6 years by pretending it was a 30-year
mortgage, and then said, “Let’s re-start the mortgage term and I’ll put in even less than
before.” That type of finance doesn’t much get approval from people in the business of
banking, but since legislators write the terms and amounts of their pension contributions
(with all shortages becoming the responsibility of future taxpayers), they can pretty
much do as they please, unlike their fellow citizens. Amazingly, for elected officials,
their continual underfunding goes by the name of “budgetary relief.”
And talk about dumbing things down! In Governor Corbett’s 2014 Budget-In-Brief
publication, the comment is made that an 80% funded ratio is considered “healthy.”
Again, a 100% funded ratio, or “fully funded”, implies at most a 50% chance of covering
all promised payments, so anything less cannot be deemed “healthy,” especially a 20%
shortfall. Of course, SERS and PSERS stand at about 60% funding currently.
That same publication contained the following self-contradictory sentence: “With
pension reform, employer contributions to the pension system can be reduced,
providing much-needed budgetary relief without ‘kicking the can down the road.’” More
will be said later on this striking example of dereliction denial.
However, it’s not just the elected officials engaged in dissembling. PSERS’ Chief
Investment Officer James Grossman is quoted in a press release of October 2014:
“The General Assembly has allowed the provisions of Act 120 of 2010 to take effect and
it is working. Act 120 is gradually increasing the employer contributions to actuarially
required levels. When the employer contribution rate reaches the level required by the
actuary, the principal of the existing pension debt begins to get paid and decreases.”
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Act 120 is working? The clear intent and main purpose of Act 120 was to put less
funding into already underfunded pensions, well below any ARC, even the artificially low
ones established for SERS and PSERS. PSERS’ 2014 Comprehensive Annual
Financial Report, on page 99, has a table of “funding progress.” It shows that in 2010,
before Act 120 went into effect, the funded ratio was at 75.1% with the unfunded liability
at $19.7 billion or 154% of covered payroll. Just three years later, after Act 120 was
enacted, the funded ratio had dropped to 63.8%, and the unfunded liability was
exploding to $32.6 billion or 259.2% of covered payroll. If that’s a success, I’d hate to
see what Mr. Grossman would label a failure.
Mr. Grossman has to know that even if the contribution rate reached the “level required
by the actuary,” it would be inadequate because that level is based on a 24-year
graduated payment plan to retire the unfunded liability which needs to be paid off in less
than 20 years, and all of this is predicated on the highly suspect assumption of a 7.5%
rate of return on investments.
The situation is arguably worse at SERS. From page 88 of the SERS’ 2014
Comprehensive Annual Financial Report, the funded ratio was 75.2% in 2010, with an
unfunded liability of $9.7 billion or 173.9% of covered payroll. By 2014, the funded ratio
had dropped to 59.4% with an unfunded liability almost double the pre-Act 120 amount
at $18.2 billion or 317.6% of covered payroll.

********
Our pension funding is not based on the prudent investor standard despite laws on the
books affirming that it should be. [See, for example, 71 Pa. C.S. Section 5931(a).]
Assets necessary to pay out guaranteed payments to retirees (by definition, those with
no human capital and limited sources of income) ought to be safe and secure. Adopting
the 7.50% assumed rate of return on such assets mandates that they NOT be safe and
secure. Unless we see a spike in inflation, no safe and secure asset is going to be able
to yield 7.50%.
The belief, however, is that over the long-run a 7.50% average rate of return will
materialize, and that will be sufficient to assure that the assets will fructify such that all
benefits can be paid. As discussed in Part Three of this book, that belief is problematic.
There are cases where even if the 7.50% average rate of return would occur, a shortfall
could exist because of the timing of the lower than average returns. In fact, a complete
depletion of the assets is possible at any point in time, and the probability of depletion
increases over longer periods of time.
Without trying to get into too much of the distributional characteristics of security
returns, it is worth remembering that just about six years ago, the assumed rate of
return on state pension assets was 8.50%, and that was lowered to 8.00% before being
lowered again to 7.50%. Markets and economies have changed, and the rate of return
expectations have changed with them. Many public pensions have already reduced
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their return assumption to 7.00%, and it’s likely SERS and PSERS will do the same in
the near future; that may still be too high for a rate of return assumption if your goal is at
least a 50% chance of success. While lowering the assumed rate of return would
certainly create an increase in the contribution rates as determined by the ARC, I would
recommend something around 6.00% be used. That still involves some risky
investments, but a whole lot less risky than the current 7.50% assumption, and it would
increase the probability of having sufficient value to pay out benefits as promised.
To be fair, there is a balancing act here. If we follow what I mean by the prudent
investor standard (Choice A) and use only investments with guaranteed rates of return,
we would have to reduce our rate of return assumption to something on the order of 3%.
That would eliminate almost all risk but would also be very expensive, perhaps
unnecessarily so. It might be reasonable to incur some risk in order to take advantage
of lower contribution costs, but one must be aware of the risk and quantify its burden on
taxpayers. (We will see how to do this in Chapter 11.) Given the nature of the payouts
and their importance to retirees, one should insist that the contribution schedules
provide an 80% to 90% probability of full coverage of benefits, rather than the current
50% wish.
As bad as the 7.50% rate of return assumption is in properly funding and managing the
pension assets, it is the 30-year amortization period that is the bigger, much bigger
problem. To begin with, as mentioned above, it is at odds with reality. If the average
employee is set to retire in 20 years (it’s actually a little less than that for Pennsylvania’s
public sector employees), then the pensions should be fully paid according to that time
horizon. As we saw in comparing Choice B with Choice C, the unrealistically long 30year amortization period causes funding to be reduced by more than half. That is a
reduction that will do serious harm, and it has no redeeming benefit because it is based
on a fraudulent assumption.
To make clear the irresponsibility of the 30-year amortization period, which SERS uses
for its debt, federal law requires that private sector pensions amortize their underfunding
over no more than 7 years generally, and only in exceptional cases can they use as
much as 15 years—never longer. Meanwhile, PSERS uses a 24-year amortization
method based on payroll growth, which establishes contribution calculations in the nearterm pretty much at the same level a 30-year, equal-dollar amortization does.
To summarize the funding fiasco, or I should say, the lack of funding fiasco:
SERS and PSERS have both adopted an assumption that their assets will earn 7.5%
per year. Technically speaking, the assumption is 7.5% each year and every year
without deviation. Of course, this is highly unrealistic, and though it doesn’t preclude full
funding for benefits, it does produce substantial risk and a high probability of shortfall at
some point in the future.
SERS uses an equal-dollar (level payments) amortization schedule of 30 years for its
debt, while PSERS uses a percent of payroll (graduated payments) amortization
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schedule of 24 years for its debt. In the near term, both approaches result in much less
funding than is appropriate, if we consider it appropriate, and we should, to retire the full
debt by the time the average employee retires.
Both these assumptions result in an improperly lower calculation for the ARC, which
means insufficient contributions for the pension funds, even in the absence of collars.

********

Because of the optimistic assumption on the investment rate of return and an overly
long period to retire the unfunded liabilities, SERS and PSERS have had a dreadful
history of funding. Exhibit 9-1, at the end of this chapter, shows the ARC calculated
based on these questionable assumptions, and even with those arbitrarily low ARCs,
much less has been paid into the funds of SERS and PSERS.
PSERS was funded at only 45.7% of its ARC in 2005 and that dropped to 26.6% by
2011. More recently in 2014, the funding for PSERS was at 58.2% of the ARC. For
SERS, it was funded at 46.1% of its ARC in 2005, and that dropped to 31.4% in 2010
and was 76.9% in 2014. The Pew Foundation reported in 2012 that Pennsylvania
ranked 49th out of the 50 states in proper pension funding with only New Jersey rated
worse.
Some have called the increase in the percentage of ARC being funded since 2010 as
progress. However, think about that for a moment--the ARC is fraudulently low,
probably half what it should be because it is based on an improperly long amortization
period to retire the debt of the pensions and also because it is based on a highly
unrealistic assumption about investment performance. We cannot help but lose ground
with anything less than 100% funding of the ARC. While our rate of regress might be
slowing, we are still getting worse. And that’s exactly what the funding progress reports
from the CAFRs of SERS and PSERS tell us.

********
In the 2014 CAFR of PSERS, the following is written on page 7: “Act 120 of 2010
provided historic pension reform and made dramatic progress toward addressing the
funding issue at PSERS…” In what world can “dramatic progress” be claimed when you
are dreadfully underfunded and are not even meeting half of the necessary funding
each year to keep the situation from getting worse? A quick, back-of-the-envelope
calculation shows that if PSERS has an unfunded liability of $40 billion, which means it
is lacking $40 billion of assets expected to generate 7.5% annual returns, then it is
losing $3 billion a year in interest. Since the state’s and school districts’ total
contributions have been less than that, we are not covering any newly earned benefits
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nor paying anything on the debt principal. Not to cover the full interest and the newly
earned benefits is growing the pension debt.
Again, from page 7 of the 2014 CAFR of PSERS:
“PSERS has long stated that three events must occur to resolve the funding issue at the
System: (1) pension reform must take place, (2) PSERS’ investments must perform as
required, and (3) a large cash infusion must be obtained to pay off the existing debt
(unfunded liability) that has already been incurred but not yet paid. Two of those items
have occurred and have begun to help resolve the funding issue. Significant pension
reform was enacted in 2010 and PSERS’ investments have performed as required.”
How is one to view such a pronouncement? “Pension reform” has occurred? Yes, Act
120 did change some of the variables of the defined-benefit plan for new employees,
and maybe that will be helpful over time, but it does nothing and will do nothing about
the funding arrearage. If by “begun to resolve the issue,” the writer means, “made things
worse and speeds our path to full depletion of the systems’ assets,” then I would agree.
That PSERS’ investments have performed as required from 2010 to 2014 is hardly
comforting given the S&P 500 stocks returned a 90% gain from June 30, 2010 to June
30, 2014. Did PSERS even get close to that? And how many billions did their
underperformance cost taxpayers? We looked carefully at that issue in Chapter 8.
So really, looking at their three points on the funding issue, the first two are irrelevant.
Point 3 is correct: a large cash infusion will be needed to solve the underfunding crisis.
Who would have guessed that underfunding can only be solved by more funding? I
guess the laws of financial economics do hold in the Commonwealth of Pennsylvania.

89

Future Forsaken

Exhibit 9-1
PSERS Contribution History (thousands of dollars)
Fiscal Year
ARC*
Contribution
Percent of ARC
2005
945,107
431,556
45.7%
2006
1,328,373
456,878
34.4%
2007
1,708,821
659,545
38.6%
2008
1,852,238
753,532
40.7%
2009
1,761,295
503,227
28.6%
2010
1,928,278
527,212
27.3%
2011
2,436,602
647,000
26.6%
2012
2,629,244
1,001,140
38.1%
2013
3,110,429
1,434,815
46.1%
2014
3,410,373
1,986,384
58.2%
*
ARC is Actuarial Recommended Contribution based on an assumed rate of return of
assets of 7.5% and a 24-year percent of payroll (graduated payments) amortization
schedule for the unfunded liability.

SERS Contribution History (thousands of dollars)
Fiscal Year
ARC*
Contribution
Percent of ARC
2005
319,190
147,163
46.1%
2006
548,745
195,407
35.6%
2007
617,253
242,337
39.3%
2008
584,248
233,138
39.9%
2009
643,861
251,870
39.1%
2010
866,822
272,525
31.4%
2011
913,778
391,189
42.8%
2012
1,044,632
562,883
53.9%
2013
1,314,925
790,996
60.2%
2014
1,407,361
1,081,826
76.9%
*
ARC is Actuarial Recommended Contribution based on an assumed rate of return of
assets of 7.5% and a 30-year equal-dollar (level payments) amortization schedule for
the unfunded liability.
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THE MAN BEHIND THE TREE
“Don’t tax you, don’t tax me; tax that man behind the tree.”
– Senator Russell Long

Fifteen years from now, in 2030, a grandfather living in Pennsylvania will be getting a
phone call from his granddaughter. The young girl will tell her grandfather how nice her
school is, how pleasant the teachers are, how much attention she gets from the teacher
and principal, how well-equipped her classroom and school is, and how much she
enjoys learning. In short, it will be a conversation all grandparents would like to have
with their grandchildren, talking about school, education, and the future. For the
grandfather living in Pennsylvania in 2030, that is going to be an out-of-state phone call.

********

We need and want government to provide public goods and services. Though, how do
we pay for them? We’d prefer someone else pay for them, and elected officials face a
conundrum: who will they tax to pay for the functions of government? As the 17 th
century French minister, Jean-Baptiste Colbert said, "The art of taxation consists in so
plucking the goose as to obtain the largest amount of feathers with the least possible
amount of hissing.”
The answer is to tax the man behind the tree; that is, elected officials have incentive to
levy taxes in the least visible way possible. As an example, take the case of a
businessman staying in a hotel room in a Pennsylvania county. The county can tax the
room charge and generate revenues for the county’s spending purposes. For county
officials, the businessman is the man behind the tree. Will the businessman notice the
tax being levied on him? Sure, but it’s a cost of doing business, and if his company is
reimbursing him for the cost, he doesn’t worry about it. When reimbursed, he’s not the
man behind the tree, but the owners of the company are. They, in turn, pass this cost of
business on to their customers in the form of higher prices, and now their customers
become the man behind the tree.
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It is, of course, taxation without representation, but communities are, not so surprisingly,
agreeable to that when outsiders pay the price. However, counties and municipalities
should think twice about such taxes, including the hotel tax, especially if they are trying
to develop tourism. While the demand for business visitations to an area are what
economists call highly inelastic, and increases in hotel tax rates can generate significant
revenue gains; the demand for tourism visitations are highly elastic, which means
increased rates are likely to result in less tourism and less revenue. It’s tricky shooting
when you’re aiming for the man behind the tree.
Business taxes, in general, are attempts to tax the man behind the tree. Businesses
can, at least in part, pass on the taxes they are assessed to their customers. Thus,
customers unwittingly bear a significant share of business taxes and become the man
behind the tree.
As another example, a real estate tax appears to fall on the buyer of a property, but the
seller will have to offer a substantial discount to overcome this liability, which is
undetachable from the property. Since the owners of assets may see the prices of their
assets discounted due to tax liabilities, they become the man behind the tree when they
attempt to sell such assets.
While hotel customers and asset owners do have some say in whether or not to engage
in transactions that result in taxable events, there is a group of people who have no
such say: future taxpayers. Without a time machine that can transport people from the
future back to the present, it is most difficult for future taxpayers to organize today, to
address tax assessments that will be dumped on them. Once again, we see the
opportunity for elected officials to use debt as their source for spending and make future
taxpayers the man behind the tree.
The benefits from today’s borrowing are immediate and evident; the costs of that
borrowing are pushed off to people who may have had no say in the debt they will be
required to repay. For elected officials, who typically have short horizons, the
temptation will always be to buy on credit. Even the elected officials with long political
careers, typically move from one elected office to another; for example, from school
board member to county commissioner to state representative, to state senator, and
such. They can ring up debt by not making proper payments for things like pensions
and leave that problem for someone else in the future. Of course, whatever the political
developments, the debt burden will always come down as a mandated expense for
taxpayers.
Although there is a case for the use of public debt in the purchase of long-lived, capital
assets, compensation for the services rendered by public sector employees would not
fall into that category. As I have stressed over and over in this book, pension benefits
are merely deferred compensation to the employee and should be fully paid by the
employer (the state and school districts for the pensions of SERS and PSERS) when
they are earned. Any delay in the appropriation of those payments constitutes debt,
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and it is debt that will grow at the assumed rate of return on assets, which is currently
7.5% for SERS and PSERS.
In a letter to John Wayles Eppes, Thomas Jefferson wrote, “… we shall all consider
ourselves unauthorized to saddle posterity with our debts, and morally bound to pay
them ourselves.” The cost of deferred pension contributions are a cost borne by the
taxpayer of the future, the man behind the tree, who in Pennsylvania is today’s children
and children not yet born. It is fundamentally immoral to assign costs for services
rendered and benefits earned today, to future generations of taxpayers, but that’s
exactly what the lack of proper funding of our state and municipal pensions is doing.

********

How can we visually present the trajectory of the well-being of the commonwealth?
One representation is Exhibit 10-1, at the end of this chapter, which graphs the
percentage of general fund revenues available for non-pension purposes. What will the
commonwealth look like when the assets of the pension systems are fully depleted, that
is, when D-Day (depletion day) arrives?
In fiscal year 2015, SERS and PSERS paid out about $10 billion to retirees. That was
equal to about 34% of the total general appropriations spending number of $29.4 billion.
The contributions to the pension plans by the state were about $2.9 billion, which was
slightly less than 10% of the spending number, leaving about 90% of general fund
revenues to be spent on non-pension purposes.
One way to look at this is to note that the difference, between the pension payouts and
the contributions, was covered by the accumulated assets in the pension systems.
More fundamentally, the contributions went to cover newly earned benefits and those
not paid from the past while all of the pension payout was appropriated from the assets
of the two pension systems.
However, what happens when the assets of SERS and PSERS are fully depleted, which
will likely happen in the next 10 to 20 years? Exhibit 10-1 assumes a doubling in the
pension payouts by 2030 (consistent with actuarial projections) and an increase of 44%
in general appropriations (consistent with a 2.5% per year budgetary increase). Now,
let us consider the scenario where the assets of the pension systems become fully
depleted in 2030, as is very possible. We see that over time, the percentage of general
fund revenues available for the functions of government, besides pension payments,
declines from 90% currently to less than 80% by 2030, and then, there is a severe drop
to about 50%. This financial cliff occurs because once the pension assets are
exhausted, every dollar owed to retirees will have to come out of general fund revenues.
Keep in mind, these are projections and based on many uncertainties, but they are not
unreasonable; it’s just as likely D-Day arrives sooner than 15 years than later.
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Regardless of the exact calculation of the amount of general funds available after
payouts to retirees, what we can say for sure is that the functions and purposes of state
government will be severely impacted at D-day. What will that mean for those folks,
less than a generation from now, who will have to deal with this fall off the fiscal cliff?
Well, there are going to be some pretty drastic cuts that will have to be implemented,
and no area of the budget, least of all the two biggest areas of education and human
services, will go without a hit. There are people saying, today, that one of the reasons
we cannot afford to properly fund our pensions now is that it will require, at least in part,
program and payroll reductions immediately, and such reductions will make
Pennsylvania a less desirable place for families and businesses. Maybe so, but the
suitability factor is going to tank much more dramatically in the near future without a
proper effort to fund the pensions now.
If the average class size in Pennsylvania schools is now around 25 students, that
number will be going above 40 after D-Day. We can see that being a teacher is going
to get significantly harder, so those teachers near retirement are not likely to hang on.
Teachers, in general, will have incentive to look at other lines of work or at working as
teachers in other states.
We hear it all the time in the Capitol and elsewhere, when talking about almost any
policy that we need to “do it for the children.” It usually doesn’t matter what “it” is. No
matter the issue of discussion, some politician or union leader will say we need to look
out for the future of our children, which embodies the future of our commonwealth. How
are we doing our children any favors by creating a debt load that they will spend their
whole lives paying off if they stay in Pennsylvania? All too soon, our children will be in
overpopulated classes with undermanned faculty compromising their abilities to learn
and become productive.
I came across recently one particularly disturbing example of what is already happening
to education and educators in Pennsylvania. I was at an event that featured an
accomplished young man, who was a high school senior and already a gentleman.
After the event, I was chatting with him and asked what his future plans were. He told
me he was going to Penn State and was going to be an education major because his
dream vocation was teaching. I could certainly relate since I had the same dream when
I was in high school and turned it into a forty year career in education. However, I had
to ask him if he understood the low probability of him getting a teaching job in
Pennsylvania. His reply was arresting--he did understand that, and he recited a list of
states where he would have a very strong chance of getting a job.
Think of that--this young man, one of the best and brightest in our state, with terrific
potential, has already pretty much written Pennsylvania out of his future. As mentioned
earlier, we are making young people the number one export of our state, and the better
educated and more talented they are, the more likely they are to leave.
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********

Of course, we are already seeing signs of the demise of the commonwealth in the
changes to the state’s credit rating during the last few years. Nothing could be clearer
than that the downgrade of Pennsylvania’s credit rating, to the third worst of the fifty
states, is due to pension underfunding and mismanagement. The credit rating agencies
have clearly expressed that conclusion in case anyone was in doubt. After a
downgrade in September 2014, S&P wrote, “It is unclear to us whether the state has the
willingness to address its significant pension issues.” Moody’s wrote in a July 2014
statement on its downgrade of Pennsylvania’s credit, “The expectation is that large and
growing pension liabilities coupled with modest economic growth will limit
Pennsylvania’s ability to regain structural balance in the near term.”
Again, it is the taxpayer who is the man behind the tree, stuck with paying for the higher
borrowing costs of the state. Bad credit costs higher interest on the state debt; one
estimate is that Pennsylvania bonds are yielding about 80 basis points above
benchmark rates due to their credit risk. Ignoring the unfunded liabilities of SERS and
PSERS, the state has about $45 billion of debt. That means an additional interest cost
annually of $360 million due to its poor credit, and there is another $75 billion of debt at
the county, municipal, and school district level, which certainly cannot be benefiting from
the state’s compromised credit situation.

Albert Einstein is reputed to have said that the most powerful force in the universe is
compound interest. For investors, compounding is a wonderful servant, but for
borrowers, it can be a terrible master. It is a positively heavenly phenomenon when you
are saving, especially if you are young, but when you are on the debt side of
compounding, and due to their state pensions, Pennsylvanians are massively in debt,
then compounding is a hell from which there may well be no recovery.

********

One of the more obvious signs of demise for Pennsylvania is the trend of its population
statistics. According to census data, from 2000 to 2010, the population of the United
States increased by 9.7%. Pennsylvania ranked 41st in population growth. It had a
paltry 3.4% increase over that decade. Sadly, that is the good news.
From 1960 to 2010, the population of the U.S. increased by 72%, but Pennsylvania’s
increased by just 12%. While the median age of the nation’s population went from 29.5
years in 1960 to 37.2 years in 2010, or an increase of 1.54 years per decade,
Pennsylvania’s median age went up by 2.1 years during the 2000-2010 decade, from 38
years to 40.1 years. Pennsylvania is now one of the seven states with a median age
over 40 years. While the number of children in the nation in the 5-17 age group
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increased by 1.6% during the first decade of the 21 st century, in Pennsylvania that age
group declined by more than 6%. At the other end of the age scale, Pennsylvania trails
only Florida and West Virginia in percent of the population over 65.
Perhaps, the most alarming demographic trend is the disappearance of folks in the 2544 age range. These are the people forming families, starting careers, starting
businesses, buying houses, and beginning that productivity stage of life that generates
the savings necessary for capital formation and the higher standards of living that
follow. While Pennsylvania had 3.5 million people in that age group in 2000, that
number had shrunk to 3.1 million in 2010—a staggering 11% drop in the age group
most important for economic performance.
To state the obvious, Pennsylvania’s future depends on developing a workforce that can
be globally competitive. The numbers, however, tell a story of decline—the 6,000,512
employment number of 2000 was down to 5,814,000 in 2010, a 3% drop. This trend will
get significantly worse, as we are only at the beginning of the baby boomers’ transition
to retirement.
Is the state pension crisis the cause of this decline? No, the decline began as long as
50 years ago, but the mishandling of the state pension finances does add gasoline to
the proverbial fire. One commentator recently remarked that Philadelphia had an
“incredible” unfunded pension liability of nearly $3,000 per capita. Even measuring the
unfunded liabilities of SERS and PSERS with actuarial accounting, their debt per capita
is nearly 50% more at $4,500 per capita. As we will see in Chapter 11, measured by
sound economic principles, Pennsylvania’s pension debt is actually near $10,000 per
capita.
While the pension crisis is not the original or sole cause of Pennsylvania’s economic
jeopardy, it is accelerating the damage. It is driving so many people out of the state that
even the man behind the tree may soon be leaving.

********

Can a single budget item implode the finances of an entire commonwealth? Well, the
infamous purchase of an incinerator brought down the financial well-being of the city of
Harrisburg. The $4 billion S&L problem in 1980 exploded into a $200 billion problem
less than ten years later. A single employee in Singapore bankrupted the multi-billion
dollar Barings Bank in 1995, which was then over two hundred years old and the
second oldest merchant bank in the world. To assure its survival, General Motors, once
the biggest and most powerful corporation in the world and an American icon, was
forced into accepting government welfare in the form of a bailout. Its financial problems
stemmed largely from its own pension problems, euphemistically called “legacy costs.”
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Given all the turmoil in Pennsylvania's history since its founding in 1681, including a
revolution, foreign and civil wars, a sordid history of corruption in its state capitol and its
capital city, and much else--to think that the commonwealth could survive all that and
could now be brought down via two pension systems for its public sector employees!
But that is where we are. Do not doubt the expanding damage from this unaddressed
and self-imposed malady. The result will be fewer people living in Pennsylvania, and
those who remain behind will have a decidedly geriatric look with a lower standard of
living.
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Exhibit 10-1
Percent of General Appropriations available for non-pension expenditures over the time
period, 2015 to 2035.
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Chapter 11

HUNTING SASQUATCH:
THE TALE OF HB 1471
“It ain’t what you don’t know that gets you into trouble. It’s what you know for sure that
just ain’t so.”
– Mark Twain

To be direct, I ran for office in 2012, because I thought our state government was selfserving and its actions detrimental to the interests of the commonwealth. Nothing I
have seen since taking office has dissuaded me from that perspective, and the state
pension problem is the most prominent example. It was all too easy for legislators and
governors to create the problem, and yet, it seems now nearly impossible for them to fix
it. We’re not talking Humpty Dumpty here—the problem was caused simply by bad
legislation, and the solution is just as simple—you might not be able to uncrack an egg,
but you can adopt a better pension plan and restore financial soundness with good
legislation.
This chapter tells the tale of my first legislative initiative to address the problem with a
bill, which would have required honest reporting of the value of the liabilities of SERS
and PSERS. Given the very low cost to produce such a report and its obvious benefits,
not the least of which is an honest dealing with taxpayers who are on the hook for the
problem, you might think this would be an easy thing to accomplish with many
supporters. So did I.
We were wrong.
Just a few days after the swearing-in of House members in January 2013, the Majority
Leader, Mike Turzai, notified Republican representatives that he would put a task force
in place to look at ways to avert the “fiscal cliff” facing Pennsylvania’s pensions. He
cited estimates from SERS and PSERS of a $44 billion debt.
Of course, this task force seemed to be a place where my expertise and interest could
be put to good use, and perhaps, I should have directly asked the leader to put me on it.
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However, his communication sounded final, and it was a very uncertain moment in the
life of this newly elected member, who had no previous experience in elected office.
Just like a school kid sitting in the front row with his hand raised as high as possible, I
tried to get Turzai’s attention by emailing him back with this:
Mike,
One of the things that bothers me most about the pension problem is that the estimate
of the unfunded liability is GREATLY understated. Its actuarial determination involves
using a 7.5% discount rate, which reflects wishful thinking on the part of legislators and
is reflecting no economic reality. Financial economics and the prudent investor principle
teach that the appropriate discount rate to use is one in accord with the certainty of
payments. Which is to say, since these promises are GUARANTEED by taxpayers, the
appropriate discount rate to use in estimating liabilities is something closer to a
guaranteed rate of return, on the order of 2% or 3%. If a 3% discount rate were used,
the unfunded liabilities would currently be over $100 billion. The problem is very bad,
but much worse than anyone is willing to admit.
My purpose with this email was to signal Turzai that he did have a representative in his
caucus, who had expertise in the field of financial economics and perhaps, impress on
him the advantage of adding my brain and voice to the task force. His two-line reply
was less than accommodating: “Thank you John. Whether $44 bill or $100 billion, it is a
huge problem which we can no longer neglect.”
The discouraging takeaway for me was not the leader’s lack of interest in what I could
add to the team, whether the team be the task force, the House Republican Caucus, or
the pension reform movement but, rather, his insouciance about properly measuring the
size of the debt. It didn’t seem to matter whether the debt was $44 billion or $100
billion, only that it was a problem we could no longer neglect. If you aren’t interested in
the correct measurement of things, how successful can your course of action be?
And if you are not interested in correctly measuring the problem, can it be that you are
not really focused on solving it? That was January 2013, and by June of that year, the
leader got behind HB 1353 to put new employees into a defined-contribution (DC) plan
which would have done nothing to address the unfunded accrued liabilities (UALs) of
SERS and PSERS. In fact, HB 1353 contained a provision to “fresh start” the
amortization schedule, which would have resulted in lowering contributions to the funds.
After failing to find the votes for that plan, Turzai put an incredible amount of time and
resources into the Tobash plan, which would put new employees into a stacked hybrid
plan, which had as its base continuing the defined-benefit (DB) plan with a definedcontribution plan to kick in above a certain salary level; that got waylaid on July 1, 2014.
Then in 2015, with a new governor and a new session, the effort channeled into SB 1,
which again failed to address the existing debt and the underfunding problem, but
instead addressed certain classes of future hires and potentialities.
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Now, how are the liabilities and assets of a pension plan to be measured so we get an
economically accurate valuation of the unfunded liabilities of SERS and PSERS, which
is the debt being borne by taxpayers? I got it in my mind in 2013 that this would be my
first legislative initiative. It seemed to me I could produce a bill that would not be
politically controversial, as it would mandate nothing in terms of pension benefits or
contributions; it would be merely a report on the value of the unfunded liabilities of
SERS and PSERS as they are seen in financial markets. Who could oppose a
reporting bill that was nearly costless to produce? I would soon find out.

********

According to the dust jacket on his book, Pension Finance, M. Barton Waring is a
financial economist, lawyer, and an active researcher in pension finance and investing.
He is well known in the pension industry and serves on the editorial board of the
Financial Analysts Journal and as an Associate Editor of the Journal of Portfolio
Management.
Waring believes in the propriety of defined-benefit plans, but he just as fervently
believes that they must be funded properly, which requires an accurate valuation of their
assets and liabilities. In Pension Finance, he points out that the accurate measure of a
pension plan’s liabilities is the present value of the promised payouts. As such, an
assumed discount rate irrespective of market realities is an improper tool to measure
those liabilities. He writes:
“Consider that, although a present value calculated at the wrong discount rate appears
to be stated in dollars (the mathematics do provide a present value result, no matter
what rate is used), it is not. A present value calculation gives an answer that is actually
stated in units of dollars only if the discount rate is a proper market rate for the market
risks in the cash flows being discounted. Otherwise, the valuation is in some other unit
of value; it is oranges rather than apples. Call this new unit sasquatches instead of
dollars. Sasquatches might be interesting for some purposes, but they tell us nothing
about value in actual monetary terms and are thus of little help to the accounting system
or to the desire to see plans satisfactorily funded with real money. Benefits must be
paid in real money, so funding should be in real money also. If a sponsor is told that the
plan has $100 of assets set against 100 sasquatches of liabilities, the sponsor cannot
know if the plan is underfunded, overfunded, or neutral. Most likely it is underfunded.”
The issue of properly measuring assets and liabilities comes down to two issues--one of
relatively minor impact and one of enormous impact. The minor one is whether the
assets of a pension plan are reported at actuarial value or market value. The latter is
actually the current worth of the assets, while the former allows for adjustments based
on accounting concepts. In its actuarial valuation for fiscal year 2014, PSERS reported
actuarial asset value at $57.3 billion while the market value of those assets was just
$53.1 billion. That makes the unfunded accrued liability (UAL) of PSERS appear $4.2
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billion less than it is. For SERS, the actuarial asset value is $26.6 billion while the
market value is more than $27.3 billion, which means that the UAL of SERS is
overstated by about $700 million. Combined, the UALs of SERS and PSERS are worse
than reported by about $3.5 billion due to the accounting approach in reporting assets.
The main and most impactful issue in measuring value, however, pertains to the liability
side of the pension plans. Liabilities are the promised payouts for benefits already
earned by employees and retirees. These payouts occur at present and far into the
future. Measuring their current worth, or what economists call their present value,
requires a process called discounting. We can illustrate this with a simple example:
Suppose you have a security, which promises to pay $100 in ten years. What is the
present value of that securitized promise; that is, what price could you get today for
selling a security that is expected to pay $100 in the future? The answer to that is the
same as the answer to the question: How much would one need to invest today to
accrue $100 in ten years? Both questions have the same answer and both require an
interest rate to answer them. If you invest $48.52 today and can earn 7.5%
compounded annually, you will have exactly $100 in 10 years. Thus, $100 is called the
future value of the present amount of $48.52. We got to the $100 calculation through
the process called compounding, where a present amount grew at the rate of interest
each year.
The reverse of compounding is called discounting. If we start with the $100 to be
received in 10 years and want to know its present value, we reverse the process and if
still using the same 7.5% interest rate, we will get $48.52. The mathematical calculation
is a bit tedious with pencil and paper, so that’s why financial calculators are popular.
Both the calculations of present value (if we already know the future value) and of future
value (if we already know the present value) are dependent on the interest rate chosen.
Higher interest rates will cause future values to go up and present values to go down;
lower interest rates will cause future values to go down and present values to go up.
The key to any financial calculation is to be sure you can determine an appropriate
interest rate to use for discounting and compounding.
Currently, SERS and PSERS operate under the assumption that their invested assets
will earn 7.5% per year. That is likely to turn out to be too optimistic an assumption
given the developments and recent history in the world of investing, but the great harm
done is to apply that interest rate in valuing their liabilities. The fundamental axiom of
finance is that cash flows should be discounted based on their level of risk; high interest
rates are used for more risky cash flows, and low interest rates are used for less risky
cash flows. Since pension liabilities get the highest priority to state tax revenues,
and courts have determined they are constitutionally guaranteed, they are
effectively risk-free; as such, the discount rate used to value them should be
something on a par with the risk-free (that is, very low) rate of return.
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Let us go back to our example of $100 to be received in ten years. Using 7.5% as our
discount rate, we determined that its present value is $48.52. If this promised payment
were fully secured, a more proper discount rate would be something on the order of 3%.
At a 3% discount rate, the present value would grow to $74.41—an amount more than
50% larger than at the higher discount rate.
To get an idea of the differences in valuing the UALs of SERS and PSERS according to
different interest rates, please refer to Exhibit 11-1 at the end of this chapter. The
combined UAL of the two pension plans is often reported at $53 billion. That is an
estimate using the actuarial value of assets and liabilities, where the liabilities are
valued using a 7.5% discount rate. That rate, however, has no economic justification,
and if you use discount rates that are in accord with the principles of financial
economics, then the unfunded liabilities total in excess of $100 billion.
As we see in Exhibit 11-1, if we use the market value of assets (current worth) and
discount the liabilities based on the Citigroup Pension Liability Index, which is used by
Moody’s in measuring pension liabilities, the combined unfunded liabilities of SERS and
PSERS exceed $125 billion. If we discount the liabilities at the rate on U.S. Treasury
securities, reflecting their risk-free nature, then the combined UAL approaches $200
billion. Obviously, market valuations of liabilities are highly sensitive to interest rates,
but that is nothing more than a reflection of the nature of the financial world—long-lived
entities with distant cash flows will be very sensitive to interest rate changes. To
assume a constant 7.5% discount rate of return for liabilities that have little uncertainty
is to assume away the real world and replace it with one of make-believe.
Waring writes in Pension Finance, “Public pension plans still universally use the ‘wrong’
discount rate …” He goes on to warn, “…it is difficult to overcome resistance from
constituents to the need to acknowledge that their liability is much larger than they have
acknowledged in the past. There are intense lobbying efforts to maintain the status
quo.”
He sure is right about that!

********

I set about my first legislative initiative by meeting with the executive director of the
House State Government committee on which I served in the 2013-14 session. I
apprised her of my desire to include an additional report in the Comprehensive Annual
Financial Reports (CAFRs) of both SERS and PSERS. The new report would be a
mark-to-market report of the assets and liabilities of the two plans; that is, a report of the
market value of assets in place as well as the market value of liabilities based on
discounting by the risk-free interest rate of return. In other words, my aim was to slay
the sasquatch valuation and replace it with real dollars so taxpayers and everyone else
will know the true economic impact of the unfunded liabilities.
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The essence of the legislation, identified as HB 1471 of the 2013-2014 session, was
that the financial statements (CAFRs) of SERS and PSERS include:
“…a mark-to-market balance sheet. The discount rate used to determine the fair market
value of liabilities included in the balance sheet shall be the yield to maturity on 20-year
United States Treasury zero-coupon Separate Trading of Registered Interest and
Principal of Securities as of the last day of the fiscal year for which the financial
statement was prepared.”
The yield to maturity of the 20-year U.S. Treasury STRIPS rate was what I settled on as
a proper proxy for the risk-free rate. By risk-free payments, economists mean those
with a 100% guarantee of being made. Of course, nothing is 100% in this world
including whether the sun will rise tomorrow, but U.S. Treasury securities are the
closest thing to guaranteed payouts known in the financial world. They are the debt
instruments of the U.S. Government, and because of this, they are secured by an
institution that has absolute power of confiscatory taxation on the most vibrant economy
in the world and is an institution that, legally speaking, can print all the money it wants to
make its payments. Short of thermonuclear war, a meteor hitting the earth, or some
other extraordinary event that would make financial markets irrelevant, U.S. debt
securities will produce what they promise.
I might note, here, the incongruity of an institution (the U.S. Government), with full
confiscatory power of taxation and the ability to print all the money it wants, admitting to
being in debt over $18 trillion. Of course, that’s just the accumulated net borrowings to
this point in time, which does not include the promises of Social Security, Medicaid,
Medicare, and other government programs that would increase the amount of federal
government debt at least fivefold. Have I mentioned debt financing is the drug of choice
for elected officials at all levels of government?
Given that we are basing the risk-free discount rate on U.S. securities, there are several
choices including T-Bill rates (those one year or shorter to maturity), T-Note rates (more
than 1 year and up to 10 years to maturity), and T-Bond rates (longer than 10 years to
maturity). The key is to choose a U.S. government security that closely matches the
duration of pension payouts. Since the average employee in SERS and PSERS has
about 20 years until retirement, it makes sense to use the 20-year STRIPS rate and
that’s why I chose it for setting the discount rate in HB 1471.
Curiously, when I first sent out the co-sponsorship memo on the bill, a fellow Republican
representative expressed interest and provided me with some citations on articles
produced by various think-tanks on the issue. I figured he was of like mind since the
articles he referenced mostly buttressed my argument for a fair and honest accounting
of the burden borne by taxpayers due to pension debt. However, when he saw my
legislation and that it was going to invoke the 20-year U.S. STRIPS rate, he expressed
reservations. In our discussion of what discount rate should be used, he said, “I have
no idea what the right rate is, but that isn’t it.” I don’t think I’ve heard any sentence that
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better reveals the nature of elected officials—on the one hand, he admits to being
perfectly ignorant on an issue, but by the end of the same 13-word sentence, he
expresses perfect certainty on the very same issue.
I was confident in my choice of security to determine the discount rate, and shortly after
the conversation above, I was reading Alicia Munnell’s book, State and Local Pensions:
What Now? Dr. Munnell is the Peter F. Drucker Professor of Management Sciences in
the Carroll School of Management and director of the Center for Retirement Research
at Boston College. She has served as Assistant Secretary of the Treasury for
Economic Policy and as a member of the President’s Council of Economic Advisors.
She writes about the choice of the proper discount rate for valuing pension liabilities:
“That rate should be the yield on a security that roughly matches the average duration
of pension obligations. Earlier studies have shown that the average duration of state
and local pension obligations was around fifteen years, and since duration is sensitive
to interest rates, in a low-rate environment the duration could be slightly longer. The
twenty year Treasury bond, which has a duration of about sixteen years, is the best
match.”
My first real pushback on HB 1471, however, came from another Republican
representative and a member of the State Government Committee where it would be
brought up for a vote. He said that the problem with my bill is that it will state the UALs
of SERS and PSERS at over $100 billion when the number generally put out for public
display at that time was south of $50 billion. Of course, the public display was not 50
billion dollars but 50 billion sasquatches. He worried that a new report based on
economic principles would make it look like we’ve done something wrong to which I
replied, “We have done something wrong and have been doing it and trying to hide it for
more than a decade.” He persisted, “It will look like you and I have done something
wrong, and we weren’t here for any of those votes.” Not for the first time in Harrisburg
or capitals elsewhere, I suppose, an elected official was putting his own re-election
interest ahead of the public good. For me, and I told him this, if he and I were collateral
damage in presenting a fair and honest report on the economic harm afflicting taxpayers
due to the unfunded liabilities, well, that was plenty fine by me.
And it’s sad to add that this representative when first elected in 2010 wrote on his
webpage:
“The current economic downturn and an obsolete pension funding system have created
a multi-billion dollar crisis for Pennsylvania taxpayers that requires immediate
attention. Beginning with my own retirement, I will lead by example and support
significant reforms to convert all legislative pensions from the guaranteed lifetime,
taxpayer-paid pension plans to a defined-contribution plan similar to those offered by
private-sector employers.”
These are nice thoughts, but none seem to be true. In his own case, he did opt into the
pension system despite a campaign pledge not to--so much for leading by example.
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He’s unwilling to support a simple additional report in the annual CAFRs to fairly
appraise the damage being done by the pension underfunding, so the claim of
supporting “significant reforms” also fails to convince.
Shortly after my conversation with him, I got a visit from the lobbyist for the PICPA, who
expressed strong objections to my bill, and its call for a report based on the principles of
financial economics. His worry was that it might confuse people about the reporting on
sasquatches produced by the accounting profession in public pension reports. Waring’s
warning from Pension Finance about the opposition to transitioning to a better valuation
approach, again, crossed my mind: “…it is difficult to overcome resistance from
constituents to the need to acknowledge that their liability is much larger than they have
acknowledged in the past. There are intense lobbying efforts to maintain the status
quo.”
The hubris of politicians, bureaucrats, and lobbyists still astounds me. They are ever so
confident in their abilities to manage the situation despite the obvious evidence that the
disaster is one that came about through their own mismanagement. In choosing a
proper discount rate, Waring is absolutely correct when he writes, “The discount rate is
an observation (emphasis in the original), taken from the market, and not an
assumption (emphasis in the original) to be made by even the most thoughtful and
prudent actuary.”
It is reminiscent of a warning about politicians in Adam Smith’s The Wealth of Nations:
“…[they] assume an authority which could safely be trusted, not only to no single
person, but to no council or senate whatever, and which would nowhere be so
dangerous as in the hands of a man who had folly and presumption enough to fancy
himself fit to exercise it.”

********

With every bill that addresses pension issues, a PERC note must be attached. PERC is
the Public Employees Retirement Commission, and if needed, they submit each
pension-related bill to an actuary and then comment on the actuary’s report and on the
bill.
On the PERC note for HB 1471, they determined an actuarial analysis was not needed,
but they commented, “The discount rate is the most significant economic assumption
employed by public sector retirement plans to value long-term pension benefit
obligations. The current standard in most public sector plans is to employ long-term
expected investment return estimates in the development of the appropriate discount
rate. In contrast, the “mark-to-market” approach, also known as the Market Value of
Liabilities (MVL) approach, employs a so-called “riskless rate,” generally tied to low yield
investment instruments, such as U.S. Treasuries. The impact of the MVL reporting
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requirement contained in the bill would be to greatly inflate the apparent liabilities of
PSERS and SERS.”
So according to PERC, using a market approach will “greatly inflate the apparent
liabilities of PSERS and SERS.” In fact, the market is financial reality, and those using
the arbitrary expected return on assets to discount liabilities are engaged in worse than
fraud; yet, PERC is fully on board with that. It’s not so much that you have a fox
watching the henhouse but simply a sleeping hen with foxes all about. The correct view
would be that the current approach greatly undervalues the actual liabilities of
PSERS and SERS. This undervaluation perpetuates the underfunding that grows the
unfunded liabilities, thereby worsening the problem--no mention of that by the wizards at
PERC.
PERC also provided in their note on HB 1471 a reference to a paper in opposition to
market valuation of pension liabilities. They failed to mention for each such academic
quackery such as the paper they referenced (in an un-refereed publication), there are
dozens or more in refereed publications explaining why liability discount rates should be
based on the riskiness of the liabilities and, hence, why pension liabilities that have the
full backing of taxpayers’ pockets ought to be valued at very low rates of return.
Apparently, having an understanding of the fundamental relationship between risk and
return is a disqualifier for anyone wishing to serve on the PERC board.
Finally, the PERC note said, “House Bill Number 1471, Printer’s Number 1911, would
impose significant additional comprehensive financial reporting requirements upon both
PSERS and SERS…”
This is beyond laughable. All that HB 1471 required is one report each by PSERS and
SERS in their annual CAFRs of the market value of their assets and liabilities. Both
PSERS and SERS already compute the market value of their assets, so there is no
additional cost to get that information. And they both already project payouts and
discount them at 7.5%. How hard would it be to recalculate the present value of
liabilities by changing the interest rate to, for example, 2.75%, if that is the 20-year
STRIPS rate? What “significant” additional requirements does it take to produce one
easy and virtually cost-free report?

********

The public unveiling of HB 1471 occurred in a hearing of the House State Government
Committee in June 2013. I made the following remarks:
“Probably the most memorable line from the 2012 presidential campaign was President
Obama’s comment, “You didn’t build that.” It became a rallying cry for both his backers
and detractors. The most favorable exegesis of his speech is that the President was
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trying to convey the value and necessity of government in securing life and liberty, so
businessmen and all of us can pursue happiness.”
“But the obverse is true also. Every effort and action of government requires a resource
and an actor in the private sector. We in government serve as fiduciaries to the
taxpayers to whom we present the bill for the cost of our work.”
“When it comes to our generous public pension systems, SERS and PSERS, that cost
is significant. Their administration is beyond the scope of HB 1471. This bill’s purpose
is simply to provide a fair, honest, and complete report of their underfunding so that
pensioners, taxpayers, and elected officials understand the extent of the underfunding
problem.”
“Current reports of that underfunding are approximately $47 billion. Serious as that
level of underfunding is (and for which the taxpayers are fully liable), the calculation is
understated in two significant ways.”
“First, the reported assets of our two state pension systems are calculated according to
standards that overstate their fair market value by perhaps as much as $6 billion.”
“Second, the reported liabilities of the systems are also calculated in ways that seriously
mislead in terms of the actual economic value of promises made and benefits for which
the taxpayers are entirely responsible.”
“A proper and fair accounting for the value of these promises would require that their
future payouts be valued today according to their risk. Since these payouts receive the
highest priority of all government spending according to the Pennsylvania Constitution,
the correct discount rate to honestly price these benefits is something close to the riskfree rate of return; i.e., the rate of return on U.S. Treasury securities.”
“In the past, GASB has allowed these liabilities to be priced according to the rate of
return plan administrators think they can earn on their invested assets. Recently that
rate was lowered from 8% to 7.5%, but it is a rate that makes no logical economic
sense. Using the rate one expects to get on assets to value liabilities is akin to setting
the speed limit on a one-lane, curvy road on the side of a cliff to 80 m.p.h. just because
you have a car that can go 80 m.p.h. To put it another way, if we just assume our
assets will earn 12%, we can say there is no underfunding at all and like the proverbial
ostrich bury our heads in the sand with respect to economic reality.”
“When our state pensions’ liabilities (the promises to state workers for retirement
security) are fairly valued at the risk-free rate of return, the amount of underfunding
increases from $47 billion to over $100 billion. That is an amount equal to the total debt
of our state government, all our municipal governments, and all our school districts in
Pennsylvania combined. The pensions’ underfunding is the state government’s version
of the Harrisburg incinerator, threatening to undermine much of everything else we
would like to do.”
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“HB 1471 does not address solutions to the massive underfunding of our state
pensions. It only requires that both SERS and PSERS report annually the true value
(market value) of their assets and liabilities. It is incumbent on legislators, who serve as
fiduciaries to pensioners and taxpayers, to be fully honest and as accurate as possible
about the economic reality facing them and our Commonwealth. And though honesty is
a necessary means to achieve the ends of good government, it is itself an end of good
government worthy of our full commitment. HB 1471 instantiates this honesty, and I
respectfully request the support of all my colleagues in getting it passed into law.”
Despite that plea for action, HB 1471 languished through the summer of 2013 and late
into fall. In December, the House State Government Chair, Daryl Metcalfe, told me he
would run the bill if it was sure to get support from at least 13 of the 15 Republicans on
the committee. There was one NAY for certain among my Republican colleagues and
one MAYBE, but in December, I had 13 folks who said they would vote AYE if it came
up for a vote. The vote, however, was postponed.
In mid-January, Chair Metcalfe scheduled the vote for January 28, 2014, and asked me
one more time if I had a certainty of 13 Republican votes. I told him there was one NAY
and one I wasn’t sure of, but I had gotten positive assurances from all of the other
Republican members of the committee.
On the afternoon before the voting meeting, the PICPA sent out a letter to every
member of the State Government Committee asking for a NAY vote on HB 1471. The
first claim of their letter was, “House Bill 1471, sponsored by Rep. John McGinnis,
would place Pennsylvania in the unique position of not following governmental
accounting standards.” Of course, that was factually false, as the inclusion of a markto-market balance sheet is not disallowed by GASB, and GASB, in any case, is not
binding on state pensions.
Then, the PICPA letter claimed that HB 1471 is a “significant departure” from GAAP
principles. Again, HB 1471 does not subvert or supplant anything in the accounting
profession’s toolbox--it is simply a fair and honest exposition of the economic reality
besetting taxpayers. Why does the PICPA want to hide that just because they feel,
incorrectly, that their turf is being invaded?
The letter concluded with the
acknowledgement of new GASB standards that will move reporting in the direction of
HB 1471. I guess for them a move in the right direction is okay, but we wouldn’t want to
go the full route to truth, right?
The sad thing is such nonsense, published by a respected and influential special
interest, carries weight with otherwise ignorant legislators. Despite twice telling me he
would vote yes on the bill, a Republican committee member told me the day of the vote
that he was now a NAY. At that point, I had two NAYs and would have to run the table
with the other thirteen members, one of whom was still undecided, and there might be
more defectors, thanks to the PICPA.
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The bill was called up for a vote when the committee convened with me making the
motion and Representative Garth Everett seconding it. The Democrats on the
committee were quite interested in killing the bill, if not on final vote, then through two
other motions. The first was to amend the bill, so that any reports included in the
CAFRs of SERS and PSERS would require detailed explanations. The amendment
was defeated 13-12 with two Republicans (including the one who claimed to be
undecided) voting with all ten Democrats.
Next, the Democrats made a motion to table the bill, and a protracted debate ensued
including a remark by a Democrat representative that I put too much faith in academics.
As he explained it, the political science teachers he had in college taught well, but
there’s a whole lot more to learn about the real world of politics than they ever
experienced. His point--and I don’t think it a particularly valid one--is that you have to
experience a job to understand it and perform it properly. I don’t think anyone would
argue that an oncologist has to have cancer to understand how to treat it. The more
foolhardy aspect of his point was that the academics to whom I was referencing—
Barton Waring, William Sharpe, Jack Treynor, Myron Scholes and others—have all had
a great deal of real world experience managing billions of dollars.
It seemed likely the motion to table would succeed, because both Republicans opposed
to the bill voted AYE to table, and I expected the undecided Republican to vote AYE
also. As it turned out, he had to leave the meeting just before that vote and left his
proxy with the chair who voted it as NAY, and the motion to table failed, 13-12. That set
up the final vote on the bill, and now, the silliest of arguments (it’s just too costly, too
time consuming, too confusing, too radical, the PICPA says no) were belabored.
Eleven Republicans stayed with me on the bill, plus one more through his proxy handed
to the chair. Thus did HB 1471, truth in the labeling of pension debt, pass out of
committee and was reported to the floor of the House of Representatives.

********

HB 1471 was about honesty, but pushing an agenda of honesty in Harrisburg is like
clear-cutting a field or the floor of a forest—the snakes are not going to be happy. I
understood that the committee victory was the end of the line for HB 1471, and it never
got any interest from leadership, despite having Majority Leader Turzai as a co-sponsor.
Lesson learned: Sasquatch is a pretty tough foe. You might think that legislators, PERC,
SERS, PSERS, and even the PICPA would welcome and support such legislation to
give taxpayers and the public better information on the problem they face. It would
have also emphasized the need for better funding practices. They weren’t interested.
Each apparently has a stake in perpetuating the status quo of Sasquatch and hope to
ride the problem out. I think some of them don’t even see the unfunded liabilities as a
problem but just a fact of the world like a cloudy day. Trouble is, that problem is borne
by taxpayers, and those are monsoon clouds about to unleash on the future of PA.
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Exhibit 11-1
Valuation (in thousands) of the unfunded accrued liabilities (UALs) of SERS and
PSERS at end of their 2014 fiscal years, using the market value of assets.
Liability
Liability
Discount
SERS
Discount
PSERS
Combined
Rate
Rate
(12/31/14)
Rate
(6/30/14)
Total
Justification
7.50%

$17,417,761

7.50%

$39,372,868

$56,790,629

3.95%A

$41,916,589

4.33%B

$83,280,387

$125,196,977

2.47%C

$69,002,776

3.08%D

$127,926,110

$196,928,886

A. Citigroup Pension Liability Index rate on December 31, 2014.
B. Citibank Pension Liability Index rate on June 30, 2014.
C. 20-year U.S. Treasury STRIPS rate on December 31, 2014.
D. 20-year U.S. Treasury STRIPS rate on June 30, 2014.
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Chapter 12

HB 900 VERSUS
THE EXCUSE MACHINE
“Forgetfulness. A gift of God bestowed upon debtors in compensation for their
destitution of conscience.” – Ambrose Bierce, The Devil’s Dictionary
“The second vice is lying, the first is running in debt.” – Benjamin Franklin

In the spring of 2015, I introduced HB 900 to commit our state government to a proper
funding of its public pensions. The genesis of HB 900 occurred in February 2014 with
two independent events: One was a press conference I was holding the day after
Governor Corbett’s budget address; the other was the issuance of a report by the Blue
Ribbon Panel on Public Pension Funding commissioned by the Society of Actuaries. I
would not learn of the Blue Ribbon Panel’s report until the summer, and my aim at the
press conference, on February 5, 2014, was intended only as a starting point for calling
to task the elected officials who have the responsibility to fix the problem.
The press conference was scheduled for noon that day in the Capitol Media Center. I
had given a copy of my PowerPoint slides to a public relations consultant of the House
Republican Caucus. He made copies for handouts to the press and ran my slides past
his boss, Steve Miskin, the press secretary for the House Republican Caucus.
When I walked into the media center that morning, I quickly learned that my slide
presentation was a problem for leadership. I was confronted by Miskin, Krystjan
Callahan (chief-of-staff for Majority Leader Turzai), and Representative Dave Reed (the
Policy Director for the caucus). They told me in no uncertain terms that they did not
want me to present my slide show. Their objections were that it was unprofessional and
would bring harm to the caucus and to my goal of advancing pension reform.
This was the first time, but not the last, I experienced how hypersensitive leadership is
to rank-and-file representatives speaking their own minds. Another such example
occurred in January 2015 after I received my committee assignments for the new
session, which did not include either one of my top two requests: Education and
Finance. I was intending to send out a public statement, which stated, “I am mostly
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pleased with my committee assignments,” and then I expressed disappointment at not
being selected for either the Education Committee or the Finance Committee. Given
my 40 years experience in education, and having a Ph.D. in finance, I would have
hoped leadership could have found room for me on at least one of those committees.
Just expressing my disappointment, however, resulted in two long contentious phone
calls with the chief-of-staff of Majority Leader Reed and another conversation with Press
Secretary Miskin—all because I mildly, but publicly, expressed disappointment with
leadership.
I am guessing the slide in my presentation at the press conference that upset them the
most was the one labeled, “The Republican Pension Reform Planner,” which had a
picture of a man with his head in the sand. I also had one for the Democratic Pension
Reform Planner, which was a picture of Alfred E. Neuman and his “What, me worry?”
tagline. Given what Governor Corbett had said in his budget address the previous day,
the head in the sand was an apt image. The governor had called for pension reform
that would produce “budgetary relief”—in other words, he was looking for any plan that
might project future savings that could be used to justify less pension funding in the
present. In the Capitol, this is known as the Pennsylvania Pension Two-Step: concoct a
scheme of future savings and use that as an excuse to put less money into already
strained funds.
The discussion between the three from the leadership team and myself did not go
pleasantly. At the conclusion, I insisted on going ahead with my press conference, and
I was intent on presenting the slide show as it was. They were not pleased.
Nonetheless, I stepped to the podium, and as I began my presentation, they left the
room.
The press conference had been announced to be viewable on my legislative webpage.
Some viewers afterward told me that the part where I stepped to the podium was
broadcast, but as soon as I began my remarks, a soundless test pattern filled the
screen. Maybe there were technical difficulties that day or maybe not, but no one from
the caucus or the Capitol communications service ever apprised me of anything about
the broadcast.
My remarks that day concluded with a slide titled, “True Pension Reform,” which
contained four bullet points. First, I called for legislators to lead by example and convert
their own defined-benefit (DB) plan to a defined-contribution (DC) plan. Second, I called
for more funding with a demand that the “collars” (deliberate pension underfunding)
come off. Third, I called for putting all new public sector employees into a DC plan; thus
beginning the phase-out of the DB plan that is at the root of so much political mischief
and economic harm. Finally, I asked for consideration of HB 1471, which would require
an inclusion of a market value balance sheet in the annual CAFRs of SERS and
PSERS—the requirement for a good plan is good information.

********
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In 2013, the Society of Actuaries commissioned a panel of experts in the field of public
pensions to review and reflect on the condition of public sector pensions in the United
States. Specifically, the panel was most concerned with the imbalance between the
benefits earned and the assets available to pay those benefits. The document
produced by the panel was called, “Report of the Blue Ribbon Panel on Public Pension
Plan Funding.” Chair of the Panel, Bob Stein, wrote in a letter included in the report,
“…the financial condition of public pension trusts has weakened during the last 15
years, while its exposure to future financial and other risks has increased, possibly
materially.”
While the Blue Ribbon Panel (BRP) made many technical recommendations for pension
reporting and on the role of plan administrators, its most prominent feature was an
emphasis on adherence to sound funding principles. The BRP presented three
principles for effective funding: adequacy, intergenerational equity, and cost stability and
predictability.
Adequacy is the mandate to achieve 100 percent funding of the pension obligations
using assumptions that are consistent with median expectations about future economic
conditions. In other words, funding and risk management should provide at least an
even chance of having sufficient assets to cover all benefit obligations.
Intergenerational equity refers to the desire for the full costs of public services, including
pensions earned by public sector employees, to be paid by those receiving the benefits
of the services. The BRP concluded that fully funding pension benefits over the
average future service period of public employees reasonably aligns the cost of today’s
public services with the taxpayers who benefit from those services. For Pennsylvania’s
state pensions, with 15 to 20 years until retirement for the average public employee, this
would mean that unfunded liabilities should be paid off fully within that time frame.
Cost stability and predictability, while often at odds with the first two principles, imply
level or nearly level costs over time. The BRP noted that allocating significant portions
of investments to higher-risk and more volatile assets will tend to undermine the aim of
cost stability. The Panel went on to say that intergenerational equity and adequacy
should get priority over cost stability; that is, proper pension funding is the paramount
end.

********
I first became aware of the Blue Ribbon Panel’s report in the summer of 2014. At that
time, it was not practical to produce a bill that reflected their findings and get it into the
legislative queue before the end of the 2013-2014 session. The session would officially
end on November 30, 2014, and few legislative actions were going to happen after
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Election Day, November 4. I resolved to draft pension-funding legislation, in accord with
the BRP’s principles, in the 2015-2016 legislative session.
The primary concern of the BRP was that the unfunded liabilities of public pensions be
paid off in a timely and effective manner. These two desiderata would promote
adequacy and reduce intergenerational theft. The BRP defined “timely” on page 20 of
their report this way: “…shorter funding periods instill better discipline and
intergenerational equity would be improved by limiting the time horizon of funding
methods, especially the amortization of gains/losses, to the remaining working life of the
covered employees.” They noted the difficulty of such a plan for those pension funds
with large legacy liabilities (like SERS and PSERS), but stated, “…it is essential that a
plan be developed and adopted to move the plan toward a fully funded status.”
As to the definition of “effective,” the BRP emphasized the approach of level, or equaldollar, funding. This is the type of repayment plan that most home mortgages are
based on with level monthly payments for the duration of the loan. Based on a timely
and effective approach to dealing with the unfunded accrued liabilities (UALs) of SERS
and PSERS, HB 900 was developed around the following sentence:
The balance of any recognized unfunded accrued liability net of market value of assets
shall be funded in equal-dollar annual contributions over a period of 20 years.
There are two reasons for the 20-year amortization period for the UALs. First, it is
consistent with the BRP’s recommendation to establish amortization schedules over the
time until retirement for the average employee, so that, on average, an employee’s
pension will be fully funded upon his or her retirement. The active employees of SERS
and PSERS average about 15 years to 20 years until retirement.
The second important reason for settling the pension debt within a 20-year horizon is to
avoid D-Day, that is, depletion day—a situation where the assets of the pension funds
are exhausted, and all payments to retirees would be required to come from the general
fund. Because of the significant size of the UALs of SERS and PSERS and because of
the legacy of deficient funding, there is a very real possibility that the funds will be
insolvent in the next 10 to 20 years. If that were to happen, it would severely cripple the
state’s ability to provide required services to the public.
One way to get an appreciation of the risk of insolvency is to note that currently, in the
fall of 2015, the two pension systems have about $70 billion in assets and are paying
about $10 billion per year to retirees. As we noted in Chapter 6, an asset coverage ratio
for payouts of just 7 is a tenuous situation. For example, suppose, a bear market were
to impact the value of the assets. Bear markets (defined as a decline of the overall
stock market by at least 20%) have occurred eight times in the past 50 years or about
once every six years. The average decline in a bear market is about 30%. Thus, if the
market declined by 30%, the pension assets of SERS and PSERS would fall to under
$50 billion. Almost certainly, then, they would be unable to avoid depletion over the
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next 20 years, and a best-guess estimate would be 12 to 15 years until the assets were
exhausted even with the accelerating funding schedule of Act 120.
Conceptually, HB 900 is a simple and effective fix. In its entirety, the bill turned out to
be 9 pages long, as opposed to over 200 pages for the Tobash amendment of 2014,
300 pages for the Kampf 2013 DC plan, and 400 pages for Senator Browne’s SB 1 in
2015.
Upon introducing the bill at a press conference on May 12, 2015 (my entire statement
can be found at the end of this chapter), I remarked on the irony of the most fiscally
conservative member in the legislature advising that the way to deal with this problem is
to throw money at it. In fact, there is only one way to effectively deal with any debt
problem—pay it off. It is certainly fiscally conservative to pay off debts aggressively,
saving on interest cost and more quickly restoring fiscal health rather than to extend a
loan indefinitely while running the risk of insolvency.
HB 900, if enacted, would put the commonwealth on the road to a full financial recovery.
It is a timely (20-year amortization of the UALs) and effective (equal-dollar payments)
approach, consistent with the counsel provided by the Blue Ribbon Panel
commissioned by the Society of Actuaries. In short, it is medicine that is tough to take,
requiring an immediate increase of about $2.5 billion per year for pension funding, but it
is medicine that will be 100% effective. The alternative is the abandonment of any hope
for a financially sound future in the commonwealth, and the embrace of a future replete
with intergenerational inequity.

********

In the weeks leading up to the introduction of HB 900, I received a fair amount of vocal
support from a variety of players on the Harrisburg scene. First, I had more than 20 cosponsors of the bill in the House of Representatives, including two Democrats. It was
the only pension bill since 2010 that had bi-partisan support. One of the Republican cosponsors was none other than Speaker of the House, Mike Turzai. He had spoken to
me about the bill for about 20 minutes one morning and appreciated its aim. He
seemed earnest in trying to get a feel for its fiscal impact in both the short-term and
long-term. I could sense his quandary in trying to figure out how to get the additional
$2.5 billion up front, and I assured him that’s a one-time lift. The beauty of equal-dollar,
or level funding, is that the first lift is the hardest, and each year after the first, the
amount stays about the same. In the appropriations process, the worry about a budget
line item is always about its “cost-to-carry,” that is, how much it increases year-by-year.
Level dollar funding for pension debt translates into zero cost-to-carry.
I also got positive comments and encouragement from the Auditor General, Eugene
DePasquale. He knows the numbers, and he knows the seriousness of not just the
state pension crisis but also a more general one afflicting many municipal pensions in
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the state. I took heart from his candor and sincerity, and the appreciation he expressed
for my moving ahead with an emphasis on the funding side of pension reform.
Mike Crossey, the president of the PSEA, and his assistant director, Steve Nickol, were
kind enough to meet with me and expressed support for the bill. Crossey thought that if
the bill were enacted, it would prove his point that the state DB plans are sustainable.
That’s certainly not my perspective, and I told him so. Public sector DB plans are never
going to be sustainable because of the myriad problems that stem from the politics of
the matter. However, I agreed with him that benefits already earned should be fully paid
for, and sooner rather than later.
Other folks got interested in the bill, too, including Rock-the-Capitol’s Eric Epstein and a
public sector retiree named Barry Shutt. More on these two gentlemen in Chapter 15,
but their interest and support continues to give me hope, slim to be sure, that our state
government will be moved to properly address the pension funding problem before it is
too late.

********

The first challenges to, or attacks on, HB 900 came in bi-partisan fashion. As one
example, I heard a Democrat representative say at a House State Government hearing
in March 2015, “Really, the main point is that we need to pay our debt. It’s like if you
had a credit card and you weren’t making a payment on it, at some point you have to
face the fact that you’ve got a debt and you have to make your payment.” With such
comment, I thought she would be eager to sign on to HB 900. When I approached her
to ask for her co-sponsorship support, she was cordial and discussed the issue with me.
She asked for data and analysis on the bill, which I provided. Then she said, “No.” Her
reasoning was that, while HB 900 sets out a schedule to repay the debt, it does not say
where those funds will come from. In a conversation with her, I said it would be
presumptuous of the bill to map out the appropriations since every dollar spent by the
state government requires a trade-off to be made, whether we’re talking about existing
revenues or raising new ones. Those trade-offs ought to be part of the budgeting
process and are a matter for the appropriations committees and leadership. The
representative said she appreciated where I was coming from, but still declined to cosponsor a bill that would do exactly what she asked for.
A meeting and some discussions with the Minority Chair of the House Appropriations
Committee were less direct. He and myself are Notre Dame alumni, and since we
share that common chord, I thought he might be helpful. In fact, he initiated the
discussion on HB 900 with me, and I spent nearly an hour one day running through the
numbers for him and his appropriations staff. I mentioned it would be a great thing for
an appropriations chair to come out in favor of a responsible funding approach for our
state’s pensions. More than once on the House Floor, I’ve heard him mention the
state’s dreadful record of insufficient pension funding. He also sits on the Board of
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Trustees of PSERS so I thought he would by sympathetic to the effort to improve
PSERS’ funding.
We continued to talk about this for a week or so, but as the date for the bill’s
introduction neared, I asked him one more time to please co-sponsor the bill. His
response, after weeks of projecting sincerity was, “I’m not going to be on that thing.” It
was said with a smirk that indicated he was never serious in our discussions about
supporting the bill. I can believe, if he co-sponsored the bill, that it could upset his
position in his caucus or maybe upset some of his fellow board members at PSERS.
Unfortunately, it seems that for most people in Harrisburg, most of the time, the public
good plays, at most, only second fiddle to political posturing.
One excuse for not supporting HB 900 that I heard from fellow Republicans is that it’s a
good bill, but it will have to wait until the economy starts to pick up. There was a time
when Republicans understood that fiscal debt is a drag on the economy. The size of
Pennsylvania’s public pension debt is a massive encumbrance on the commonwealth’s
economy. Legislators waiting for the economy to improve to address the pension debt
are like oncologists waiting for cancer-stricken patients to go into remission before
beginning chemotherapy.

********

Each pension bill requires an actuarial analysis and is reviewed by the Public
Employees Retirement Commission (PERC). PERC invited me to its hearing on HB
900 on June 17, 2015. While the invitation suggested I would be allowed to participate
in the discussion, no opportunity was given for any public comment. PERC’s executive
director, James McAneny, ran the meeting and discussed some of the points the
actuaries made about the bill. The meeting concluded with a motion by Senator Blake
to approve the PERC note with a recommendation that the legislature be mindful of all
its financial priorities, not just pension costs.
It was clearly an unnecessary
recommendation and seemed to sound a dismissive note on HB 900.
Since PERC’s main role (according to its website) is to “assure actuarial viability” of
public sector pension plans, you might think they would have fully supported HB 900 or,
at least, reviewed it with some measure of favor. I mean, if I’m responsible for worrying
about the potential insolvency of a retirement plan, I’d be pretty happy for an aggressive
approach in dealing with its debt. There was no such sentiment expressed by any of
the nine members of PERC’s board nor its executive director. If PERC’s board thinks
funding reform is critically necessary for Pennsylvania’s pensions, they are keeping it
well hidden from the public.
It is an odd thing. Special interest group after special interest group come to Harrisburg
asking and sometimes demanding that they get priority in the spending queue. None of
them ever tell legislators to be mindful of other budgetary responsibilities, but merely
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ask that legislators focus on their needs. But here is PERC, an agency created
specifically to focus priority on making public pensions actuarially sound, which can only
be accomplished by proper funding, and PERC says to legislators, “Sure, our pensions
are bust, but please remember you have other things to spend money on.”
There is, also, fundamentally, something very amiss with the actuarial valuations and
PERC’s review of them. Let’s assume, as the actuaries do, that insolvency is not going
to occur. Then every plan to address pension funding will have to cover newly earned
benefits and those earned benefits still not paid for (the UALs of SERS and PSERS).
The point here is that the present value of benefits to be financed must be the same
regardless of whether your schedule is to pay for them all at once or over 10 years or
over 20 years or over 35 years or whatever. For example, if you finance the purchase
of a $20,000 car over 3 years, the present value of that loan will be the same as if you
financed it over 5 years--$20,000. The amount of the loan payments will be different
(smaller ones for the five-year loan, larger ones for the three-year loan) and the number
of payments will be different (60 for the five-year loan, 36 for the three-year loan), but
the present value will be the same because it’s the same car being financed.
Likewise, pension funding, whether done over 20 years or 30 years, should have the
same present value calculation because it is funding exactly the same obligations. Yet,
the actuaries and PERC come up with negative net present value calculations for some
bills and positive net present value calculations for other bills. In the case of HB 900,
they came up with a positive net present value for the SERS funding and a negative net
present value for the PSERS funding. It is just totally bizarre and defies the basic
precept of finance known as the Law of One Price. That, however, is what you deal
with when you have an ineffective, pointless bureaucracy that seems to be simply intent
on perpetuating itself.

********
Thus, HB 900 languishes. For more than a decade, members of Pennsylvania’s state
government have been making excuses for why the pensions they oversee cannot be
properly funded. They’ve trotted out every excuse imaginable: “It’s a blob that will
always be with us;” “We just don’t have the funds;” “We can reduce funding by
changing pension design;” “It’s really the market’s fault as our investments just haven’t
performed;” “We need to manage our debt carefully;” “We can’t afford to neglect other,
more important, areas of the budget;” “It’s not pension underfunding; it’s budgetary
relief;” and “It’s time for the Pennsylvania Pension Two-Step.”
One of the most disingenuous of the excuses for those in opposition to HB 900 is that it
does not have a fiscal component; that is, it does not detail where the funding is to
come from, mentioning neither current revenues nor new revenues. Of course, Act 40
and Act 120 had no fiscal components either, and that didn’t stop anyone from voting for
them. One representative in leadership accused me of “punting” on that most important
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fiscal issue. That was rich coming from someone who voted for Act 40 and Act 120,
acts whose entire purpose was to punt on proper funding and created the massive
UALs of SERS and PSERS. Here, I put before him a responsible plan for addressing
the most serious financial problem in the history of the commonwealth, and he accuses
me of punting. Again, that’s the type of “leadership” you can expect on an issue that is
being entirely politicized.
A rank-and-file member of the House Republican Caucus said to me, “John, you’re
starting to win me over on this pension funding matter, but I’m not there yet.” I think he,
too, was being disingenuous, as he’s shown no interest in the problem at all. With $12
million more of pension debt each day and $4 billion more per year being dumped on
future taxpayers, I sure hope it doesn’t take too much longer for me to win him over and
for all of us to get “there.”
When the responsible thing to do is expensive and uncomfortable, elected officials
expend a lot of effort building their excuse machines. They will run those machines
overtime if necessary. We can expect the excuses to come fast and furious, as the
financial ship of state continues down the Niagara.
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Remarks on the Introduction of HB 900 (May 12, 2015 – Capitol Media Center)
Good Afternoon, I’m Representative John McGinnis, 79th District, Blair County.
Due to the size and growth of the debt of Pennsylvania’s public pension systems, SERS
and PSERS, the commonwealth is on a path to massive and irreversible economic
harm. The window for averting the impending financial catastrophe is quickly closing.
Today, we introduce House Bill 900, which will effectively address the unfunded
liabilities of SERS and PSERS in a timely manner.
HB 900 will require that the commonwealth follow the recommendation of the 2014 Blue
Ribbon Panel on Public Pension Funding commissioned by the Society of Actuaries and
pay off the unfunded liabilities of SERS and PSERS over 20 years with level dollar
funding.
Level dollar funding assures a path of effectively paying down the debt and avoiding the
negative amortization that was the substance of Act 120.
A 20-year amortization period is necessary for two reasons. First, the average age until
retirement for the workforce is approximately 20 years, and a pension plan needs to be
fully funded at that point to avoid short-changing other government imperatives.
Second, any longer delay in funding our pensions risks complete depletion of the assets
of the pension systems. When D-day arrives (Depletion Day), and if you follow the red
line on this chart it is expected to happen in 15 years, all payments to retirees will come
out of general fund revenues. That means more than 40% of the general fund, in
perpetuity, will be needed for pension payouts, leaving the other needs of government
and education severely crippled.
Make no mistake, this is difficult medicine, but the costs of avoiding it will be much more
difficult for future generations to deal with though they had no part in making this
problem.
I am grateful to have a number of folks standing with me today to speak in support of
HB 900. These are folks from across the partisan and ideological spectrum, but they all
understand that delay in properly funding benefits that have already been earned spells
doom for the future of Pennsylvania.
Before we get to questions, let me present a few additional points.
As to support for the bill, it is substantial and growing.
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Not only are we following the Blue Ribbon Panel’s recommendations, but the PSEA has
called this “an interesting and responsible plan.” The PEW Foundation on Public
Pension Reform met with me yesterday to offer their views on this initiative.
Finally, let’s ask a few rhetorical questions. If not now, when? If it’s too difficult today,
how will it be easier tomorrow? How can we set about spending current revenue dollars
on new expenses, when we’ve let past expenses go unpaid? How can we in
conscience force future generations to bear the burden of our delinquency?
We have a moral duty to pay for benefits when they are earned. We have a
constitutional mandate to balance our budget and that doesn’t happen when pension
expenses are deferred.
We have an economic imperative to make sufficient
contributions to save the future of Pennsylvania.
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INERTIA

Chapter 13

THE COMB-OVER
“It’s not a lie if you believe it.”
– George Costanza.

An often seen tonsorial fix for a guy with a bald area on top of his head is the comb-over
where the hair from the side of his head is combed up and over the bare spot. Some
comb-overs look worse than others, but they’re all intended to hide a fact of life—the
thinning of hair on the top of one’s head. As this fact of life progresses, so does the
ineffectiveness and ugliness of the comb-over. Given the thinning and declining assets
of Pennsylvania’s public pension systems, and those attempts to hide the size of the
problem and the urgency of addressing it, the legislative comb-overs for SERS and
PSERS have become particularly hideous.
It could be worse, I suppose. New Jersey governor, Chris Christie, has opted for the
complete bald look by refusing to put any of the funding that he promised into his state’s
pensions. It’s small consolation for Pennsylvania, but there are two states with worse
credit ratings than the Keystone State, as I write this in the fall of 2015—New Jersey
and Illinois. Perhaps, they will be the “canaries in the coal mine” for Pennsylvania, but
whatever we learn from them won’t be of much help for us because we are just too
close to them to avoid the same financial calamity. The other 47 states see three
canaries in the coalmine.

********

It is unfortunate that the tandem of pension reform initiatives that could make a real
difference in the future of Pennsylvania, proper funding of the existing defined-benefit
(DB) plans and the adoption of a defined-contribution (DC) plan for new employees, is
not getting much interest in the Capitol. Instead, pension talk is about almost everything
else except what will actually help the situation.
Nearly every discussion on pensions begins with, “We’ll save looking at the structural
problem for another day.” “Structural problem,” of course, is a euphemism for the
underfunded status of SERS and PSERS, and leaving it for another day is the wish-itaway comb-over.
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One of the ideas that has been put forward is a change to a DC plan for new
employees. As when a balding man first goes to the comb-over, this would be useful
from a cosmetic point of view. It is absolutely a good idea to put new employees into a
DC plan, with a proper employer match, along the lines of the example given in Chapter
3, “How Retirement Plans Should Operate.” So long as the match is in the 4% to 7% of
payroll range, satisfactory DC retirement plans will be affordable and funded as the
benefits are earned. While the risk of investment underperformance in a DC plan falls
to the employee, that would only put public sector employees on equal footing with their
counterparts in the private sector. I cannot think of a good reason the latter should be
forced to indemnify the retirements of the former.
The problem with the way this plan is usually presented, however, is that it does not
address the unfunded liability, which really is THE problem. Some legislative versions
of this plan would even restart the amortization schedule for the unfunded liabilities of
SERS and PSERS, which would result in reducing already insufficient contributions and
that would make the underfunding problem worse. As with all the comb-over initiatives
to change the design of the retirement plan for new employees, each getting
progressively more complex and bizarre, the aim always seems to be to distract from
and to avoid the funding imperative.
Another pension reform idea that has come up is the “hybrid,” as in hybrid plans for new
employees of both “stacked” and “side-by-side” varieties.
The stacked hybrid plan works by having an employee covered by a DB plan up to a
certain level of income, say $50,000, and above that level, employees then also
participate in a DC plan. This approach was called the Tobash plan in the 2013-2014
legislative session and had the backing of Republican House leadership and Governor
Corbett. However, on July 1, 2014, it got diverted to the House Human Services
committee through a motion on the floor by the committee’s chair, Gene Digirolamo.
Digirolamo’s motivation was to kill the bill, as he has been opposed to any change from
full DB plans for public sector employees. Apparently, it’s a union thing. We will look at
this event again later in this chapter.
The side-by-side hybrid plan works by giving employees both a DB plan (with a
somewhat modest multiplier, which reduces its payout compared to a stand-alone DB
plan) and a DC plan. Many federal employees are covered under such a plan.
Nonetheless, it would only apply to new employees. It would do nothing to address the
serious underfunding of benefits already earned. Worst of all, like all of the other combovers, it would distract from and avoid the real challenge.
Yet another suggestion I’ve heard discussed makes abundantly clear how desperate
legislators are to produce a fig leaf of reform with no real consequence in order to avoid
addressing the underfunding problem. The legislation proffered would allow the state to
buy some people out of the existing DB plan. Specifically, the people targeted for
buyouts would be the “deferred vested employees,” former employees who are vested
but who have not yet retired and are not currently working in the public sector. The idea
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behind the plan is to pay them off now, discounting their future benefits at a rate of
7.5%. Where does the money come from to buy them out now? Pension obligation
bonds, which would be issued at less than 7.5%, thus creating potential savings.
According to one advocate for the plan, the savings could be as much as $40 million a
year. Let’s say it was a sound plan and it would save $40 million a year in financing
already earned benefits. Then, after 25 years of such savings, we would have reduced
the future value of the unfunded liability, which is currently over $50 billion and growing
at $4 billion of interest per year, by about $1 billion. Not exactly a game changer when
you consider the future value of the unfunded liabilities of SERS and PSERS is on
course to exceed $150 billion (and might be double that) in 25 years.
To get some appreciation of the infinitesimal size of the estimated annual savings of
$40 million, consider that it is equivalent to just 6% of the annual investment
management fees of SERS and PSERS ($700 million), four tenths of a percent (.4%) of
the current annual benefit payouts of SERS and PSERS ($10 billion), and if the UAL
was frozen at $50 billion with no interest charges, it would still take 1,250 years to pay
off the UAL at $40 million per year. Of course, just the interest on the unfunded liability
is $40 million every three days. This is the kind of comb-over for a guy with one
remaining hair that doesn’t even reach the top of his head, let alone reach from one side
of the head to the other. As awful a comb-over as you’ll ever see.
Besides being inconsequential in size, the plan is laugh-out-loud lousy in scope. First,
why would anyone accept a buyout at a steep discount? Vested benefits are fully
guaranteed, and the going discount rate for guaranteed cash flows is about 3%.
Thinking someone would accept payment at a 7.5% discount rate is the same as
thinking they’ll accept about 40 cents on the dollar for the benefits they’ve earned--not
going to happen.
And pension obligation bonds? Like any comb-over, they seek to deceive. They may
not be the worst idea ever, but then again, they probably are. We know they almost
never work to the benefit of the borrower and are generally used to further mask the
underfunding problem of pensions, making it worse, instead. Think about it for a
moment. Public pensions shouldn’t ever be in serious arrears. If they have so much
debt that a large bond issue is contemplated, taxpayers are being asked to co-sign for a
loan for someone who has already proven to be financially irresponsible. Except, of
course, taxpayers won’t be asked. Unfortunately, when elected officials have gambled
on the stock market and lost, like inveterate and detestable gamblers, they now want to
double down with leveraged funds from the bond market for which the taxpayers will be
forced to furnish the repayment guarantee.
Perhaps, the suggestion that has gotten the most media attention on how to deal with
the pension crisis came from Glen Grell, who started peddling his “three bucket plan” in
2013. Bucket one was to put new employees into a cash balance plan, which is a DB
plan with nearly all the problems that DB plans have, including the opportunity for
politicians to underfund with the full liability for underfunding and investment
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underperformance placed squarely on the shoulders of future taxpayers. Bucket two
was a $9 billion pension obligation bond, which would extend the financial grasp of the
responsibility for neglected education expenses to the general population of
Pennsylvania. Call it a bucket full of moral hazard. Finally, the third bucket was to ask
current employees, hired before Act 120, not to exercise “Option 4,” which is their right
at retirement to collect their own contributions, plus interest, as a lump sum payment.
The calculation is such that it would be foolish for an employee not to accept the lump
sum, but why not ask anyway? Seriously.
Grell has also suggested another bad idea that is popular among legislators—that the
school districts’ share of pension costs, currently about 44% while the state picks up
56%, be reduced further. That, too, increases moral hazard with respect to payroll
decisions, as was discussed in Chapter 7.
I was in one meeting where a representative discussing pension reform mentioned a
good deal that was true. He opined that the pension funds are mismanaged and
misreported. Board members of SERS and PSERS often have obvious conflicts of
interest. No one on the boards has a protective interest in the fate of taxpayers. The
thought was expressed that we should launch an assortment of pension bills concerning
the makeup of the boards of the pension funds, design changes for new employees,
and alterations in the administration of the plans for current and retired employees. The
aim would be to get legislators, and even Governor Wolf, on the record about all
aspects of pension reform. All in all, a laudable public relations campaign, but only a
PR campaign.
At the same meeting above, when the discussion got around to me, I agreed with the
comments that the pensions are subject to mismanagement and misreporting; board
representation is a problem; and much else is wrong, but all of these other issues are
small relative to the main problem—the massive and growing unfunded liabilities of
SERS and PSERS.
I said the one thing we need to do is commit to an amortization schedule that erases the
debt, all of it, by 2035. When asked what that would mean budget-wise, I replied that it
would mean at least a 60% increase from what we were paying in fiscal year 2014-15.
Then the question was what plan did I have to raise the revenue. My reply was that we
all must first commit to pay the bill, and then, we can argue about whether it’s by raising
taxes, re-allocating current funds, or a combination of the two. It’s imperative, I
emphasized, to first commit to paying the bill.
I also brought up the topic of privatizing the management of the pension funds and how
that would save us $700 million a year in fees, add transparency to the management
process, and likely reduce investment risk by a significant amount. Also, given the
substantial investment underperformance of current management, documented in
Chapter 8, there were significant additional gains from moving to a passive investing
approach.
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Finally, I mentioned why school districts should pay a larger percentage of their pension
costs, 100% in fact. I said that they are fully in charge of the payroll decisions and
should feel the full consequences of those decisions. What kind of shell game are we
pretending to play when the state and the school districts are taxing the same people?
In looking at the pension funding issue holistically, Majority Leader Dave Reed has
mapped out three goals that he believes the public expects us to achieve: 1) increasing
spending on education; 2) reducing school property taxes; 3) resolving the pension
problem. One particular day, he asked some of us to think of “how best to define the
pension problem,” keeping those three goals in mind.
I immediately recognized the incompatibility of the three goals. Not only weren’t all three
achievable, but I couldn’t see any way that two of them were achievable. Whichever
one you might choose, the other two will have to be abandoned. Cut property taxes and
where is the revenue to come from for increased education spending, as well as
addressing the unpaid pension costs from the past? Increase education spending, and
how can you cut property taxes and address the pension debt? Attack the massive
pension debt, and how do you find additional money for increasing current spending
while reducing property taxes? I was convinced then, and I am convinced now, that you
can choose just one of those three goals. Whichever one you choose, the other two
cannot be achieved. Given the severe long-term consequences of the pension debt, I
would argue that it is the one that has to get priority. For, if the pension debt is left
unaddressed, the other two initiatives will never be truly achievable, now or in the future.
Following his challenge, I sent the email below to Leader Reed:

Dave,
You asked at the end of yesterday’s meeting that we “define the problem.” That is
easy—Unfunded Accrued Liability (UAL) is the problem on the order of $55 billion to
over $100 billion. The calculation depends on whether you use SERS/PSERS
accounting or the reality-based approach of the credit rating agencies. I think we should
use the approach of the credit rating agencies since they are a bit more objective.
Regardless, the UAL is the problem.
How we deal with new employees and what we do with reporting and management
issues is of little help in addressing the problem in place. The UAL problem happened
simply because, in the last 10 years, money that was supposed to go to pensions was
diverted to other things, like salaries, instead. Thus, we have short-changed pensions
on the front end with insufficient contributions and exacerbated the problem on the back
end with higher claims due to increased payroll.
There is only one way to deal with the problem and that is simply to own up to our past
dereliction and pay the bill. There is no magic fix for that. We cannot do that at once, of
course, but we should do it with no more than a 20-year horizon since that is
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approximately the average age until retirement for current public sector employees.
All the other stuff we talked about yesterday is irrelevant to making good on past
promises. And as I mentioned in the meeting, it will probably require an increase of
60% or more of current pension contributions. A tough lift to be sure, but an absolutely
necessary one.
As to getting 102 votes for the tough lift, I will admit I have no political acumen. But I do
know leadership never has more sticks and carrots in its arsenal than at the start of a
new session. Though it is generally good policy to run the caucus democratically, on a
few critical issues, leadership should lead. Since this is an issue on which the future of
the commonwealth depends, I am hoping you find a way to get the 102 votes to do what
is right and what is necessary.

********

In November 2014, I took a trip with two state senators to visit some of the staff at the
Vanguard Group in Malvern, Pennsylvania. Afterwards, we drove into the University of
Pennsylvania in Philadelphia to visit with Dr. Olivia Mitchell, the Executive Director of
the Pension Research Council and the Director of the Boettner Center on Pensions and
Retirement Research at the Wharton School.
While the people at Vanguard were very confident that the commonwealth could save
substantial fees by switching to a passive, privately managed index fund, they did not
express interest in the account for themselves. In fact, they recommended another
provider for managing the $80 billion or so of assets in the funds of SERS and PSERS.
While our state pensions currently pay about 85 basis points in fees, which is about
$700 million per year, the folks at Vanguard said that a portfolio that size could be
managed for 2 basis points or less. A quick, back-of-the-envelope calculation says a
net reduction of 83 basis points on $80 billion amounts to $664 million of savings each
year—not an insignificant total.
At the Wharton School, Dr. Mitchell talked largely about the popularity and the
advantages of DC plans. Some comments were surprising, such as her claim that DB
plans are discriminatory against women, since it is more difficult for mothers to stay
employed long enough to get vested. Most comments were common sense, such as in
addition to portability there is immediate ownership for the employee in a DC plan, and
each person is free to manage it according to his or her comfort and circumstances.
These were two informative and helpful visits with a number of very bright folks.
However, I was struck by the absence of interest by either senator on the need for more
funding to address what really ails the state pensions. It was as if we could explore
every aspect and every possible administrative, design, and management change
except putting more money into the funds. We went pounding on the doors of one
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expert after another hoping, in vain, we would eventually find the one who had the
magic wand to restore sound pension funding and, perhaps, the cure for baldness.

********
“How much worse will these proposals get?” I have asked myself each time a new one
is trotted out. Since I was elected in 2012, the clear trend in pension legislation is to
add complexity to design changes while avoiding in every way possible the need to
address the unpaid bills of SERS and PSERS.
As I was sworn into office, in January 2013, Governor Corbett had pension reform as a
top priority, and the plan that ended up getting pushed that spring was HB 1353, the
Kampf plan to put most new employees into DC plans. Awful on the funding issue,
nonetheless, it seemed to me a plan that every Republican could agree to. It applied
only to new employees (not exactly a formidable voting bloc). Its costs would be
affordable and predictable, and the plan would be sustainable and never risk
underfunding, at least for the new employees it covered. It would also allow
Republicans, when the governor signed the legislation, to take full credit for a dramatic
and real change in public sector retirement plans, reflecting what the private sector had
long ago adopted.
The talking points were already written: “It stops the bleeding.” “It moves the
commonwealth into the 21st century.” “It stops kicking the can down the road.” The last
one was entirely a lie, but it would resonate in the public relations effort.
The Senate seemed to have little interest in the plan at the time. It was a House bill, but
if it got through the House, then the Senate would have to give it serious consideration,
particularly because the governor was desperate for a legislative win. In June 2013,
Governor Corbett had already lost on liquor privatization and was losing in the House on
a bill to increase transportation taxes that he and the Senate were pushing.
In the final week of June 2013, the Kampf bill was passed out of the House State
Government committee along a strictly party line vote, 15-9. With 111 Republican
members in the House of Representatives, Majority Leader Turzai took on the task of
rounding up the necessary 102 votes for passing the bill, but was not successful. My
view is that more than two-dozen Republican representatives didn’t want to vote for a
DC plan because it would expose their own DB plan as something rich and special.
However, they needed an excuse to oppose the bill, and they got it from the Public
Employees Retirement Commission (PERC). On the actuarial note produced for the
Kampf bill, an allusion was made to $40 billion of transition costs for closing the existing
DB plans of SERS and PSERS. This was nonsense, of course, and even a few months
later, the executive director of PERC admitted that transition costs were “negligible.”
Nonetheless, this was the smokescreen those who wanted to oppose the DC plan were
looking for. Turzai couldn’t get to 102. He told me later he topped out at 88.
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I talked with Leader Turzai that September and he assured me that we would have the
legislation passed by Thanksgiving. However, the transportation tax bill being pushed
by the Senate and the governor had then become the main focus of House. It would
pass the week before Thanksgiving, and no action was taken that fall on pensions. By
the spring, Turzai was pushing the Tobash plan for a stacked hybrid retirement plan.
This plan, as mentioned earlier, consisted of a DB plan for an employee for his or her
first $50,000 of earnings and then added a DC plan for the portion of salary above
$50,000. Also, the ceiling on the DB plan of $50,000 would be raised each year by
about 1%. The idea was that, over time, more and more of payroll would be covered by
a less costly DC plan and, thus, produce savings in the future. Perhaps, that isn’t
unsound logic, but the next idea was to use those projected future savings as an excuse
for less funding in the present.
As it turned out, according to the actuarial note on the Tobash plan, 98.8% of its future
savings would be more than 15 years into the future. Given that there were some
credible projections indicating that the pension funds of SERS and PSERS would be
depleted in 15 years, it hardly mattered what savings would be generated beyond DDay.
Of course, the bigger problem with taking savings from the future and applying to the
present is that it is the opposite of taking savings from the present and applying to the
future. Since the latter is the definition of investing, the former has to be the definition of
borrowing. Still, all of the talking points for the Kampf bill would be used in the PR
campaign for the Tobash plan. Plus one more—because the existing DB plan would
not be closed, the phony claim of eliminating the illusory transition costs could be
employed.
The Tobash plan did get serious pushback from the DB diehards, and when brought to
the floor on July 1, 2014, a surprise motion was made by the chair of the House Human
Services Committee, Gene Digirolamo, to recommit the bill to his committee. His intent
was to effectively kill the bill and 14 other Republicans and all the Democrats joined him
to send the bill to Human Services where it expired and, with it, pension reform in the
2013-14 session.

********

A new legislative session just meant a worse pension comb-over. In May 2015, the
Pennsylvania Senate passed SB1. It was amended and passed by the House on June
30, 2015 and received concurrence, as amended, by the Senate that same day.
Governor Wolf would veto the bill a week later.
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To see how bad SB 1 was, remember that the only two appropriate pension reforms are
to put all new employees into a pure, affordable DC plan and to pay off the unfunded
liabilities of SERS and PSERS with equal-dollar payments over 20 years.
SB 1 did nothing about the big problem, the unfunded liabilities of SERS and PSERS,
and the damage it is causing our state. Once again, legislation is being dressed up as
“reform” when its main purpose is to put less money into already seriously underfunded
plans.
As to non-funding variables, SB 1 has dozens, adding every angle of complexity,
seemingly, that it can. The bill summary provided by the House State Government
committee listed 36 separate bullet points. For future employees, a hybrid plan
consisting of a DC and a cash balance (CB) would be created. A cash balance plan is
essentially a DB plan where the benefits are based on a full career’s earnings rather
than just the average of the employee’s last few years or the employee’s highest
salaried years. It is, however, most definitely a DB plan and is designated as such by
the federal Department of Labor. Future employee’s would be mandated to participate
in the CB plan and would be eligible to also have a DC plan.
SB 1 would have, also, impacted current employees hired before Act 120 went into
effect. Perhaps, its biggest economic effect was the change to Option 4 for these
employees, which significantly reduces their retirement annuity if they were to take a
lump sum distribution of their own contributions. Some calculations show that this is a
20% to 30% decrease in the annuity, a rather severe change for current employees. As
such, it’s not likely to withstand a constitutional challenge as an impairment of contract.
Of course, what would pension legislation be without carve-outs of certain classes of
employees? SB 1 would have exempted future State Troopers, correction officers, and
various state law enforcement officers from participating in the hybrid plan; i.e., they
would instead be enrolled in the current DB plan. Employees of the Pennsylvania State
System of Higher Education, Penn State University, the Department of Education, and
community colleges would have had the option to participate in the hybrid plan or an
alternative retirement plan available to them under current law.
In short--well, there’s no way to distill 400 pages of complex pension design into any
kind of short summary. That, apparently, was the point of the legislation. Senate ProTem Joe Scarnati said, in December 2012, that a pure DC plan is the first necessary
step of pension reform and would “stop the bleeding.” Now, almost three years later, he
was backing what is probably the most complex and convoluted pension bill ever
written. However, if it really does take a pure DC plan to stop the bleeding, wouldn’t a
CB/DC hybrid plan for only some future employees do much less? Can you really say
you are stopping the bleeding when the pension debt continues to grow?

********
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One of the most recent comb-overs to be presented to me was by a senator who thinks
we can fix the pension problem with lawyers. His idea is to “raise” money in the capital
markets and legally force current employees to take a buyout for the current value of
their DB plans, and then everyone going forward, current and new employees, would be
enrolled in a DC plan. I am not sure how he plans to raise money in the capital
markets, but the only option I can think of is a pension obligation bond. As to forcing
current employees to do anything—good luck with that. He better have some pretty
good lawyers to win in the courts, which are run by people who don’t want their own
retirements impaired with buyouts and a switch to a DC plan.
If SB 1 wasn’t an ugly enough comb-over as is, members of the Pew Foundation
recently approached me about supporting something worse. They actually think SB 1 is
a good approach, but one to be “tweaked.” As they see it, the biggest problem with the
pensions is how to make the payments affordable, which is code for how to make the
underfunding worse. I got a kick out of them coming to me and saying, “We like your
HB 900, but we only want to apply it to new pension debt.” What HB 900 would do is
take all pension debt and have it paid off in 20 years with equal-dollar payments. The
current debt is on 24-year (PSERS) and 30-year (SERS) payment schedules, with all
new debt to be paid off over 10 years. Therefore, Pew folks want new debt schedules
to be doubled in length and want to continue the indefensibly long schedules for the
gigantic existing debt. There’s got to be a political agenda there because the plan
makes no economic sense if you are serious about solving the problem.
We come back to the observation that the intrinsic nature of public sector DB plans
invites the worst of political calculation. It seems no matter how obvious the harm to the
commonwealth from the public sector DB plans, legislators are unwilling or unable to
change course. We can expect there will continue to be less than a forthright approach
in fixing the underfunding problem and putting new employees into pure DC plans. In
fact, it seems that every possible change is now under consideration except sufficient
funding.
We can also expect a pension bill will emerge that gets the governor’s signature
because both the legislature and the governor need to show they can act in a bipartisan manner on a critical issue. They both want to claim they brought Pennsylvania
into the 21st century; they both want to claim historic change, but neither wants to admit
to kicking the can down the road. Whatever bill gets enacted won’t be a lie if you can
believe the talking points.
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THE BLAME GAME
"The fault, dear Brutus, is not in our stars,
But in ourselves, that we are underlings."
– Cassius in Shakespeare’s Julius Caesar
“I want rustlers, cut throats, murderers, bounty hunters, desperados, mugs, pugs, thugs,
nitwits, halfwits, dimwits, vipers, snipers, con men, Indian agents, Mexican bandits,
muggers, buggerers, bushwhackers, hornswogglers, horse thieves, bull dykes, train
robbers, bank robbers, ass-kickers, shit-kickers and Methodists.”
– Hedley Lamarr, in the movie, “Blazing Saddles”

Folks will often ask, and simple curiosity will prompt the question, where does the blame
reside for the mammoth pension debt that may bring doom for the future of
Pennsylvania? And why does that matter?
Legislators tend to assess blame in such a way that it falls to things that appear to have
been beyond the legislators’ control. Consider this testimony offered by Senator Pat
Browne at a hearing on June 2, 2015 of the House State Government Committee
concerning SB 1, which he sponsored:
“I think if you're going to propose solutions you have to look at what has caused that
debt, the components of that debt and come up with provisions that address that
prospectively. So if you look at the debt in total at $60 billion and you break it down,
there's essentially three components over time that have built that unfunded liability.
Forty-five (45) percent has been accounted for by employer funding deferrals, 25
percent from benefit enhancements going back to 2001 and 2003, and 29 percent
relates to investment performance.”
It is interesting that Senator Browne cast the blame on variables that seem to be
inanimate. 45 percent of the problem was employer-funding deferrals, but who
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legislated those deferrals and what justified shortchanging the state pensions? It wasn’t
the employer (taxpayers), and the funding deferrals didn’t happen on their own. Did Act
40 and Act 120 just show up in the Pennsylvania Consolidated Statutes one day? 25
percent of the problem was from benefit enhancements, but who gave the go-ahead on
those enhancements because benefits don’t enhance themselves? How did Act 9 and
Act 38 come to be? 29 percent of the problem relates to investment performance—I
suspected we couldn’t trust those investments, but who allocated our pension monies in
such a risky fashion that taxpayers have been taking a bath?
Senator Browne’s oratory is typical of the politician’s failure to take responsibility for
one’s actions. It was people, mostly legislators, not things, who had full responsibility
for the decisions that led to the funding deferrals, the benefit enhancements, and even
the poor investment performance. 100 percent of the problem is bad legislation and
bad management. Wouldn’t it be refreshing for a senator who had voted for the Four
Horsemen and who served on the PSERS Board of Trustees to admit he’s one of the
people to blame? Actually, he might be pretty near the top of that list. The irony of him
presenting a 400-page piece of legislation to “fix” the problem his actions helped to
bring about is a bit too much from a taxpayer’s perspective. Not to mention, there is
nothing in SB 1 to fix the underfunding problem.
Legislators and governors use the same forensic technique at budget time. There’s
always a “structural deficit” to deal with, as if this structural deficit came from out of the
ground or down from outer space. They present it as a monster that they are bravely
confronting. The simple fact is that elected officials create structural deficits when they
legislate expenses without regard for covering their costs. Structural deficits are
fundamentally the result of bad planning and bad legislation by elected officials. The
culpability is fully on the people who write, vote for, and sign such fiscal legislation.
At the same House State Government Committee hearing where Senator Browne
spoke, I took no comfort either in the remarks of Senate Majority Leader, Jake Corman:
“Over the last 10 to 15 years, through a variety of decisions that didn't work out the way
people thought they might, through obvious losses in the marketplace, these systems
have now gone to where they're somewhere funded in the 60 percent level. That's a
problem. If we would happen to hit another recession at any time in the near future, it
could put us under 50 percent and really get us into a significant issue that we'd have to
deal with.”
Well, it’s nice to know that 60 percent funding is just “a problem,” but not a significant
issue that requires action until the funding ratio gets below 50 percent. To be fair,
Senator Corman did, in his remarks, call the current situation a crisis and then:
“But the first thing we try to do in Senate Bill 1 is get some significant cash infusion into
the systems. You know, the cash flow is a real problem and it's something the systems
have testified before the Senate, probably the House as well, is in desperate need of by
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--- the plan design that we created would create over $20 billion we believe in savings in
the system, which would significantly help the cash flow.”
How does $20 billion of projected savings, coming in the future over a 35 or 40 year
time frame, constitute a “significant cash infusion”? In fact, it is the opposite of a cash
infusion, and there is nothing in SB 1 to address proper pension funding despite
Senator Browne’s comment that the biggest reason (45 percent) for the problem is
underfunding.
Neither Senator Browne nor Senator Corman spoke at that hearing about the problem
of politics mixed with defined-benefit (DB) pension plans. SB 1 would continue the
current DB plans for many public sector employees and would produce a new DB plan
(a cash balance plan) for other public sector employees. It’s probably not reassuring to
taxpayers that these are the folks leading the charge for pension “reform.”

********

Let us get back to the question at the start of this chapter: Where falls the blame? This
is not a hard question to answer. As the damage has been done by Act 9 (2001), Act
38 (2002), Act 40 (2003), and Act 120 (2010), it is a simple matter to create a list of
those in elected office who supported, voted for, and in the case of governors, signed
those pieces of legislation. The problem was created by those who have served in state
government and continues to get worse as those currently serving in state government
dally and delay on enacting proper pension reform.
Blame, of course, is mostly a subjective thing, and it would likely be difficult to distill out
of the group of misfeasors a top ten list of scalawags. Sadly, if you ask any of them,
each will point his or her finger at others or make the comments, “We were told it would
be okay” (Acts 9, 38, 40), or “We had to do something” (Act 120). Taking responsibility
for failure, and the pension crisis is manifest and massive failure by public officials, is
not something typically found in a politician’s toolkit.
Let’s look first at the governors who helped create the problem. Of the three governors
who signed their names to the bills labeled the Four Horsemen, it’s an easy call to
conclude Governor Mark Schweiker is the least culpable. His signature is on Act 38,
which was a cost-of-living-adjustment (COLA) for retirees. Although economically and
legally unjustifiable because such COLAs were never funded or even promised, it was
not the first legislation of its kind. It appears that Pennsylvania has had a de facto policy
of occasional pension COLAs, and the one agreed to in 2002 was nothing out of the
ordinary from previous ones. Still, looked at from the taxpayers’ perspective, it was a
decidedly improper act. Taxpayers, besides being forced to cover the substantial costs
of very generous public sector retirement plans, now were ordered to reach back into
their wallets to cover a contingency (purchasing power) that was never a part of the
plans.
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The other two governors with signatures on the Four Horsemen are arguably the most
blameworthy of any public officials. On the one hand, the problems all started with Tom
Ridge’s push for Act 9. On the other hand, Ed Rendell signed two of the Four
Horsemen and steadfastly turned the state pensions into Ponzi schemes.
In 2001, before 9/11 and his subsequent departure to head up the Department of
Homeland Security, Tom Ridge helped push HB 26 through the legislative circuit and
signed it into law as Act 9. Essentially, it was a 25% retroactive pension benefit
increase for current employees, unless you were members of the judiciary or elected to
the legislature—then, it was a 50% retroactive benefit increase to already overly
generous retirement plans.
Some of the blame on Ridge can be tempered by two points in his defense. One, his
proposal to increase pension benefits for legislators and public sector employees was
motivated to win votes for expanding school choice in Pennsylvania—a laudable goal.
Two, his actuaries said such an increase would be covered by the pension surplus and
would not need new funding or taxes. Of course, neither of these ideas passed close
scrutiny of good government or good public policy, or even basic morality for that
matter.
Even if we agree that this increase was a carrot to encourage legislators to vote for a bill
to expand educational choice in Pennsylvania, it was a very expensive carrot. Some
estimates of the benefit enhancements of Act 9 were north of $8 billion, which was an
amount greater than 40% of the entire general fund budget in 2001. If Ridge had been
trying to buy votes for educational choice (and “buy” might be considered literally true
since legislators’ pensions were going up by 50%), they were very expensive votes.
Sadly, the educational choice plan was a very modest initiative and, given the size of
the pension increase, came at an extraordinarily high price.
There was something else especially wrong with this legislation—it was
unconstitutional. Refer to Article 1, Section 17, the frequently cited section of the
Pennsylvania Constitution that is interpreted as proscribing changes in pension design
for current employees. It does, indeed, forbid ex post impairment of contracts.
Contracts, though, always have at least two parties and the party on the other side of a
public pension plan is the taxpayer. Was not Act 9’s retroactive benefit increase a clear
and significant impairment of the taxpayer’s interest? Apparently, that was not a
concern to Tom Ridge, the legislature, or the courts, and for that, they deserve obloquy.
Public Enemy Number One on the pension problem, however, would have to be Ed
Rendell. His signature on Act 40, which reduced and deferred proper funding of the
pensions for an entire decade, came not long after the downturn in the financial markets
following 9/11, which itself came shortly after the benefit enhancements of Act 9. How,
as a responsible fiduciary, do you reduce contributions to financially threatened pension
plans? That is only explainable by understanding Ed Rendell as the Great Commingler.
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It is generally understood in business and government that particular revenues are
appropriated for and dedicated to particular expenses. For example, it would be
improper for a mutual fund manager to take investment deposits from customers and
place them in his own account or in an expense account of the business. Such
commingling is usually against the law, and it is certainly against best business
practices. It would also be inappropriate for those in government to take revenues from
say, transportation taxes, and spend them on education expenses.
For Ed Rendell, though, any dollar that came into the state government coffers was
there for him to spend in any way he decided. He was always eager to take money
dedicated for one particular public purpose and divert it to, for him, a more desirable
political expediency. Receive $400 million in federal transportation highway funds in
2005 for road and bridge repair? No problem for Governor Rendell to move that money
to SEPTA. That still wasn’t enough for SEPTA? Sign Act 44 of 2007 to move money
from the Pennsylvania Turnpike to mass transit. Still not enough money for public
transit? The Rendell solution was to toll Interstate 80 but, here, he overreached as
federal law would not allow it.
What about the federal stimulus dollars in 2009 and 2010 with the instruction to invest it
in shovel-ready, capital projects? Governor Rendell used that funding to shore up his
operating budget and encouraged school districts to do the same. When the stimulus
money went away in 2011, there was a massive state budget problem created as a
result, but Rendell was gone. And what’s the problem with taking lottery dollars
dedicated to senior citizens’ interests and moving them to cover Medicaid payments in
the budget? Some, like those looking after the interests of our seniors in Pennsylvania,
might see that as problematic but not the Great Commingler.
Diverting money from pensions, as Act 40 did as signed by Rendell, allowed for higher
salaries to be paid to state and school employees. He got excellent political return out
of that, but it grew the pension problem two ways: on the front end, it shortchanged
pensions by reducing the funds held by SERS and PSERS to cover future payouts; on
the back end, it increased those future payouts because they are directly related to the
level of salaries paid. Ed Rendell didn’t just commingle funds in the present from one
account to the other; he commingled across time, as well, using the wallets of future
taxpayers to cover costs in the present. When the problem was getting so serious, in
2010, that it couldn’t be hidden from the public any longer, he led the way to double
down on the underfunding and the diversion of funding with Act 120.
Whatever the benefits of Act 120, its intent was to legislate less funding for seriously
underfunded pensions. The hope, prior to the market downturn of 2007-08, was that
the underfunding mandated by Act 40 would be mitigated by superior asset returns
through investing. When the opposite happened, and a particularly ursine market
occurred, that hope was dashed and should have been replaced with a responsible
approach to addressing the now critically underfunded pension plans of SERS and
PSERS. Instead, Act 120 produced a new design for future employees and reduced
further the funding of benefits for current employees that were already earned.
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In one sense, Act 120 was Lincolnesque. In his famous Emancipation Proclamation,
Lincoln “freed” the slaves in the rebellious states, but he kept in legal bondage those
slaves residing in the states loyal to the Union. In other words, the proclamation applied
to slaves where Lincoln had no practical authority to secure their freedom, but it did not
apply to those slaves he actually could have emancipated. Similarly, Act 120 applied to
future employees that were unconnected to the underfunding problem, and where it
could have addressed the problem, Act 120 made it worse through a reduction in the
contributions schedule.
At least one thing Governor Rendell didn’t push with respect to the state pension
problem was pension obligations bonds. They were proscribed in Act 120. Perhaps,
Governor Ed Rendell learned the lesson of the evils of pension obligation bonds from
former Philadelphia Mayor Ed Rendell, who pushed through a $1.29 billion pension
bond issue for the City of Brotherly Love in 1999, just in time for market reversals that
exacerbated the city’s financial woes. Of course, the Philadelphia pension bond issue’s
main purpose was to defer contributions, thus leaving Philadelphia’s pensions in worse
shape funding-wise, and with another billion dollars of debt on the shoulders of the city’s
taxpayers.
While Governor Tom Corbett only inherited the Four Horsemen, his attempts to deal
with the pension crisis were less than stellar. His initial posturing to aggressively and
fundamentally attack the problem in his first year in office dissipated into running from
the problem by his final year in office. This transmutation is documented and described
in Chapter 17.
As to Governor Wolf, it is early in his term, but he seems to have no understanding nor
interest in effectively dealing with the pension crisis. He needs to know that action is
necessary now and each day of delay just makes the problem harder to deal with and
the consequences more dire. Sadly, he is currently engaged in a budget impasse
where both sides of the impasse seem agreed on short-changing the pension funds.

*********

As mentioned earlier, if you are looking at senators and representatives of blame, then
you would start with those who voted for the Four Horsemen. A total of 87 legislators
voted for all four acts that comprise the Four Horsemen. Their names are listed on
Exhibit 14-1 at the end of this chapter. To be clear, these 87 legislators were in office
from at least 2001 through 2010, and voted YES on Act 9, Act 38, Act 40, and Act 120-the quartet which portends fiscal doom for the commonwealth.
Interestingly, two of the names on the list are two of the most honorable and Godly men
I have ever met, and that indicates pretty clearly how insidious is this creature called a
public sector defined-benefit plan. Also, interesting is that, of the more than 100
legislators who were in office to vote on Act 9 (2001) and Act 120 (2010), exactly two
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voted NAY on both. In the Senate, it was Jane Orie; in the House, it was archconservative Daryl Metcalfe. Taxpayers may want to send those two a thank-you note,
tempered with the knowledge that each voted YES on Acts 38 and 40.
One more legislator’s name, Sam Smith, probably should be added to the list. Smith
was the Speaker of the House from 2011 through 2014. Smith also served as House
Majority Whip when Act 9 and Act 38 were passed, which he supported and voted for,
and he served as House Majority Leader when Act 40 was passed, which he supported
and voted for. He, then, served as House Minority Leader when Act 120 was passed,
which he supported and voted for on final passage in the House, and only voted against
it on concurrence in the sine die session of 2010.
Smith entered retirement in 2014 after 28 years of serving in the House and previous
years in the Department of Revenue. He had succeeded his father, who had served as
a representative for over twenty years. Using just his years in the House, a rough
estimate is that the younger Smith will pocket close to $3 million from his pension. He
wasn’t even 60 years old when he retired from office, so if he lives another 25 years,
which seems likely, he will receive (absent any lump sum withdrawals) about $110,000
per year. That approximate annual figure is calculated by taking 28 years of service
and multiplying it by 3% then multiplying that product times his final average salary,
which would have been around $130,000. Notice that without Act 9, the annual
payment would be nearly $40,000 less, or $1 million over a 25-year retirement. All in
all, not a bad retirement package, which includes lifetime healthcare, for someone who
only had a political career of just 28 years.
No doubt, some of those listed on Exhibit 14-1 deserve more blame than others.
Especially blameworthy would be those who, while voting for legislation that is
bankrupting the pensions, have been members of the Boards of Trustees of SERS and
PSERS or served as members of the Public Employee Retirement Commission
(PERC). It would seem they have failed a very real duty as fiduciaries to stand up for
proper pension funding and sound pension management.

********

Besides those in elected office, there are some others who deserve blame for
exercising their political influence to the benefit of their special interests and to the
detriment of the common good.
As to the non-legislators who should receive at least some of the blame, we can look to
the board members and managers of SERS, PSERS, and PERC. The problem was
created and grew while they watched, and, as yet, they have said very little that is
critical of the Four Horsemen and nothing that is directly critical of legislators. Such
pusillanimity is a grave disservice to the citizens of the commonwealth and a dereliction
of duty. They have the responsibility to demand legislation that ensures proper funding,
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as well as other sound management practices, and they have largely been pliant in
addressing the cause of the growth in the unfunded liabilities.
Here’s another multiple-choice question for you:
In which year, did the Board of Directors of PSERS write in their CAFR that “The Board
has continued to fulfill its mission to maintain stability and the long-term optimum value
of the Fund. This is evidenced in the long-term growth of the System’s assets and the
actuarial soundness of the Fund with respect to its funding status”?
A. In 2007, when net asset value was $67.5 billion and the funded ratio was 86%;
B. In 2009, when net asset value was $43.2 billion and the funded ratio was 79.2%;
C. In 2011, when net asset value was $51.4 billion and the funded ratio was 69.1%;
D. In 2013, when net asset value was $49.3 billion and the funded ratio was 63.8%?

Now, you might begin by asking, where is Choice E: none of the above? For it sure
seems a bit of a stretch to claim stability when the funding ratio is well below 100%. A
funding ratio of 100% correlates with a probability of only 50% that the pension plan will
be able to fund every dollar of benefit earned over time. If a plan is below 90%, that’s
cause for serious concern and below 80% is considered the definition of “distressed” by
many. For instance, regarding private sector pensions, the Pension Protection Act of
2006, according to a 2008 U.S. Government Accountability Office report, “provided that
large private sector pension plans shall be considered at risk of defaulting on their
liabilities if they have less than 80% funded ratios under standard actuarial
assumptions.”
Oddly, the answer could be Choice E if Choice E is, “all of the above”! Yes, the writers
of the annual CAFRs of PSERS include this same sentence of assurance every year in
obvious contradiction of reality. No one could reasonably claim “stability” is a term that
applies to PSERS when its funding ratio is decreasing rapidly. No one could reasonably
write about the fund’s “long-term growth” of assets when they are highly variable and at
times shrinking, and rather markedly and steadily shrinking with respect to PSERS’
liabilities. And “actuarial soundness of the fund with respect to its funding status”?
Good Lord, didn’t they read their own numbers?!
Such rosy and misleading language can be found in the annual CAFRs of SERS, as
well. To follow their discussions annually is to believe that things aren’t really that bad
and will be turning around soon. Certainly, they claim, you can trust their choices in
investment management because …well, just trust them even as the assets plummet
and the liabilities soar.
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********
Even though I’ve never voted for bad pension legislation and wasn’t in office to vote for
any of the Four Horsemen (Acts 9, 38, 40, 120), I’d be happy to take the entire blame
for the problem if we could get some effective pension legislation passed. All good
pension legislation starts with paying for the benefits already earned. As discussed in
Chapter 12, that could happen through a bill such as HB 900, which spells out a proper
timetable of equal-dollar amounts to be paid. It could also be done annually through the
general appropriations bill, but this is always highly politicized. Either approach will
require more honesty and responsibility from legislators than they’ve shown in the past.
Yet, for the sake of the future of the commonwealth and its citizens, a workable course
of action must be adopted.
Is there any real point in assigning blame? It clearly doesn’t help to fix the problem.
Many who are most blameworthy have left state government (likely to return as
lobbyists in one form or another). They got theirs, and current and retired legislators will
get theirs; for taxpayers, there is no getting it back.
We should, however, not repeat the mistakes of the past, and we should not trust those
who made those mistakes (and still haven’t admitted to them) to fix the problem. The
point of this chapter isn’t really to cast aspersions but, rather, to highlight the fact that
people created the problem. It wasn’t bad luck, and it wasn’t some exogenous variable
unknown and unknowable. As noted many times in this book, the combination of
politics and public pensions is one rife with disaster. Anyone proposing anything that
doesn’t simply and effectively separate the two is a charlatan. Anyone unwilling to pay
the bill for what has been earned by employees and is owed by the state is a
delinquent.
There is fault, dear reader, in our legislators; the bigger fault is ours, if we do not
recognize it and do not insist they change their behavior.
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Exhibit 14-1
The Four Horsemen Voters
Each of the legislators below voted for Act 9 of 2001, Act 38 of 2002, Act 40 of 2003,
and Act 120 of 2010.
Representatives
Adolph, William
Baker, Matthew
Belfanti, Robert
Benninghoff, Kerry
Bishop, Louise
Buxton, Ronald
Caltagirone, Thomas
Clymer, Paul
Cohen, Mark
Costa, Paul
Curry, Lawrence
Daley, Peter
Deluca, Anthony
Dermody, Frank
DeWeese, H. William
DiGirolamo, Gene
Eachus, Todd
Evans, Dwight
Evans, John
Fairchild, Russell
Freeman, Robert
Gabig, William

Geist, Richard
George, Camille
Godshall, Robert
Haluska, Gary
Hanna, Michael
Harhai, R. Ted
Harhart, Julie
Hennessey, Tim
Hess, Dick
Josephs, Babette
Keller, William
Kirkland, Thaddeus
Levdansky, David
Maher, John
Major, Sandra
Manderino, Kathy
Markosek, Joseph
Marsico, Ronald
McCall, Keith
McGeehan, Michael
Melio, Anthony
Micozzie, Nicholas

Miller, Ronald
Myers, John
O'Brien, Dennis
Oliver, Frank
Perzel, John
Phillips, Merle
Pickett, Tina
Preston, Joseph
Readshaw, Harry
Roebuck, James
Ross, Chris
Sainato, Chris
Santoni, Dante
Solobay, Tim
Stern, Jerry
Sturla, P. Michael
Taylor, John
Thomas, W. Curtis
Waters, Ronald
Watson, Katharine
Williams, Jewell
Youngblood, Rosita

Senators
Corman, Jake
Costa, Jay
Erickson, Edwin
Greenleaf, Stewart
Hughes, Vincent
Kasunic, Richard

Kitchen, Shirley
Mellow, Robert
Musto, Raphael
O'Pake, Michael
Robbins, Robert
Scarnati, Joseph

Stout, Barry
Tartaglione, Christine
Tomlinson, Robert
White, Mary Jo
Williams, Anthony
Wozniak, John

Those Who Served In Both House and Senate 2001-2010
Browne, Patrick

McIlhinney, Charles

Washington, LeAnna
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THE FANTASTIC FOUR
“The man who associates chiefly with the wise and the virtuous, though he may not
himself become either wise or virtuous, cannot help conceiving a certain respect at least
for wisdom and virtue.”
– Adam Smith, The Theory of Moral Sentiments
While the blame for Pennsylvania’s pension atrocity is shared by legions of elected
officials and the leaders of public sector special interest groups, there are a few who
have been heroes in trying to correctly fix the problem. I use the word “hero” to mean a
person who incurs more personal cost than he or she will receive in personal benefit, for
actions that substantially improve the well-being of others. The people that I wish to
highlight in this chapter, the Fantastic Four, have all striven to fight the good fight on
pension reform, for the sake of justice and economic sensibility. All have incurred
substantial personal costs for which they will never receive a fair return on their time
and effort. Nonetheless, they were and are steadfast in their work to save the future of
Pennsylvania.

********

In the East Wing rotunda of the Pennsylvania State Capitol, just outside the Capitol
cafeteria, Barry Shutt arrives most days to take a stand, literally and figuratively. He
comes there to apprise any who will listen on the need to stop the theft being
perpetrated on future generations through the mismanagement of our state pensions.
It’s an amazingly generous use of his retirement years, and he was a public sector
employee, who is now receiving a state pension.
Shutt started his one-man reform/lobbying effort in the fall of 2014 at the corner of Front
and Maclay streets, next to the governor’s residence, with a sign that said, “Roll it
back…the old formula was generous enough.”
Shutt acknowledges that he signed the paper to receive the enhanced pension benefits
when offered in 2001. He did not appreciate at the time (and nobody else did either,
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apparently) how badly things could go if investment returns were lower than expected or
funding holidays started happening. When those events did start to happen, Shutt
began thinking about what transpired in 2001. What bothered him most was the
retroactive angle of Act 9; that is, anyone employed when it went into effect would
receive the increased benefit, not just going forward from that point in time, but for all
the years of their previous service, too.
As an example, consider two state employees, each of whom had 30 years experience
and whose average final salaries were $60,000. If one retired the day before Act 9 went
into effect, while the other retired the day after it went into effect, the latter would receive
$9,000 more per year because of the retroactive feature of Act 9. Specifically, the
former’s benefit would be based on a 2% multiplier, times 30 years of service, for an
annual retirement payment of 60% of $60,000, which equals $36,000. The latter’s
benefit would have been calculated on a 2.5% multiplier, which means an annual
retirement payment of 75% of $60,000, or $45,000. Assuming a retirement of 25 years,
that’s an additional benefit of $225,000, which was never actuarially funded, either by
the state or the employee.
In the fall of 2014, Barry Shutt was holding up his protest sign for all to see outside the
governor’s mansion. Often, he would get one of two hand gestures from passersby: a
thumbs up or a middle finger extended. For some reason, Shutt concluded the people
in the first group were private sector individuals, and those in the other group were
employees or retirees from the public sector. He also got a visit from the First Lady of
the commonwealth, Sue Corbett, who tried to assure Shutt that her husband was
working on pension reform while Shutt emphasized his concerns about the growing
pension debt and its burden on their grandchildren.
From the governor’s residence, Shutt next went to the steps of the Capitol where he
tried to talk with different legislators. In one conversation, a freshman representative
asked Shutt why he was so concerned about the pension problem. In the course of the
discussion, it became clear to Shutt that the representative knew nothing about the
history of Act 9, nothing about its retroactive feature, and nothing about the problems it
would be causing in the near future.
Shortly after Governor Wolf’s inauguration in January 2015, Shutt took his act to the
East Wing of the Capitol, which is a very busy place, particularly by the cafeteria where
he set up. His new sign read: “Pension Reform, borrowing money is not a fix. It
kicks the can down the road and steals from our children and grandchildren.
This generation caused the problem. This generation needs to pay for the fix!”
The first day he was there, he got visits from both the governor’s then chief-of-staff,
Katie McGinty, and the governor himself. He implored both of them to realize that the
current generation caused the problem, and the current generation must find a way to
pay for the fix. In a conversation with Representative Glen Grell, an advocate for
pension obligation bonds, Grell said to Shutt, “You don’t understand! We already owe
the money, so borrowing money to pay off the debt is no different.” Shutt replied, “So
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you take out a new credit card to pay off the old one that you’ve maxed out with 15
years of not paying. That makes sense.”
Perhaps, what was most concerning for Shutt, if not disheartening, was his
conversations with lobbyists and others, who have a direct interest in the operations of
state government.
They seemed to have no understanding of how bad the
consequences will be from the pension debt and, hence, have no interest, let alone
eagerness, to confront legislators on the matter. All Shutt could read into this is the selfinterested aspect of human nature—“so long as I get mine, what’s the problem?”
In late spring of 2015, it was time for another sign. This sign depicted a Roman Senator
with a face strikingly similar to that of House Majority Leader, Dave Reed, and it said,
“Pension Reform? Not on my watch!” The visual was quite effective and even
resulted in several amiable, yet earnest, conversations with the majority leader. Still,
the message was clear. As the senators of Rome, when the Roman Empire was
crumbling, concerned themselves only with themselves, so it seems our legislators are
focused on themselves and not the common good of the commonwealth. From that
sign, Shutt got the inspiration to produce a mannequin of a Roman senator, something
which adds to his message of “no more excuses, it’s time to pay the bill.”
Shutt is even considering doing a press conference with his mannequin and would
introduce him as Mr. General Assembly. Shutt believes that no individual legislator
would ever, by himself or herself, make the decisions that have brought about the
pension crisis; collectively, though, the whole can be much worse than the sum of its
parts. Too often, Shutt worries legislators surrender their individualities and identities to
political ends rather than use righteous judgment to avoid such debacles.
From my perspective, Barry Shutt is the Conscience of the Commonwealth. He
scruples to understand the pension crisis and honestly admits his own mistakes. He
recognizes the urgency that is required to fix the pension mistakes. Such a citizen
activist, who seeks the best in our future as well as redress for the errors of our past,
should give everyone inspiration to tackle this issue. He is reminiscent of the fictional
hero in the 1961 hit song, “Big John,” which ends with the line, “At the bottom of this
mine, lies a big, big man. Big John.” Barry Shutt, physical appearance to the contrary,
is a big, big man!

********

I first met Eric Epstein in the summer of 2014 at the Center Street Grille in Enola, Pa.
He is a very tough guy to put a political label on. Sometimes, he seems to me to be left
of the political center and even far to the left. Other times, he seems a fiscal hawk, the
kind a conservative will admire. He just defies being put into a simple box. He does
seem to be a believer that government can operate efficiently and effectively, and can
be held accountable. Though, he seldom mentions any limits on spending or taxation.
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He’s extremely self-confident and possesses high energy the likes of which I’ve seldom
seen. He’s a headstrong, “let’s storm the beaches now type of guy.” In short, he’s
about the complete opposite of me. I took an immediate liking to him.
Rock the Capital’s website describes him this way: “Eric J. Epstein is Rock the Capital’s
coordinator and a community advocate for good government for over 25 years. Mr.
Epstein is also Chairman of the Three Mile Island Alert, Inc., a safe-energy organization
founded in 1977; President of EFMR Monitoring Group, Inc., a non-profit economic
development corporation established in 1977, and Chairman of the Stray Winds Area
Neighbors (SWAN), a smart growth association organized in 2005. Mr. Epstein was a
Visiting Assistant Professor of Humanities at PSU-Harrisburg (1992-1999) and coauthored the Dictionary of the Holocaust, which was released by Greenwood Press
(1997).”
That’s a pretty full resume, but it doesn’t come close to covering it all. Epstein,
currently, serves on the school board of the Central Dauphin School District and has
been a radio talk show host, too. He has learned well a lesson from history. A few
weeks before his death in 1895, Frederick Douglass was asked what advice he would
give to a young black American. “Agitate! Agitate! Agitate!” the great abolitionist
answered. Good advice for any American, young or old, black or white. Eric Epstein
has taken it to heart. He could be described as a modern version of Don Quixote,
except he actually vanquishes the bad guy once in a while, in between tilting at the
windmills of modernity. An appropriate sobriquet for Epstein would be the Corruption
Crusader.
As its website says, “Rock the Capital was founded in August 2005 as a nonpartisan,
voter education organization that was enacted after the Pennsylvania legislative,
judicial, and executive branches conspired to enact a compensation package in
violation of a state constitutional provision.” The infamous 2005 pay raise took
Epstein’s community activism in yet another direction.
Epstein is cited with frequency and with much favor in Brad Bumstead’s terrific and
revealing book, Keystone Corruption, particularly in the context of the 2005 pay raise
scandal. When the pay raise first came to light, the betting among established pundits
was that the matter would blow over. Bumstead admits he thought the same and so did
the likes of G. Terry Madonna, a superior polling analyst and a person as
knowledgeable as anyone on Pennsylvania politics. And why wouldn’t they? The
powers that be in Pennsylvania are pretty powerful, and the pay raise had the full
support of Governor Ed Rendell and the highest ranking officials in the legislature at a
time when rank-and-file members closely followed orders. There was likely support
coming from the third branch, the judiciary, as well.
However, they reckoned not for the likes of Eric Epstein. He and a nucleus of activists
served as catalysts for the anger fomenting among voters across the state. It would be
one of those rare occasions when the elected elite would be cowed by the forgotten
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man, but it wouldn’t have happened if not for the dedication, hard work, and tenacity of
Epstein and a few others.
I remember that episode particularly well. At the time, I was one of the forgotten men
living in the senatorial district of Senate Pro Tem, Robert Jubelirer. Jubelirer was one of
the leaders of the pay raise movement, as was pay raise co-sponsor, Representative
Rick Geist, in whose General Assembly district I resided. As happened around the
entire state, the matter got a lot of attention from the radio talk shows in Blair County,
and before long, Senator Jubelirer realized that being re-elected in 2006 wasn’t going to
happen unless he got the legislation repealed. It did get repealed, but it wasn’t enough
for the senator. His hubris had worn out its welcome in the 30 th Senatorial District, and
a true legislative reformer, John H. Eichelberger Jr., defeated him in the Republican
primary and succeeded him in the capital.
For Representative Rick Geist, the electoral defeat wouldn’t happen until 2012, but he
had worn out his welcome, as well, with the people of the 79 th. He was defeated by a
challenger, who pledged not to take pay raises, per diems, or a pension from taxpayers.
His name escapes me at the moment, but I remember he was a very good-looking guy,
in addition to making a lot of conservative sense on the issues.
Interestingly, Eric Epstein’s first such venture into public policy concerns occurred
during the Three Mile Island crisis of 1979. A quotation from that matter carries over
onto the current pension problem: "I'm opposed to nuclear power based on a number of
issues: cost, water allocation, waste isolation, subsidies and a profound belief we
should not pass our problems onto our children." One thing you can count on
Epstein for is consistency. The same reason he gives for opposing nuclear power, he
gives for tackling the pension-funding problem. We should deal with our problems at
our cost and not foist them off on the next generation.
The main difference on the pension solution between Epstein and myself is whether the
funding should come from new and/or higher taxes (his position) or whether it should
come from reallocating current revenues (my position). Both of us think the
commitment to pay off the unfunded liability in a timely manner (20 years) is the
necessary first step. Both of us will accept the choice of funding solution that the
appropriations process produces, which likely would end up being a combination of both
new taxes and reallocation of current revenues.

********

Richard C. Dreyfuss is a retired human resources executive of the Hershey Corporation
and, currently, is a business consultant and actuary, as well as a senior academic fellow
at both the Commonwealth Foundation and the Manhattan Institute. In the battle
against the forces of deficient pension management, which may well cost our
commonwealth its future, he is Citizen Cincinnatus— a private man whose simplicity
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and civic virtue direct him to oppose those who over-extend and underfund our state
pensions. He is unrelenting in educating the public, and their elected representatives
(at least the ones who will listen), on public sector pension matters, both simple and
complex.
Dreyfuss has presented his views of the pension problem at numerous forums including
school association meetings, national panels, and in hearings before state government
committees. He identifies the fundament of the problem as the case that public sector
defined-benefit pensions are inherently political constructs. As such, with all the other
variables actuaries and managers need to manage to ensure sound performance, the
whims of politics will likely override and run counter to proper pension practices. The
result is that public sector defined-benefit pensions in general, and PSERS and SERS
in particular, are simply unsustainable in the long run.
Unsustainable pensions play out in a number of ways. The direct problem of exploding
pension costs is increased taxes and public service cuts. Related to those, the
commonwealth is quickly becoming entirely unattractive to businesses and to people.
Who wants to move into a state where you are immediately hit with a substantial debt
that someone else incurred? Who wants to stay in a state when you can escape that
debt by moving elsewhere? Pennsylvania’s aging demographic is on an accelerating
path, and that can’t be good for its future.
The three factors driving the unsoundness of public sector pensions that Dreyfuss
highlights are poor benchmarking, poor liability management, and political opportunism.
As to benchmarking, Dreyfuss points out that most public sector pensions, as do SERS
and PSERS, compare their practices and performance against other public sector
pension plans, rather than against the best standards and practices adopted in the
private sector. If you are the tallest pygmy in the tribe, it’s not going to get you on the
NBA All-Star team. There is much that public sector pensions can learn and adopt from
the private sector but chief of all, is to understand that those working in government are
not the superiors of their fellow citizens. There’s a fundamental inequality that’s
occurring between public and private sector pensions, and the forgotten private citizen
is being forced to pay for that inequality that directly puts him or her in an inferior
position relative to the public sector employees.
The second factor of concern that Dreyfuss highlights is poor liability management.
What is affordable? That question is almost never asked. In the private sector,
retirement plans will cost in the range of 4% to 7% of payroll, in addition to contributions
by employees. The plans of SERS and PSERS have costs for new benefits that are
north of 7%. What is much worse is that the unfunded liabilities of both systems impose
costs currently in excess of 25% of payroll.
Additionally, the funding system for SERS and PSERS is based on earning 7.5%
annually on their investments, but this is too optimistic an assumption. Several recent
and well-done studies indicate that the rate of return that has an even chance of
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occurring is about 6.5%. Other public pension plans, such as the California Public
Employee Retirement System (CALPERS), have already looked at lowering their
assumed rate of return to 7% and lower. Lower rate assumptions, which are a
consequence of economic reality, mean higher calculations for unfunded liabilities.
For Dreyfuss, however, the ultimate problem is that pensions constitute political capital
for elected officials. Granting benefits and improving payments to participants and
retirees yields a positive political return for legislators, but funding those benefits and
improvements produces negative political return from taxpayers. As debt is the
preferred solution by federal politicians to reap the political benefits of spending, without
bearing the political costs of increased taxes, so pension underfunding is the debt
“solution” for state politicians. There is simply a high political return for expanding the
promises of the pension plans and a low or negative political return for properly funding
them.
Dreyfuss recommends a pension reform approach based on three principles. First,
funding should be current with newly earned benefits fully paid for, and the unfunded
liabilities paid off over the remaining working life of the average public sector employee
(about 15 to 20 years). Second, pension costs must be predictable, which is always
problematic due to political forces associated with defined-benefit plans managed by
elected officials. Third, the costs must be affordable, which is in the 4% to 7% of payroll
range, plus employee contributions, which works in the private sector.
Following those three principles, Dreyfuss has put together a five-step statewide
pension reform plan.
Step one is to establish a statewide defined-contribution plan for all new public sector
employees with an annual employer cost of 4% to 7% of payroll. This would allow for
portable benefits for those switching jobs from the public to the private sector. It would
also prevent additional unfunded liabilities going forward and the burden that places on
taxpayers’ shoulders. Most importantly, it would remove politics from pension
management.
Step two is to prohibit pension obligation bonds, which is another political tool to avoid
proper funding and discipline in liability management. As investment banker and former
New Jersey Governor, John Corzine, said, “It’s the dumbest idea I ever heard of.”
Step three is to adopt funding reforms consistent with the new GASB regulations,
numbers 67 and 68. That would mean shorter amortization periods for unfunded
liabilities. Also, it would mean use of the market value of assets in calculating unfunded
liabilities. It would prohibit benefit improvements if that would mean a funding ratio less
than 90%.
Step four is to modify unearned pension benefits as legally permitted. This would
include ending cost of living adjustments (COLAs), revising other post-employment

150

Chapter 15: The Fantastic Four

benefits such as health care, and banning Deferred Retirement Option Programs
(DROPs).
The final step in the Dreyfuss approach to pension reform is to consider funding reform
after the prior steps are achieved. His preferred approach is to do this without any
borrowing and without increasing taxes. A challenge, indeed, but with the future of the
commonwealth on the line, how do we fail to meet it?
Richard Dreyfuss continues to toil away, each day keeping abreast of pension
developments around the state and around the nation. At his own expense, he travels
about and takes time to meet with anyone, including and especially elected officials,
who seeks to be better informed on the greatest financial crisis ever faced in the history
of Pennsylvania. He is a modern Cincinnatus in battle, and if we ever do effectively
vanquish the pension problem in Pennsylvania, it will be due to the likes of Richard
Dreyfuss. When that day comes, I’m guessing he’ll then be happy to spend more time
on his golf game.

********

I call him Captain CAP, and he fits well on a team with the Conscience of the
Commonwealth, the Corruption Crusader, and Citizen Cincinnatus, and not just for
reasons of alliteration. He fills out the team I call the Fantastic Four.
John Kennedy (no relation to the Massachusetts Kennedys) served four terms in the
Pennsylvania House of Representatives beginning in 1980. He had founded and ran
the Kennedy Railroad Builders in Harrisburg in 1965. After serving four terms, he kept a
public commitment to the idea of the citizen legislature by returning to his private
railroad business, while declining to receive a government pension. The website for the
Citizens Alliance of Pennsylvania (CAP) quotes the Harrisburg Patriot-News as saying
his eight years in public life were defined by “pounding away for internal reform that is
essential to restore public faith in the legislature as an institution of integrity and
accountability.”
Full disclosure: John Kennedy recruited me, in 2011, to challenge 34-year incumbent,
Rick Geist, in the 79th Legislative District. After agreeing to fully support the CAP
agenda (which I still do), I received significant backing from CAP, including expenditures
on their part that were north of $100,000, in support of both my primary and general
elections. Without question, I owe my election to the Pennsylvania House of
Representatives to CAP, but I do not hold that against them.
The CAP mission statement is succinct:
“Citizens Alliance of Pennsylvania (CAP) is a non-profit organization founded to raise
the standard of living of all Pennsylvanians by restoring limited government, economic
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freedom, and personal responsibility. By empowering the Commonwealth’s employers
and taxpayers to break state government’s “Iron Triangle” of career politicians,
bureaucrats, and Big Government lobbyists, this restoration will occur and Pennsylvania
will prosper.”
CAP’s most prominent strategy to break the “Iron Triangle” is to recruit and elect a
sufficient number of principled reformers to return state government to its purpose of the
elected serving the interests of citizens and to discontinue the inertia of big government
serving special interests and the interests of the elected elite.
In a state where a history of substantial and persistent gerrymandering has occurred,
making the majority of seats safe for incumbents, this is no easy task. While CAP
would no doubt like to replace the most left-leaning legislators with those from a CAP
perspective, the political reality is that there are a limited number of districts, both of the
House and Senate, that constitute opportunities for a CAP candidate to win. Probably a
majority of those seats are already held, as the 79 th was, by an entrenched
establishment Republican. This makes CAP a bi-partisan target.
Nonetheless, Captain CAP followed the 2006 victory of the forgotten man after the pay
raise scandal with an organized, thoughtful, and decently financed program of
campaigns. After the special election win in August 2015 by CAP candidate, Greg
Rothman, Kennedy put his CAP count at 19 seats in the House, which is about a third of
the way to his goal of obtaining a majority of the majority party’s seats in the House. In
the Senate, CAP seems even closer to achieving a majority of the Republican majority
seats.
One of the most important requests that CAP makes of the candidates who it will
support is to forgo the pension available to legislators. The pension is a personal
incentive to stay longer in government than one should; it is an inducement to make
elected office a career, and career politicians are not likely to embrace good
government practices.
As an aside, a week after my first election in 2012, I went to the Capitol for orientation
and to complete the requisite paper work. One of the forms handed to me had a simple
question on it: Will you accept the pension? I checked off NO to keep my campaign
promise of taking no pension. But checking off NO required one to read and sign a
second form, which was very extensive and written in small-print legalese, but I could
translate it. It said, basically, “You’re not taking the pension? Are you an idiot? Are you
really sure you know what you are doing? Do you know how much you are forfeiting?”
I did know the answers to all those questions, and affirmed that I did not want the
pension by signing the document. I was joined in that exercise by fellow freshman
Republican representative, and CAP candidate, Tommy Sankey.
John Kennedy is your prototypical Irishman with the gift of gab, but in recent years, he
has run into health problems related to his vocal chords. If you can imagine Babe Ruth
going to the plate without a bat in his hand, you have some idea of the importance of
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the Kennedy voice to be heard, both literally and figuratively. It is still remarkable what
CAP has accomplished in so short a time, and one of the most oft repeated lines I hear
in Harrisburg is, “It’s not like it used to be.” I take comfort in that as anyone would, who
has followed state government over the years and cares about Pennsylvania. I am also
very grateful that folks of immense virtue and perseverance, such as John Kennedy,
continue to agitate for better government. They and we still have a long way to go.
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LIES, DAMN LIES,
AND ANALOGIES
"There are three kinds of lies: lies, damned lies, and statistics."
I don’t know who said the above quotation, although Mark Twain seems to have
attributed it to Benjamin Disraeli. In any case, it implies that the malleability of statistics
allows them to be used to promote agendas that may be disconnected from reality and
truth. Analogies and metaphors, too, can be invoked to help make clear certain aspects
of a phenomenon, but they can also be manipulated to advance an agenda rather than
to facilitate real understanding.
Besides “kicking the can down the road,” the two most common metaphors for
discussing pension reform are “we need to stop the bleeding” and “when you are in a
hole, you should stop digging.” Both are correct on first blush, but it is a very curious
thing about how they are invoked by elected officials. They are sometimes used as an
excuse not to address the massive and growing pension unfunded liability problem.
Some of the folks pushing design reform have even said things like, “the unfunded
liability is just too big for us to get hold of now,” as if it’s ever going to shrink on its own.
I’ve even heard a sponsor of pension design reform say, “the UAL will always be with
us,” like it’s some innocuous and immutable fact of life that we just will have to become
inured to. When that is your perspective, then your analogies to bleeding and digging
simply mean “let’s focus on something else like design changes” (and usually only for
future hires) and ignore “the 500-pound gorilla in the room,” which is another popular
metaphor used as a segue to talk about anything except the 500-pound gorilla in the
room.
Such ostrich-like, head-in-the-sand behavior happens at the school district level, too. I
attended a meeting of legislators, administrators, and board members in a school
district in Blair County during the spring of 2015, and the superintendent started the
discussion by saying, “We know the pension problem is the 500-pound gorilla in the
room, but we’re here to talk about education funding.” In that superintendent’s mind,
pension costs are not an educational expense, and the bigger the problem of funding
them, the less attention it should get.
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More recently, at a public Tea Party meeting on the eastern side of the commonwealth,
a school board member said that making pension contributions meant that the money
wasn’t “getting into the classroom.” Really? If that money isn’t getting into the
classroom, then what money does? Do salaries for teachers get into the classroom?
Salaries for maintenance folks? Health-care benefits for all school employees? Just
how do you define “money for the classroom”? How many desks and erasers does a
classroom require?
Retirement benefits are every bit a direct cost of education as are salaries, health-care
benefits, and whatever other components there are of staffing schools with people who
produce a learning environment for children. If contributions to fund retirement benefits
do not count as classroom expenditures, then pretty much nothing would.
The problem is that too many people are using trite, vacuous phrases as substitutes for
thinking and analysis. The majority of folks advancing such pseudo-discussion do so
either to insist that the current pension systems are working and sustainable, or that
their funding demands aren’t really a matter for worry at present. It is simply the
subjugation of public policy by political interest.
What’s so wrong with the analogies of “stop digging” and “stop the bleeding,” besides
their anesthetizing effect on thinking? One important aspect of solving the pension
crisis is the sequence of actions that have to be taken. Some elected officials will insist
that they cannot do anything about the unfunded liability until a better pension design is
adopted. This, of course, is 100% false. The unfunded liability exists and is growing,
not because of any design issue, but instead, because legislators and governors
refused to properly fund the pensions in the past. That problem can be, and must be,
remediated whether or not design changes for new employees are adopted. The
unfunded liability came about over more than a decade of improper budgeting and
appropriations, and there is every reason to correct that behavior immediately
irrespective of whatever retirement plan new employees will participate in.
There is an additional potential problem of pension design reform even if it is something
along the lines of good policy such as a pure defined-contribution plan for new
employees. If proper design reform is undertaken, it may be used as an excuse for
reducing funding for already underfunded pensions, just as happened with Act 120 in
2010. The “logic” has been that if we can put future employees into a less expensive
plan, we can call that a savings and magically transport the future savings back to the
present to justify a lower contribution rate. The silliness of such thinking is made
manifest by the example that if we assume higher payroll rates in the future, the alleged
actuarial pension savings will increase. In other words, the claim is the more we can
increase payroll, the more we will save. The silliness doesn’t stop there. Some people,
including the governor, are claiming that we can generate savings through the issuance
of pension obligation bonds, even though borrowing is the opposite of saving.
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As to the “when you’re in a hole, stop digging” analogy, the situation is that the
unfunded liability continues digging on its own. Pension funding is based on having
assets invested that will generate returns of a certain level. In the case of SERS and
PSERS, that level is 7.5% per year. If, instead, because of underfunding, you do not
have those assets invested, then the 7.5% returns cannot materialize, and the problem
grows at that rate. By actuarial math, being short by $57 billion grows the problem by
almost $4.3 billion a year, and that red ink will increase annually.
So it’s not so much that we’re in a hole, but that we’re in a sinkhole. Yes, it’s a good
idea not to dig, but there are more immediate actions we need to take to start to fill in
the sinkhole and stabilize the situation. Still, folks like the minority chair of the House
State Government Committee, Mark Cohen, never fail to suggest that the unfunded
liabilities of SERS and PSERS are more fiction than reality. On the House Floor and in
committee meetings, Representative Cohen has insisted that the UAL calculation is a
mere projection of things that might happen in a far distant future. The implication is
that worrying about pension funding is a fool’s game because there are so many other
important things to spend money on today. Below is an exchange between Chair
Cohen and testifier, Rick Dreyfuss, in a State Government Committee hearing on June
4, 2015:
Cohen: “Mr. Dreyfuss, I agree with you that the unfunded liability is a work-in-progress.
It’s not a fixed number…Why do we treat it as a fixed number?”
Dreyfuss: “Well, because someone has to quantify what’s going to happen in the future.
The whole idea behind pension funding is that you want to make annual contributions
that accumulate the correct amount…when someone retires.
Cohen: “I would welcome your input on how we determine what is likely to happen and
how we prepare for it. I just think it’s all very fuzzy right now.”
For Cohen and many others, it is all very fuzzy. They won’t even recognize and admit
that the unfunded liability represents the amount of investment needed today to best
prepare for what is likely to happen; they simply refuse to get that. To put it another
way, the UAL is the accumulation of past expenses with interest that have not been
paid. While funding requirements are based on estimates on future variables, the UAL
is in no way a projection about the future but, rather, it is a recognition of past failure.

********
One of the most common slogans to motivate change in pension design is, “it will stop
the bleeding.” It attaches to whatever pension design legislation is being proposed.
Most likely, the design changes will be for future employees since the courts have
looked askance at any changes to current employees and retirees on constitutional
grounds.
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It is unclear, at best, how creating a new retirement plan for future hires will in any way
impact the unfunded liability problem that already exists. In the context of the bleeding
analogy, if you have a femoral artery bleeding in your leg, will it help for you to wrap a
tourniquet around your arm? Will it stop the bleeding? Of course not. Any tourniquet
around an arm when you have a leg wound is going to leave you worse off, and in this
example, you are probably going to die. Future employees have nothing to do with the
current problem, just as an arm has nothing to do with a leg wound. Worrying about
future employees is like worrying about a potential injury while you are already suffering
from one that may become lethal. To insist as many do, that we must change the
design of retirement plans for new employees before addressing more than a decade of
delinquency, well, is (to use another hackneyed metaphor) putting the cart before the
horse.
Nonetheless, my fellow legislators implore me to recognize that “it’s a step in the right
direction”--another analogy of misleading insight.
It is a good thing to always take steps in the right direction, but frequently, legislators
use that phrase, simply, to lower the expectations of the public, and the demands on
themselves to take purposeful, comprehensive, and suitable action. One step is often
an upper bound on what legislators are willing to do, and usually, it’s a very small step.
With the pension debt growing as it is and bringing a fiscal disaster upon the
commonwealth in the very near future, the time for an incremental, a step-in-the-rightdirection approach has long past.
To use an analogy of my own, suppose you are on a beach when a tsunami is
approaching. Will one step away from the ocean make any difference? In fact, many,
many steps are needed and are needed immediately.
Sadly, since Act 120
compounded the underfunding problem in 2010, legislators and governors have only
been able to talk about a one-step approach and without any success. There has been
lots and lots of talk, so much, in fact, that one might well believe that the talk about
design changes has been intentional to distract from the need to address the
underfunding problem.
To be fair, elected officials no doubt wish there wasn’t an underfunding problem, but it
exists because they have determined that other expenses get higher priority than proper
pension funding (in defiance of the Constitution they swore an oath to uphold). So long
as they see political advantage in allocating tax revenues away from the pensions and
towards other expenditures, the underfunding, no doubt, will continue.
Speaking of tsunamis, newsman Dennis Owens of WHTM, ABC-TV 27, put together an
interesting report in February 2015, likening “Pennsylvania’s financial ship as the S.S.
Poseidon with a $50 billion tidal wave bearing down.” Despite the bad science of the
1972 movie, “The Poseidon Adventure,” using a massive tidal wave in the middle of the
ocean to overturn a ship (tidal waves are typically about a foot high at far distances from
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shore), it was an apt and effective visual metaphor for the problems the pension debt
will be bringing our way.
Glen Grell, then a representative, is quoted in the broadcast as saying that the $50
billion debt “means if everybody retired today, we would come up $50 billion short.” In
fact, the pension debt, or unfunded liability, is actually the benefits already earned
minus the assets set aside to pay for them. That is independent of whether anyone
works tomorrow or not. The problem with such a comment is that it makes the
consequences of the unfunded liability sound like a remote possibility. After all, if it is
only a problem should everyone retire today, and that’s not going to happen, then why
do we really even need to worry about it? Regrettably, that’s the kind of ignorance and
illogic that passes for wisdom in Harrisburg, and Grell, the architect of Act 120, which
increased the severity of the underfunding of already severely underfunded pensions, is
even described in the piece as a pension “guru.” With such a guru in charge, it’s not a
wonder why the problem is out of control.
Grell had his own plan of action to address the pension debt crisis, which I would think
would be a pretty clear admission that his Act 120 was a failure. His tripartite solution: a
cash balance plan for new employees, which would perpetuate the errors of a definedbenefit plan because a cash balance plan is a defined-benefit plan; pension obligation
bonds, which have never worked anywhere and are the equivalent of giving a loan to
someone who has already proved himself financially malfeasant; and projected buyouts, which almost certainly would add costs--who is going to take a buy-out at a
discount for guaranteed payments? It was folly upon folly upon folly.
Also quoted in the Owens’ report were Representatives Tobash and Kampf, who
lamented the consequences of higher and higher funding requirements due to the
unfunded liabilities of SERS and PSERS, and yet, their own plans of pension reform do
not address proper funding of those liabilities at all.
Most disingenuous in the report was Mike Crossey, President of the Pennsylvania State
Education Association (PSEA), who said that Pennsylvania doesn’t have a pension
problem, but it has a debt problem. He claimed that past legislation is the culprit, and
he’s certainly right about that. However, the PSEA supported and pushed Act 9 in 2001
(benefit increases, retroactive and prospective), Act 38 in 2002 (unplanned, unearned,
and unfunded COLAs), Act 40 in 2003 (a ten year pension contributions holiday), and
Act 120 (a concerted effort to underfund the pensions further with “collars”). It’s more
than a little objectionable to blame others for the actions you fully supported and asked
them to take.
I do like the analogy within the analogy in the Owens report: rearranging the chairs on
the deck of the Poseidon wasn’t going to be of any help, and that essentially is what the
so-called pension reforms amount to. Glen Grell asked in the piece (but never
answered his own question): “How are we going to pay the $50 billion back? When are
we going to pay it back? And how are we going do it in such a way that it doesn’t
bankrupt school districts?” He did not ask, what will become of our taxpayers?
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********
After the “stop the digging” and “stop the bleeding” metaphors, the most common one I
hear is that “the unfunded accrued liabilities (UALs) of SERS and PSERS are just like
mortgages that can be refinanced just like mortgages.” A little reflection on mortgages
will expose the flimflam in that comment.
Mortgages are loans for the purchase of assets. In a typical home mortgage, the
amount of borrowing is required to be less than 80% of the home’s value. The point,
here, is that mortgages are the opposite of an unfunded liability—they are fully funded,
and then some, by the asset that is mortgaged. The problem with the UALs of SERS
and PSERS is that they are lacking, collectively, $57 billion of assets. The mortgage
term, “upside-down,” refers to the situation where a borrower owes more than the value
of the asset used for collateral. If you are the mortgagor in such a contract, it’s going to
be near impossible to refinance the deal with the mortgagee. Good luck trying! The
pension UALs are 100% upside-down. There is no asset in place, so no, this is not just
like a mortgage that we can refinance. Legislators have a way of thinking they can do
anything at times.
“Doing nothing is not an option.” So goes the oft-heard chant in the state capitol over
the past three years, as we’ve been doing nothing to rescue the commonwealth from a
bleak future. The question to ask on proposed pension reform is the one that
Capitolwire reporter, Chris Comisac, keeps asking: “Is it better than doing nothing?”
Comisac is one of the best reporters I’ve ever come across and has done his homework
on the pension issue. There isn’t anyone in the press better informed on SERS and
PSERS than Comisac, and there are very few anywhere else, who are better informed.
With each pension proposal—from governor, House, Senate—Comisac runs the
numbers and addresses that fundamental question, is it better than doing nothing?
Seldom is he convinced the answer is affirmative.
A variation on the doing nothing concern is its rephrase as a dictum, which you will
typically hear from legislative leaders: “Whatever the plan, it has to meet the math
requirement: 102 plus 26 plus 1.” Of course, this refers to the necessary legislative
hurdles for enactment, which require 102 votes in the House, 26 in the Senate, and
finally, the governor’s assent. The problem with this thinking is that, just as SERS and
PSERS have reversed-engineered their risk allocations based on a return objective, this
math observation reverse-engineers the legislative process towards a lowest common
denominator approach. I suppose, if you make a bill complicated enough and put
enough things in it, as happened with Act 120 and now SB 1, you can get the political
math to work. However, this hardly assures sound public policy. In fact, it would be the
longest of long shots if this did result in sound public policy.
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Unfortunately, but not surprisingly, political leadership in Harrisburg seems to operate
from this framework of political math, while what is needed, is a clean, direct, and
maybe even bold approach to effectively engage the issue. As I’ve said before, most of
the time leadership can and should “lead” by following the democratic wishes of its
caucus. Once in awhile, however, leadership actually does need to lead on the matters
of greatest importance to the commonwealth.

********
“Pension Reform Now.” In May 2013, those three words highlighted a special policy
brief, the “2013 Fiscal Responsibility Task Force Report,” of the Pennsylvania Institute
of Certified Public Accountants (PICPA). It accompanied a call for support of HB 1350
sponsored by representative Chris Ross. While the report covered the usual ground of
changing pension parameters for future employees, and even current employees in the
future, conspicuously absent was any call for funding reform. In fact, the aim of the
Ross bill was to grow the unfunded liabilities of SERS and PSERS.
The co-sponsorship memo on HB 1350 sent to legislators began with the comment that
there is a serious problem with looming tax increases and program cuts. Then it said
directly, “[HB 1350] will enact balanced reform efforts in both the short-term and longterm, ending the proverbial “kicking the can down the road” on this issue. This
legislation will rebalance obligations to pensions by reducing the increase allowed in the
collars; providing immediate relief in the 2013-2014 fiscal year. Notably, the cost of the
short-term relief will be neutralized by the savings from long-term reforms.”
How many economic fallacies can appear in one paragraph? If the Guinness Book of
Records had such a category, the above would probably be listed. Note the imperative
to “[reduce] the increase allowed in the collars.” In other words, the plan of Act 120 for
temporary funding reductions followed by increasing contributions to make up for those
reductions plus past deficiencies--well, the new plan was to increase those reductions
and deficiencies. Of course, you wouldn’t call that “kicking the can down the road.” Oh,
no. Why would we think that keeping pensions underfunded by keeping the collars in
place is kicking the can down the road? Thanks to the magic of savings from the future
on employees who don’t exist, we can continue to underfund current employees and
leave unpaid the benefits they earned in the past. But let’s not call that kicking the can
down the road.
It is one thing, and not especially surprising, that an elected official thinks this way. He
is, after all, a political animal with objectives for which economic reality has no
necessary consideration. The PICPA, however, is supposed to be a bit different. Sure,
they are a lobbying arm for the CPAs in the state, so there are some issues where they
will behave politically; however, as an organization of professional accountants, how do
they not come out and recognize the UALs of SERS and PSERS as debts to be paid,
sooner not later? As discussed in Chapter 11, they aren’t even interested in properly
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reporting the size of the UALs. This bears out a wisecrack uttered by Winston Churchill:
“Man will occasionally stumble over the truth, but most of the time he will pick himself up
and continue on.”

********
“Half a truth is often a great lie,” wrote Benjamin Franklin. He surely was right about
that, and the metaphors and analogies employed by those who oppose true pension
reform, necessary to save the future of the commonwealth, amount to at most halftruths and deceit. The pension metaphor business is a growing industry and growing
about as fast as the pension debt itself because, while behaviors need to be altered, the
political inertia is resistant to any positive change.
Since I took office in December 2012, I’ve heard it said many times from my more
senior colleagues that, “It’s not like it used to be.” They are referring to how the House
and Senate are run by leadership now versus the leadership powerplays of the past, as
well as the cronyism of the past that resulted with a number of folks going to jail. As a
legislator and a citizen, I am glad for that change. However, the unwillingness for so
many rank-and-file members to step up for honest pension reform, and the
unwillingness for leadership to step up as well, leaves our state little better off than it
was in the heavy-handed days of yore. Except now, we have monstrous debt casting a
deep, long shadow.
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THE EVOLUTION
OF A
GOVERNOR
"O'Sullivan's First Law: All organizations that are not actually right-wing will over time
become left-wing."
– Journalist and political commentator, John O’Sullivan
I think O’Sullivan’s First Law applies to individuals, too.
On November 4, 2014, Tom Corbett became the first Pennsylvania governor in 40 years
to fail to win re-election, and his party became the first party in 60 years to fail in winning
two consecutive gubernatorial terms in Pennsylvania. Despite a political wave across
the nation in 2014 strongly favoring the Republican Party, Corbett had gone from a 9
percentage point win in 2010 to a 10 percentage point loss in 2014.
Across America that evening, Republicans were taking control of the U.S. Senate and
expanding its majority in the House of Representatives. It made historic gains in the
nation’s state legislatures: the GOP got control of 68 of 98 partisan state legislative
chambers--the highest number in the history of the party. In Pennsylvania, the
Republican Party expanded its House majority to 119, its highest since the 1950s, and
its Senate majority from 27 to 30 out of 50 seats.
With nearly every Republican gubernatorial incumbent winning re-election in 2014, Tom
Corbett stood out like the idiomatic sore thumb. There seemed to be no end to the list
of reasons for his defeat.
Pennsylvania political pollster and pundit, G. Terry Madonna, listed five reasons for
Corbett’s defeat. Four are hard to argue with: failure to recover from a bad first year; a
failed agenda; modest political skills; and the disaffection of Nittany Nation from the
fallout of the Jerry Sandusky scandal. The fifth reason Madonna gave seems off the
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mark: an ideological bent and inflexible style. By these, Madonna means an
unwillingness to raise taxes and spend more, especially on education.
Corbett, however, did back the largest transportation tax increase in the
commonwealth’s history, and Pennsylvania now has a higher tax at the gas pump than
any other state. Corbett and Republican legislators were unabashed in bolstering
education spending to overcome the declines due to the disappearance of temporary
federal stimulus dollars that had been used by the previous governor, Ed Rendell, in his
final two years in office.
Let’s look at this from a voter’s perspective. Was Corbett a fiscal hawk? He made it
clear over his four years as governor that’s not what motivated him. Did he want to
spend more? That was his inclination, and he promised to do so as time and
circumstances allowed. Democrats, however, are simply better at spending and getting
credit for it than Republicans. Corbett headed an administration that conformed to
O’Sullivan’s First Law, which failed to give any voters a reason to re-elect him.
Republicans for fiscal responsibility were disaffected with him; Democrats for bigger
government knew they could do better with one of their own in the governor’s mansion.
In Tom Corbett’s inaugural speech he did claim the conservative ideology—“I will
dedicate each and every day over the next four years to fiscal discipline and a
responsible, limited government.” His first budget address of March 8, 2011 reiterated
this stance with a pointed assurance to taxpayers, “We get the picture. It’s your money.”
However, in examining his annual budget addresses, 2011 through 2014, we can see
the facade of fiscal conservatism dissipate over Corbett’s four years as governor,
revealing the ideological agnostic he was.
In his first budget address, there were no fewer than 15 references to cutting state
spending and fiscal restraint. Most eloquently, he invoked the poetry of William
Wordsworth: “Getting and spending / We lay waste our powers.” He was clear on
asking for salary rollbacks and freezes and said, “We also need to start the
conversation about the necessary repairs to our public retirement system.” Although,
there was no mention that the number one repair for that system was more funding.
Corbett also spoke in his first budget address about Pennsylvania being the 10 th worst
state in the nation in terms of state and local tax burdens. By 2014, Pennsylvania was
still 10th worst, and it had soared to #1 in transportation taxes thanks to Corbett’s push
on hiking fuel taxes. He claimed in his first budget address, “The option I have chosen is
to reduce the size and cost of state government.” Yet, four years later, the total state
operating budget had expanded from $66 billion in Ed Rendell’s final year to more than
$72 billion in Corbett’s final year.
In his second budget address, in 2012, there was no mention of the pension crisis,
much less about tackling it head on, and also, a good bit less about fiscal restraint. In
fact, Corbett was professing the necessity of government being involved in economic

163

Future Forsaken

affairs from “save-jobs” projects in Philadelphia to creating tax-favored KOZs (Keystone
Opportunity Zones), claiming they will bring thousands of jobs to Pennsylvania.
All of the pretense of conservative economic thinking disappeared with this comment in
his second budget address:
“The demands of a mixed economy, where free enterprise exists alongside government
encouragement, teach some hard lessons. We cannot, in government, simply conjure
up jobs. We can help businesses get a start, but we can’t carry them. We can help train
private sector workers, but we cannot be their employers. We can, at best, act as
partners.”
The tolerance, nay, the support for a mixed economy is anathema to liberty-minded
people. As Corbett demonstrated, it leads directly to the belief that government is a
partner in economic undertakings. Tell me how an institution with a monopoly of legal
force, and absolute confiscatory taxing powers, and unchecked regulatory powers will
ever be partner with anyone?
To be fair, Tom Corbett is, as most elected officials, not a particularly deep thinker. He
and they operate on instincts and prejudices, some in the public interest and some not.
The large majority of their time is spent on policy implementation for political survival.
This is the prism through which nearly all legislation passes, and this means that even a
problem such as the pension crisis will be viewed only as a political issue to be
managed rather than a problem with constitutional, moral, and economic imperatives.
If the transition from his first budget address to his second can be described as a move
from conservatism to moderate Republicanism (and some would argue that is the
mainstream for Republicans in Pennsylvania), the change in Corbett’s remarks from his
second budget address to his third continued that considerable leftward movement.
Corbett’s third budget address was the first I viewed in person, as a state representative
from the 79th District of the General Assembly, in the “Hall of the People.” Being an
ardent small government, conservative Republican, I did not find it my cup of tea--not by
a long shot.
It began with bromides, as most such speeches do, referencing “potential,” and
“success,” and a “bright future.” In its specifics, the address focused on jobs, helping
those in need, education, liquor privatization, pension reform, transportation, health-care
reform, agriculture, and public safety. While Corbett’s first, second, and fourth budget
addresses would clock in between 4,300 and 4,400 words, his third address was nearly
5,500 words. That, no doubt, reflected the legislative and election cycles and his soonto-start campaign for a second term.
Both the scope and the length of Corbett’s third budget address belied any conservative
beliefs and eschewed any fiscal restraint. On the topics of jobs, health-care, education,
transportation, agriculture, and public safety, it was a liberal’s wish-list of bigger
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government initiatives with higher spending, and massively so. The proposed
transportation tax, 100% of which was paid for by motorists, would return them 65 cents
on the dollar with the rest going to mass transit and other favorite liberal causes. It was
the equivalent for motorists of being taxed to pay a tax.
The privatization topic was a simple and honest call to sell off the state liquor business;
yet, it came with the stipulation that the proceeds of the sale would be dedicated to
more education spending. Not for the first or last time did the governor think he could
buy support from those who opposed him on the left. He never seemed to learn that
lesson.
His call for pension reform presented an accurate assessment of the problem followed
by a very incomplete solution. His solution was in three parts: 1) no change to benefits
for current retirees (as if changing those benefits was constitutionally doable); 2) modify
benefits for new employees going forward while leaving unchanged what they have
earned to date; 3) place new employees into a defined-contribution retirement plan.
Even if all of the above were possible and enacted, nothing in his proposals addressed
the unfunded liabilities of SERS and PSERS, which was actuarially valued at over $44
billion in February 2013. Corbett referred to the unfunded pension liabilities in his
address as “a mountain of debt, and the avalanche could bury our economic growth, …”
He got that right, and he was right again when he said, “Resolving our pension crisis will
be the single most important thing we do for decades to come.” Unfortunately, his
disconnect from the economic reality he had just articulated could not have been more
apparent.
“Through meaningful pension reform, this budget will provide another $140 million in
pension savings for school districts across the state.” Even if it were possible that his
proposed design changes could produce pension savings (and that simply cannot be
the case), $140 million of “savings” in comparison with a $44 billion dollar problem is
pretty much insignificant. Just the interest on the $44 billion of unfunded liabilities of
SERS and PSERS in 2013 equaled $10 million a day. In other words, the so-called
savings benefit Corbett was touting was equal to two weeks interest on the pension
debt--hardly a dent in anything.
The level of denial I heard that day was staggering. “The surest way to guarantee the
solvency of our pensions,” Corbett went on, “is to make certain that our pension
systems can deliver what they promise. We can do that with very little disruption but
only if we act now!” How does one pay off a $44 billion debt (which is actually
understated by more than $60 billion) with “very little disruption”?
Corbett continued, “With some imagination and some cooperation, we can find a way to
preserve our existing pensions and allow the next generation of state employees and
teachers a chance to shape their futures.” How does one solve debt through
imagination? What cooperation was he talking about? Did he think unionized public
sector employees would give an inch when their retirement promises get the highest
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priority, according to the courts, of the state constitution? The clue that he was clueless
on dealing with the pension problem was the absence of a call for any responsible
increase in pension funding.
Some might say that Corbett did not have to call for increased pension funding, as it
was already written into law with the passage of Act 120. However, all such laws are
subject to be overridden with new laws, and just a year later, in his fourth budget
address, Corbett was calling for just such an override in order to reduce pension
funding.
Corbett’s fourth budget address in 2014 completed his odyssey from fiscal conservative
to big spending liberal. There were at least 20 different pleas for increased spending in
his address of February 4, 2014. It also repeated the common error of fact that he
submitted three balanced budgets. They had not been balanced because pension
costs were not fully covered, and the unconstitutional pension debt grew larger for at
least the seventh consecutive year. Corbett proposed again to underfund the pensions
further in his final budget for the fiscal year 2014-2015. We shall address shortly the
extent of the underfunding and its duplicitous mechanism.
Corbett’s fourth budget address did the usual liberal trick of substituting “investment” for
“spending” as in, “Because it's not about how much we spend, it's about how we invest
precious tax dollars back into the people of Pennsylvania and our commonwealth's
future.” No sense letting people spend and invest their own money for their own
futures, I guess. As with most leftist nostrums, it’s not about the individual person but
the state and the “greater good.” As a libertarian conservative, I do not believe there is
any greater political good than the freedom of the individual person. As Lord Acton
said, “Liberty is not a means to a higher political end. It is itself the highest political end.”
As forensic tripe goes, the comment in Corbett’s final budget address that rankled me
most was, “The smartest investments we make are the ones we make in people.”
Aren’t people entitled to make their own investments in themselves with their own
money, and won’t they do it a good bit better and smarter than the government? How
can the government possibly know the talents, opportunities, and tastes of any citizen,
let alone all of them? This was the typical hubris of a public official, and the use of the
royal “we” was simply an appeal to collectivism.
When the governor got to pension reform in his address, he acknowledged that, three
years ago, it was a $42 billion problem, and by 2014, it had become a $50 billion
problem. He didn’t mention that was a three-year period where the stock market was
generating a 15% per year rate of return. Again, the disconnect from economic reality
could not have been more apparent than in these comments:
“In fact, this year, we can expect to pay about $1.5 billion in pension costs for state and
school district workers. In just a few short years, that number is expected to grow to
more than $4 billion. You heard that right, I said $4 billion - with a ‘B’.”
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Well, just the interest on the unfunded liabilities of SERS and PSERS was already
nearly $4 billion. How can we pay the principal down while paying for newly earned
benefits if we are paying less, much less, than just the interest in 2014?
“I ask you to work with me in the coming months to find a solution. We must fix this.
Those who say there is no pension problem are misinformed. They are in denial.”
Also in denial are those who think the problem can be solved without payments above
$6 billion a year. There just is no other way to deal with such a debt, and because of
employees’ retirement schedules, it is coming due fully in no more than 20 years.
“Billions in new debt to our state is the cost of doing nothing. The only question is
whether we will do it now, when it’s still a manageable problem, or let others do it later,
when it’s an all-out crisis.”
Corbett was absolutely right that it is a growing problem and will only get more difficult
to solve with each passing day. He did not understand the size of the problem,
however, as we see in his next comment from that speech.
“So many good things that we achieve can be undone by uncontrolled debt and our
increasing pension costs. The basic reform package in my budget this year will save
this state and local school districts a combined $300 million.”
The basic reform package in his budget was not reform at all. It was simply increasing
the diversion of dollars to other line items in the budget that should have gone into the
pensions. This had been state policy since 2004, and it continues to be. And a saving
of $300 million? If the saving actually would materialize, it would equal less than one
month’s interest on the total pension debt.
To give an idea of how far from reality the governor and his budget team had wandered,
one need only look at the “2014-2015 Budget In Brief” document published by the Office
of the Budget. On page 9, the diagnosis seems correct: “…the commonwealth’s
growing pension obligations are crowding out funding for core government programs.”
Following shortly after that: “…crowding out funding for education…will ultimately put
pressure on districts to increase property taxes.”
However, the ineptitude then becomes manifest after the governor writes that the
combined funding ratios of the two state pension systems are about 62%. He adds,
inexplicably, “A healthy funding ratio is considered 80 percent.” That simply is not so.
As explained elsewhere in this book, a funding ratio of 100% provides only an even
(50%) chance of covering all future benefits that have already been earned, and that’s
relying on the accuracy of the assumed rate of return on investments being 7.5%. Most
investment professionals think that’s a bit too optimistic, given the level of risk that
public pension funds should limit themselves to.
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Even so, an 80% funding ratio implies almost certainty of a shortage of funds at some
point in the future, in which case future taxpayers will have to pay for benefits earned in
the past, hence, the term intergenerational theft. The Society of Actuaries weighed in
on this funding falsehood with an issue brief in July, 2012, “The 80% Pension Funding
Standard Myth.” Senior Pension Fellow, Don Fuerst, was quoted in the document, “The
80% myth can lead to a dangerous slippery slope. It could evolve into an inadequate
target if not challenged. Pension plans should have a strategy in place to attain or
maintain a funded status of 100 percent or greater over a reasonable period of time.”
In the Corbett plan for pension reform, reducing the burden of pension costs on school
districts became an important initiative and a terrible one at that. Pension costs are not
ancillary expenses for education. They are direct costs of employees, just as salary and
health benefits are direct costs. School districts make all of the payroll decisions, so
they should not be shielded from the consequences of those decisions. As we saw in
Chapter 7, state subsidies for pension costs create a moral hazard situation.
What was most disturbing in the Team Corbett approach to dealing with the pension
problem was its manner of addressing the unfunded liabilities of SERS and PSERS.
Those are, after all, the problem. These are the accumulated costs from the past that
were not paid and had, by 2014, amounted to about $50 billion of debt. After writing
that, “pension reform cannot kick the can down the road” the Corbett document says:
“With pension reform, employer contributions to the pension systems can be reduced,
providing much-needed budgetary relief without kicking the can down the road.”
So we can put less into greatly underfunded plans, without kicking the can down the
road? Isn’t “the can” proper funding? If we put in less in the name of “budgetary relief,”
are we not deferring proper funding and kicking that can down the road? If that is,
indeed, budgetary relief, then how is that different from a corporate executive who
shortchanges his or her company’s obligations to its employees’ retirement plan? As
we mentioned in Chapter 4, such behavior would get you fast-tracked for jail, and it
should. Now, here was His Excellency, the Honorable Governor of the Commonwealth
of Pennsylvania, before all the people of the state, advocating exactly that in his final
budget address.
I began this chapter with the observation that Tom Corbett’s defeat for re-election
merited an explanation. Perhaps, it’s as simple as his failure to live up to the standard
he set in his inaugural speech: “Together, we are dedicated to leadership that is
responsive to fiscal realities; leadership that takes on financial burdens, rather than
passing those burdens on to the next generation.”
I do not think his ignorance and malfeasance on pension matters was a direct cause of
voter antipathy, but it does signify how out of touch or over his head he was on matters
of political economy. That became increasingly evident with each passing year. What
was particularly striking in the Corbett evolution was his stance on the pension problem
facing the state. He went from expressing a desire to lead a serious effort to directly
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address the problem to a steadfast stance of avoiding the only real solution—proper
funding--in any way possible.
After four years of Tom Corbett’s leadership, the commonwealth was speeding up on its
course to the fiscal cliff that is in our not-too-distant future (10 to 20 years from now).
Tom Corbett did not appreciate that, nor does it seem that hardly anyone else in elected
office gets it. The siren song of socialism is that politicians can make promises and not
pay for them. It may not have been for the right reason, but the proper verdict on Tom
Corbett was registered on November 4, 2014. He failed his biggest test. Now, if we
could only get rid of the other elected officials who have failed theirs.
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PENNSYLVANIA’S PUBLIC
PENSIONS: A CASE STUDY IN
GOVERNMENT FAILURE
"In America, we have a two-party system. There is the stupid party. And there is the evil
party. Periodically, the two parties get together and do something that is both stupid and
evil. This is called ‘bipartisanship’."
– Attributed to Tom Woods

There is a theory in the field of political economy that government exists, not
protect life and property, but, also, to provide corrections for the failures
marketplace. No less an economist than Adam Smith espoused this view
founding text of modern economics, An Inquiry Into the Nature and Causes
Wealth of Nations.

just to
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Smith places the first duty of government as one of protection from outside attack,
which is to say, protection from foreign trespassers, or national defense. The second
duty of government is to secure justice within the borders of a nation—protection for
citizens against domestic trespassers, or the institution of law and justice. Smith and
many economists place a third duty on government, as well:
“The third and last duty of the sovereign or commonwealth, is that of erecting and
maintaining those public institutions and those public works, which though they may be
in the highest degree advantageous to a great society, are, however, of such a nature,
that the profit could never repay the expense to any individual, or small number of
individuals; and which it, therefore, cannot be expected that any individual, or small
number of individuals, should erect or maintain.”
Smith is identifying, here, situations where many modern economists allege that free
markets fail; that is, situations where actions, which have positive net benefit (more
benefits than costs) for society, are left unexercised or where actions, which have
negative net benefit (more costs than benefits), are executed.
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An example of the latter may involve the overproduction of a good with harmful pollution
effects; an example of the former may be a lack of investment, which brings overall
benefit to society but not enough to any particular individual investor to make the
investment.
While I will present the standard economics textbook analysis of market failure in this
chapter, I should point out that I, personally, do not think that markets fail. Markets are
simply interactions between people who freely engage in exchanges if there is mutual
benefit. Thus, all free market activity results only in mutual improvement in people’s
lives. Might there be some potential exchanges of mutual betterment that go
unexploited, and therefore, be a cause of regret, if not considered a failure? Perhaps,
but the potentiality of mutual gain is an opportunity, and though it may be considered a
failure to take advantage of every such opportunity, who can stand in lieu of the
individual economic actors to decide what might, or might not, be of mutual advantage?
Take this simplified example. Suppose there is a community of ten houses, each with a
market value of $100,000. However, if not for the level of crime at night, their value
would be $150,000. Suppose, further, that the nighttime crime could be eliminated, or
at least greatly reduced, with a lighting system in the neighborhood, which would cost
$200,000. Now, the possibility is that, even though the lighting system would create
$500,000 of value (ten times the $50,000 gain in value per house) and only costs
$200,000, it might not get purchased and installed. Each of the homeowners might try
to free ride by waiting for his nine neighbors to pitch in the whole amount to pay for the
lights; the flip side of the free-riding is the holdout problem.
The naïve solution is to turn this matter over to government, which will, by force of
taxation, exact $20,000 from each homeowner and build the lighting system--holdout
problem solved.
There are, however, non-government solutions to this problem, as well. Presumably,
each of the residents buy homeowners insurance, and insurance companies do not like
to make payouts unnecessarily. The insurance company would see that it is in its own
interest to buy and implement a lighting system rather than pay out claims of $500,000.
I described the government solution as a “naïve” solution only in the sense that many
people who see a shortcoming or an opportunity for improvement in private markets
immediately respond that “this is a job for government.” Government, though, has its
own shortcomings and frequently its solutions create more harm than the original
problems. James Madison remarked on this in Federalist No. 10 when he discussed
that one of the ways to eliminate the political problem of faction was to eliminate liberty:
“But it could not be less folly to abolish liberty, which is essential to political life, because
it nourishes faction, than it would be to wish the annihilation of air, which is essential to
animal life, because it imparts to fire its destructive agency.”
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This was a perspective shared by Ronald Coase, the 1991 Nobel Laureate in
economics, in his seminal paper, “The Problem of Social Cost.” He observed that
though private markets may sometimes fail, government attempts to reduce that failure
may bring about worse failure. All solutions to problems have costs, Coase noted, and
sometimes the costs of those solutions may be larger than just living with the problem.
Nevertheless, the textbook version of markets is that they do sometimes fail by
producing too much of a good where the marginal cost exceeds the marginal benefit or
too little of a good where the marginal benefit is in excess of the marginal cost. It is
then posited that government, through its fiscal powers of taxation and subsidy and
through its regulatory powers, can eliminate the actions with net negative costs and
encourage actions with net positive benefits.
An important expositor of the advantage of government dealing with market failure was
A.C. Pigou.
His solution for actions that produced harm to others (negative
externalities) that were not priced into the cost of production (such as the pollution of
water or air) was a per unit tax on the producer. Such a tax would force the producer to
internalize the costs of the negative externalities he was creating. In other words, if
producing an item still was profitable after paying the tax for damage to others, then
production made sense for both the producer and society; if not, the production would
be halted. In theory, that can work, except government has to be able to figure out what
the actual cost per unit is of the externality, and that can be a very hard thing to do. At
times, it might even be impossible. Of course, there is also the assumption that
government will behave objectively and fairly with each individual when, in fact, it is
vulnerable to distortions by the politically connected.
Similarly, a negative tax (subsidy) by government would encourage increased
production for goods that have benefits for others (positive externalities) not derived by
the producer. Again, the questions arise as to how to calculate which actions will have
which effects, how much to value them, and whether such taxes and subsidies can be
levied efficiently.
In both the case of taxing negative externalities and the case of subsidizing positive
externalities, one has to assume that the government will be all-wise and benevolent.
Anything less and the solution could be worse than the problem. With human nature
being what it is, we can expect when government is involved, the political process will
be co-opted by special interest groups with agendas that include neither wisdom nor
benevolence.
This insight into the motivations of public officials served as a starting point for 1986
Nobel Economics Laureate, James Buchanan, and those of the Public Choice School of
economics. Fundamentally, their approach is to recognize that government is not
populated with all-knowing angels but with human beings of incomplete knowledge and
personal interests. The naïve approach is that if there are failures in private markets,
then let’s use government to correct those problems; Public Choice economists,
however, rightfully point out that government officials have their own motivations. As a
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result, it will frequently be the case that the public good and a public official’s personal
interest will not be coincident.

********

In the private sector, individuals usually receive most of the benefit and pay most of the
cost of their actions. Consequently, if market failure happens, then it would be the
exception and not the rule. On the other hand, in the public sector, or the political
marketplace, many actors--including voters, politicians, lobbyists, judges, and
policemen—rarely bear much of the cost of their actions or receive much of the benefit.
For example, a policeman, who sacrifices his life in saving a citizen, pays the ultimate
price, so someone else can get the ultimate benefit. On the other hand, a negligent
policeman might be at the donut shop, instead of on his beat, when someone else
needs his or her help. In that case, while the policeman is left unaffected, the victim has
paid twice--in taxes for a service not rendered and in being victimized.
Take the case of a voter--it is very costly to stay informed on all the issues affecting
public policy and all the candidates who are running for office. A civic-minded person
will incur substantial cost in becoming informed; however, the only benefit this person
receives is a chance to cast a vote once or maybe twice a year, and the chance that a
person’s vote would actually have any impact on the outcome of an election is
exceedingly small. Thus, responsible voting is a cost heavy behavior for an individual,
but one that, if it confers benefits, then they are generally for others.
Finally, take the case of legislators and governors. As we showed in Chapter 7, they
are given the job of taking other people’s money and spending it on other people. They
are in a position to offload costs to one person, say Peter, in order to provide benefits to
another person, say Paul. What is the likelihood of elected officials having enough
knowledge about their fellow citizens that they can figure out who should pay and who
should receive? Even if they had such omniscience, would they be fully trustworthy in
the power delegated to them? History has been pretty clear on the corrupting nature of
power, especially in Pennsylvania. Once again, I highly recommend Brad Bumstead’s
Keystone Corruption.

********

In the case of a defined-benefit (DB) retirement plan for public sector employees, there
are at least two political forces pushing elected officials to over-promise on benefits. By
“over-promise,” I mean offer a benefit package larger than is necessary to efficiently
attract competent employees to the public sector. There is another obvious force
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pushing on elected officials to underfund DB plans. The three forces converge to create
government failure.
Regarding benefits, if the elected official is covered by the same retirement plan as
other public sector employees (and most state officials are in Pennsylvania), then he or
she will personally benefit from enhancements and improvements in the payout
structure of the plan. More important, perhaps, tens of thousands of current and retired
public employees, who have a high propensity to vote, will view such increases in
retirement benefits very favorably and become more likely to vote for the officeholders
up for re-election. Career continuance, in the public sector, is a powerful driver for
many politicians.
The force motivating underfunding, also, relates to personal benefits for elected officials.
While pension plan benefits, DB or DC, should be paid when earned, DB benefits are
deferred salary, not received by the employee until he or she retires. Thus, an
underpayment today is not going to cause an immediate inconvenience to anyone.
However, underfunding does provide a benefit to the politicians—it allows the elected
officials to put the money, diverted from pension expenses, into other line items of the
government’s budget. These reallocations will produce positive benefit for the politician
by allowing him or her to increase spending on other priorities. He or she might even
receive accolades for being so generous and caring—with other people’s money. It is
amazing that someone can be so unknowing, as politicians generally are, about the
theft being perpetrated through short-changing pension funding, while being so selfsatisfied with the uses of this theft. That, I suppose, is just the consequence of electing
human beings to office rather than angels.

********

Let us detail some of the ways that Pennsylvania public sector DB plans are
perpetuating economic failure.
Public sector pensions are insulated from discipline seen in private sector pensions,
both externally (no regulatory authority, no consequences for pension underfunding)
and internally (no benefit for cost saving measures by administrators, and no
consequences to employees or elected officials of fund insolvency).
As we saw in Chapter 7, public sector DB plans foment moral hazard in at least three
ways. First, because taxpayers are forced to indemnify the payouts over the long-term,
less prudent behavior in terms of managing the costs of the plan will occur in the shortterm. Second, because school districts are reimbursed for significant portions of their
payroll decisions, they will have higher payrolls than is economically optimal. Third, as
the liabilities of the pension systems increase relative to their assets, more and more
risk will be incurred through investment decisions.
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Perhaps, not as appreciated as it should be, there is the case that the true cost of
government is the opportunity and benefits lost in the private sector. In other words, if
talented people leave the private sector to work in government, the real cost is not just
what they are paid but what is not produced in the private sector because of their
departure. For example, Steve Jobs was a brilliant and talented man, but if he had
spent his life in the public sector instead of the private, think how much poorer this world
would be. That would be, by most people’s calculations, far too high a price to pay for a
talented public sector workforce. The draw of overly generous DB plans, however, can
entice successful private sector employees into the public sector, and that can well
produce a net loss for society.
Another economic aspect of this government failure is the problem private sector
citizens will have trying to provide for their own retirements. The state public pensions
may never fail, in the sense of defaulting on payments to retirees, but the costs of
covering over the failure will show up elsewhere. Credit downgrades are already driving
up borrowing costs for the state and school districts, and those will be borne by
taxpayers. Taxes will go up, and services will be reduced as pension expense, the
fastest and largest cost-driver in state fiscal matters, demands attention.
The most noticeable aspect of our state government’s failure on pensions is the
massive, and seemingly irreversible, size of the unfunded liabilities of SERS and
PSERS. That is a result of failure in the past; there is continuing failure to address the
problem in the present, and it seems likely that failure will continue into the future. This
is not just a case study in government failure, but an ongoing case study.

********

There will be those who say that SERS and PSERS have been around a long time, so
that’s prima facie evidence of success. However, Detroit has been around a lot longer,
and I don’t think anyone would claim it is much of a success today. The world changes,
and intransigence, generally, is not successful behavior. When this nocuous inertia
regarding the state pensions has the full backing of government, it becomes a fast track
to steep failure.
The essential success of capitalism is built on the marriage of benefits and costs
through the legal institution of property. What you own you will economize; that is, you
will seek to maximize the benefits of your property and minimize its costs. More
carefully speaking, people seek to maximize the net benefits of what they own, including
themselves. For example, people will invest many thousands of dollars in their
educations in order to reap benefits that, it is to be hoped, exceed the costs of
investment. In this ongoing effort by each of us to improve our own property, we are
directed, as Adam Smith first pointed out, by an “invisible hand” to help others improve
theirs.
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But who owns the unfunded accrued liabilities (UAL) of SERS and PSERS? It is not
their members, whose ownership stake consists in claims to the benefits they’ve
earned. The systems themselves, SERS and PSERS, disclaim any responsibility for
their financial imbalances—which helps explain why we see all those smiling pictures
every year in their Comprehensive Annual Financial Reports.
Legally, I suppose, the responsibility for, or ownership of, the pension debt is adjudged
to all the citizens of the commonwealth. As we have seen so often, the tragedy of the
commons phenomenon will apply. What belongs to everyone will not get due attention,
and Pennsylvania’s government is making sure the UALs of SERS and PSERS belong
to everyone.
A popular point on collective behavior is called Hoff’s Rule of
Responsibility, which says if you divide 100% of the responsibility between two people,
each will get 10%. McGinnis’s Corollary on Hoff’s Rule is, “What’s everyone’s
responsibility is no one’s responsibility.” It is so with the unfunded liabilities of SERS
and PSERS. Since collectivism caused the problem, it is in vain to expect it to solve the
problem.
So our state public pension systems have been failing for some time, and the
magnitude of that failure can be calculated by an accurate report of the economic
impact of the unfunded liabilities. That impact is a debt in excess of $125 billion, as we
saw in Chapter 11, but the government even fails to be straight with us on that point.
The current payroll for state and school employees totals about $19 billion, and pension
benefits are supposed to cost no more than 7% of payroll. Thus, we see that the
magnitude of government failure due to these pension systems, as measured by their
total debt, is currently 94 times the cost of annually earned benefits. That this failure is
a result of a staggering and continual miscalculation by those acting as fiduciaries for
the citizens of the commonwealth is self-evident. There is, to be sure, no consolation
from the fact that this is the product of bi-partisan cooperation. That these same
fiduciaries, Democrats and Republicans, can be expected to change course seems
highly unlikely.
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A PRIMER
ON PENNSYLVANIA’S
PUBLIC PENSION PROBLEM
“Did the process of divestiture continue?”
– James Joyce, Ulysses

With apologies to the great novelist, James Joyce, and his fans, the penultimate chapter
of this book is one partially patterned after the Ithaca chapter of Joyce’s Ulysses. Ithaca
in Ulysses is written in a scientific and catechistic style and so is this chapter. While
Joyce uses 309 questions to conclude the action of his story, I will try to distill the
essence of Pennsylvania’s public pension problem in no more than twenty.
The aim here is to be complete, clear, and concise, as to provide a ready resource for
understanding the harm, present and future, of the commonwealth’s pension problem
as well as understanding its roots. With that, perhaps, Pennsylvanians may act with
dispatch in vanquishing the forces that are divesting the future of the Commonwealth,
as Ulysses vanquished the vile and improper suitors to his wife, Penelope, upon his
return from Troy.

Q: What is the problem?
A: Current and future taxpayers are saddled with a massive debt from past services,
which is labeled as the unfunded accrued liabilities (UAL) of SERS and PSERS.

Q: How much is the debt?
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A: Measured by actuarial principles, the collective UAL of SERS and PSERS is over
$53 billion based on their most recent valuation reports. (12/31/14 for SERS and
6/30/14 for PSERS.) Measured by economic principles used by credit rating agencies
the debt is nearly $125 billion (or about $10,000 of debt for every man, woman, and
child living in Pennsylvania).

Q: Why the difference between actuarial valuation and economic valuation of the
unfunded liabilities (debt) of SERS and PSERS?
A: In measuring the liabilities of the pension plans (the present value of benefits already
earned by employees), actuaries are instructed to use the assumed rate of return on
assets (7.5% currently) to discount the liabilities. There is no sensible economic
rationale for this discount rate and it results in greatly understating the value of the
liabilities. Since these benefits have the full force of the commonwealth behind them,
their value should be calculated based on a discount rate comparable to their risk.
When we use a discount rate consistent with this economic reality, then the combined
liabilities of SERS and PSERS are over $200 billion and not the $137 billion reported on
their valuation reports.
Also, actuaries calculate that debt based on the actuarial value of assets and not their
market value. The actual market value of the assets owned by SERS and PSERS are
about $3.5 billion less than the actuarial value of those assets.

Q: How fast is the debt growing?
A: If one uses the actuarial calculation of $53 billion, then the debt is growing right now
at $4 billion a year, because that is the loss in expected interest at 7.5% annually on
assets that are missing from the pension portfolios, and $4 billion of interest cost is a
pretty big cost. If we assume the annual cost of a public sector employee in salary and
benefits is $80,000, then just the interest on the unfunded pension liabilities is currently
costing the equivalent of 50,000 employees, and that interest expense grows with every
year of insufficient funding.

Q: What are the consequences of that debt?
A: Besides the continuing downgrade of the commonwealth’s credit rating and the drag
on the state’s economic growth, it is likely that all pension fund assets will be fully
depleted in the next 10 to 20 years, with 15 years being a very likely estimate of D-day
(Depletion Day). When D-day arrives, all payments to retirees will be on a pay-as-yougo basis (what actuaries call PAYGO) and will have to come directly out of the general
fund, consuming 40% or more of general fund revenues in perpetuity. That means state
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responsibilities such as education, welfare, and justice will have to get by on less than
60% funding of what we would have expected.

Q: How did the debt problem happen?
A: The usual answer to the genesis of the pension debt crisis cites four factors with their
relative impact given in parentheses: Underfunding from Act 40 and Act 120 (40%);
expanded benefits from Act 9 and Act 38 (30%); poor investment performance (20%);
and inaccurate actuarial assumptions (10%).
I would argue that the first three above all amount to insufficient funding. The expanded
benefits should have been accompanied by expanded contributions, especially after the
market downturn of 2001-02, but they weren’t. Pension fund monies were subject to the
risk of the marketplace because, rather than putting more money into less risky
investments (necessary to pay guaranteed benefits), the powers-that-be took a gamble
by putting less money into high risk assets, which they hoped would pay off. Obviously,
that gamble failed.
Beginning in 2004 and every year since, taxpayer dollars have been diverted from
properly funding the pensions to other uses in the budget. Effectively, pension monies
were treated as loanable funds where the borrowed money was used by state
government for other purposes, and that debt was placed on future taxpayers; this was
a pretty expensive debt because it amounted to the state borrowing at 7.5% (the
assumed rate of return on assets) and not its usually lower rate.
This worsened the problem another way because most of the diverted pension
contributions went to higher salaries for public sector employees. The higher salaries
increased the payouts on the back end of the pension problem, and the diverted funds
exacerbated the underfunding on the front end.

Q: How can the problem be solved?
A: Luckily or unluckily, the problem is not Maria, and we don’t have to figure out how to
catch a moonbeam in our hand; the problem is debt, and the only way any debt problem
can be solved is to pay it off.

Q: Over what time frame should it be paid off?
A: While federal law requires shortfalls of non-public pensions to be paid off in no more
than 7 years, the 2014 Blue Ribbon Panel on Public Pension Funding commissioned by
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the Society of Actuaries recommended no more than 20 years of equal-dollar funding
for retiring the unfunded liabilities of public pensions.
Since 20 years is an upper bound on the length of time to pay off the debt, and sooner
would be better, the financial reality pretty much forces a 20-year time frame. In fact,
the 20-year time frame will be imposing a financial hurdle most in elected office will not
want to confront.
There are two compelling reasons to pay off the current unfunded liabilities of SERS
and PSERS over the next 20 years. First, the time until retirement for the average
public sector employee is about 20 years, so amortizing the debt over 20 years would
assure full funding by the time of retirement—an essential goal for pension funding.
Second, any longer schedule would mean additional underfunding and raises the risk of
insolvency of the pension funds, particularly if there are some bad months or years for
investment returns.

Q: What will this cost taxpayers?
A: The cost for taxpayers is in the ballpark of $7 billion per year for the next 20 years,
which includes keeping current with newly earned pension benefits.
For perspective, about $4.2 billion of taxpayers’ money was put into the pension funds
in fiscal year 2015, which ended June 30, 2015. Of that amount, about $1.3 billion was
paid by taxpayers through the school districts, and $2.9 billion was paid by taxpayers
through state revenues. (Technically speaking, the school districts pay 100% of their
pension costs but then are reimbursed about 56% of those costs, on average, by the
state.)
So to solve the state pension crisis requires an immediate increase of about $2.8 billion
of annual funding, but that amount will not increase for the next 20 years (with the
exception of deviations from assumed actuarial expectations). Then, when the
pensions are fully funded, that $7 billion per year payment would drop dramatically to a
level sufficient to cover newly earned benefits only.
The tough medicine, here, is a 2/3 increase in pension contributions, which are already
considered to be a financial hardship; the medicine, though, is 100% effective for what
ails the pensions, and not taking it will result in the problem getting worse. A diabetic,
who eschews insulin, exercise, and a good diet, is likely to see his or her limbs being
chopped off. Similarly, there will be public sector amputations with staff downsizings
and program cuts, even in education and human services, if we delay taking our
medicine.
Q: Are there good reasons to follow the Blue Ribbon Panel’s recommendation?
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A: Well, it’s the right thing to do.
Also, it would be compliant with the Pennsylvania Constitution’s prohibition on debt.
Improper funding of our state pensions means that our state budgets are not balanced,
which is a no-no according to the Constitution.
It would put an end to intergenerational theft, not immediately, to be sure, but it is the
right path to eliminating this immorality.
It would almost certainly end the downgrades on the commonwealth’s credit rating and
might well result in upgrades.
It would reduce the severe economic impact on Pennsylvania’s future, including the
drain of people and capital that occur due to the harmful effects of a debt that is
compounding at 7.5% per year.
Did I mention? It’s the right thing to do.

Q: Are there any good reasons not to follow the Blue Ribbon Panel’s recommendation?
A: No.

Q: But how will we come up with the increased pension payments?
A: Either through new revenues, or re-directed current revenues, or a combination of
both. That is an issue for the state appropriations and budgeting process. Assuming
that school district pension contributions go up 67% (from $1.3 billion to $2 billion), that
would leave the state to shoulder $5 billion of the $7 billion annual employer
contribution; $5 billion is roughly 16% of current general fund revenues. To delay this
payment will risk financial insolvency for the pensions and when the full depletion of the
pension assets occur, more than 40% of the general fund will be needed each year just
to pay retirees.

Q: Is there any good news in the plan of payment?
A: Absolutely. The first lift is the hard one—the payoff schedule is based on equaldollar funding, so we can expect pension costs to remain relatively constant for the state
and school districts at a total of $7 billion for the next 20 years. This means that as a
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percentage of general fund revenues, which can be presumed to grow over time, the
proportional burden of the payments will shrink.
After 20 years, the pension funds of SERS and PSERS will be fully funded, and the
pension costs will consist only of those funds necessary to cover newly earned benefits.
Finally, this responsible approach to properly and effectively solving the biggest
financial crisis in the history of the commonwealth will, no doubt, result in immediate
upgrades of Pennsylvania’s credit rating. Over the longer term, it will restore
Pennsylvania as a place suitable for business, capital, and families.

Q: Come on, isn’t the pension debt just too big to deal with and will always be with us?
A: No. “Too big to deal with” is what an ostrich says before sticking its head in the sand.
The size and harm of the debt are imperatives for paying it off sooner, without delay.
Its economic impact will cripple the future of the commonwealth if it is not effectively
addressed now.

Q: Can’t we solve this debt problem, or at least contain the situation, by changing the
plan design for new employees and even current employees going forward?
A: No. Even if we could somehow eliminate all future benefits earned by current and
future employees, the problem is still with us and still growing at 7.5% per year. While a
better designed pension plan for new public sector employees that reduces liabilities on
future taxpayers is good policy, it will do nothing to address the current problem.

Q: Don’t we need to change the design of the retirement plan for future employees first?
A: Again, while it would be good public policy to change from a defined-benefit plan and
its inherent political problems to a defined-contribution plan that is affordable,
sustainable and predictable, it is neither a necessary nor sufficient approach to dealing
with the problem in place. The problem is the result of a lack of proper funding, and the
only solution to that is more funding, and sooner not later.
Some say that the design has to be changed first before we can begin addressing the
funding issue. Of course, this makes no sense. The underfunding problem already
exists, and some of it goes back 15 years. By what logic do we need to worry about the
retirement plans of people to be hired in the future in order to deal with a problem from
the past?
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Please excuse the cynicism, but it seems with Act 120 and with the more recent debate
on pension plan design, the whole aim has been to distract from and delay addressing
the funding issue. There simply is no good reason for delaying on funding reform; while
pension design reform can be pursued as well, the imperative is for urgently addressing
the unfunded liabilities of SERS and PSERS. Design change for future employees does
NOT do that.

Q: Isn’t the debt only operative if every public sector employee retires today?
A: No. This is a falsehood concocted by those who don’t want to admit there is a
problem. Since that event has a near zero probability, they imply by extension that the
UAL is a problem with near zero probability. In fact, the UAL is the value of unpaid
benefits already earned for future payouts, which exist whether or not people retire
today. It is the amount of assets needed today to cover the future payouts that have
already been earned.

Q: Isn’t the unfunded liability just like a mortgage, so we can simply re-finance it?
A: No. It’s very different from a mortgage. Most mortgages are fully funded; that is,
there is an underlying asset worth more than the liability being paid off. The pension
unfunded liabilities are, by definition, obligations without an underlying asset. If
someone had a mortgage but no house, well, I think they would have to admit
something was pretty significantly wrong. Just being upside down on a mortgage is a
pretty dire financial condition, and the pension unfunded liabilities are 100% upside
down.

Q: Isn’t Act 120 working, and we just need to give it more time?
A: No. The absurdity of growing a debt before beginning to pay it down was the “logic”
of Act 120. Act 120 funding was structured to take the $40 billion unfunded liabilities of
SERS and PSERS in 2010 to $65 billion before paying them down. In fact, the debt has
grown larger than was predicted in 2010, and it was an absurd idea to pay the debt off
over more than 30 years when the average age until retirement for public sector
employees is less than 20 years. It’s simply the case that the main aim of Act 120 was
to reduce funding for pension systems already greatly underfunded, so money could be
spent elsewhere in the budget. Act 120 was duplicitous, derelict, and destructive
legislation.
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Q: We really just can’t afford to pay it off right now, can we?
A: Some say that we have to wait until the economy gets better, so we have more
financial slack in state government to deal with this problem. However, the number one
drag on Pennsylvania’s economy is its state and municipal pension debt. Waiting for a
better economy to deal with the problem is like an oncologist saying to a cancer patient,
“I’ll give you the chemotherapy you need just as soon as the cancer goes into
remission.” If you run across a doctor like that, it would be time to get a second opinion.
If we can’t afford to pay the debt down now, when will we be able to? The debt is
growing at 7.5% per year, and it will only get more difficult to tackle in the future if we
delay properly addressing it now ●
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Chapter 20

EPILOGUE AND EPITAPH
“Every decent man is ashamed of the government he lives under.”
– H. L. Mencken

In 1960, 30 Congressional seats were up for election in Pennsylvania. After the 2010
census, Pennsylvania had been downsized to 18 Congressmen. That was a steep
decline, even for a 50-year period, because the number of Congressional districts in the
nation stays fixed at 435. Only New York has lost more seats over the past half century
though Pennsylvania has lost a bigger percentage than New York. As Pennsylvania
loses, other states gain. What accounts for our commonwealth’s retrogression in
national prominence and its inability to attract and keep people?
Can we place the blame on a lack of natural resources? No, we are rich, indeed, in
forests, minerals, water, wildlife, farmland, and natural beauty.
Can we place the blame on a lack of educational institutions? No, we have some of the
best universities in the world and a diversity of schools of higher education and
technical training meeting the needs of virtually any high school graduate. Our K-12
education facilities, overall, are generally excellent to world-class, and we are in the top
quintile of states in spending per pupil.
Can we blame a lack of infrastructure for manufacturing? While industrial pursuits in
Pennsylvania have declined relative to where we were and where other states are
going, we had a head start in the Industrial Revolution and its 20th century growth, and
we have had a longer history of manufacturing than almost anywhere.
Can we blame a lack of medical facilities for what is driving people away? Hardly, as
we have some of the most outstanding hospitals and medical personnel that one could
hope for.
Can we blame the federal government? Would it be that the federal government has
singled us out for detrimental treatment? Well, it has been waging a war on coal, an
important resource that has raised Pennsylvania’s and the world’s standard of living.
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Overall, however, we’re not treated much differently than any other state. If you look at
how much federal money Pennsylvania receives per dollar paid in, it is exactly in the
middle, ranking 25th out of the 50 states.
Can we blame a lack of heritage for our problem? Pennsylvania was the second state
to ratify the Constitution, but it is second to none in historical significance.
Well, if we have an abundance of resources and a superior infrastructure and if we are
rich in geography, biology, and history, what is the problem? I can come up with no
other explanation than bad government. The specific source of that bad government is
the state capital as state government created and oversees the counties, municipalities
and school districts. Pennsylvania’s state government has plenary powers over the
lives of its citizens and, based on the relative decline and demographic imbalance of
Pennsylvania’s population, it is not doing a good job at all.

********

Is there hope for a turnaround? Not much.
William Penn envisioned a commonwealth of virtue, liberty, and independence, but the
politicians promoting and placating special interests have undermined that vision.
Elected officials have refused to admit their mistakes, have refused to pay their bills,
and have refused to strictly adhere to their oaths of office to follow the Pennsylvania
Constitution.
In a 2014 study, “Measuring Illegal and Legal Corruption in American States: Some
Results from the Corruption in America Survey,” from the Edmond J. Safra Center for
Ethics at Harvard University, Pennsylvania received dubious distinction. The report
defines illegal corruption as the private gains in the form of cash or gifts by a
government official in exchange for providing specific benefits to private individuals or
groups. Legal corruption is defined as political gains in the form of campaign
contributions or endorsements for a government official in exchange for specific benefits
provided to private individuals or groups.
Seven states were rated “most corrupt” for both categories of illegal and legal
corruption. Pennsylvania was one of those seven that included New Jersey, Kentucky,
Illinois, Alabama, New Mexico, and Georgia. Regarding the breakdown of corruption by
government branch, Pennsylvania’s legislative branch was rated one of the 10 worst
states where illegal corruption is “very common,” and it was one of four states rated for
legal corruption between “very common” and “extremely common.”
Perhaps, corruption is too strong a descriptor for what’s going on with our state
pensions, but it is a financial cancer on the future of the commonwealth. Both elected
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officials and the bureaucrats at SERS, PSERS, and PERC don’t seem to care about
doing anything that will effectively address the situation. Does anyone demand
improved reporting standards for the pensions? Does anyone demand compliant
funding practices for the pensions?
Let’s face it: we have bad government in Pennsylvania, and that singlehandedly
accounts for the underperformance of our state in comparison with the nation. I don’t
know if I’m in Franz Kafka’s, “The Metamorphosis,” where a man wakes up one day to
find he’s been transformed into a monstrous bug, hated by all; or Dostoyevsky’s
“Underground Man,” who, as a bitter and isolated man, strikes out against the forces of
the time. We have to change course!
Our state government refuses to address in an effective manner what has become the
single greatest threat to the future of the commonwealth—pension debt. We are past
time for an incremental, one-small-step-at-a-time approach. The cost of newly earned
pension benefits each year is about $1.3 billion, and interest on the UALs of SERS and
PSERS is about $4.3 billion. Just to keep the pension debt from growing, then, requires
$5.6 billion annually in pension funding, but that amount would not address one penny
of the existing actuarial debt of $57 billion. We aren’t making contributions anywhere
near the minimum to keep the debt from growing. It’s a grim and deteriorating situation.
The simple (but not easy, to be sure) and effective approach to solving the problem is
bimodal: we should pay off the existing debt in a timely and effective manner, and we
should disengage politics from pensions by closing the current DB plan to new
employees and placing them in a true DC plan. If those two steps were taken,
legislators would be describing their own performance as statesmanlike. However, it
really is just common decency owed to public sector employees and their employers,
the taxpayers.

********

Pennsylvania has had different slogans over the years, apparently thinking its motto of
“Virtue, Liberty, and Independence” is insufficient, outdated, or otherwise unworthy of
attention. I guess since we pretty much have held our motto in disregard, the slogan is
the next best thing that can be advertised.
Previous state slogans include “Memories Last a Lifetime,” “You've Got a Friend in
Pennsylvania,” and “America Starts Here.” Currently, the state slogan is “State of
Independence.” That’s pretty ironic. Perhaps, we should formulate a slogan more in
keeping with the pension shenanigans such as “State of Denial,” and replace the ruffed
grouse with the ostrich as our state bird.
If we continue on our current course, there will be precious little to keep and attract
citizens in the Keystone State. Our future is heavily mortgaged, which is bad enough,
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but we are heading toward a default. Without corrective action soon, that is what will
play out. All that’s left is to write our epitaph:
As the exodus inexorably will grow
We cannot yet claim to know:
Who will be the last to leave PA for better sites?
Whoever it is, will you please turn off the lights?
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