
 

 

 
 
 
 
 
 

 
 
 
 

 
 

 
 
 
 
 

 
 

 
     

One just needs to read the headlines or watch the news to see how future 
retirees are being affected by the financial struggles of cities and towns of 
all sizes.  The recent flood of difficult news for retirement plans has 
focused on the public fund sector.  Future retirement benefits are being 
slashed and pensions that employees have earned and contributed to 
during their tenures may ultimately yield cents on the dollar.  These 
potentially reduced benefits will significantly alter their standard of living 
and force many of them to seek alternative support as most public 
employees don’t receive social security benefits as public retirement 
system participants. 
 
Despite the very good intentions of the public pension system, there are 
significant issues that need to be addressed in the near-term or we are 
likely to witness the demise of the defined benefit (DB) plan in the public 
sector to the same extent that we have seen in the private sector. Why?  
At present, it is estimated that public DB plans have an actuarial 
underfunding of more than $900 billion.  If U.S. accounting standards were 
to adopt mark to market requirements presently in use by the IASB, the 
underfunding would morph to something in excess of $3 trillion.  
 
We’ll explore the history of the defined benefit system, both private and 
public, and its current struggles, along with alternative plan structures 
and potential solutions for plan sponsors. 
 

Basic Premise 
 
The purpose for providing a retirement plan is to achieve key stakeholder 
objectives.  In a public pension scheme, the employers, employees and 
taxpayers are the key stakeholders.  For the employer, the impetus for 
offering a DB plan is to attract and retain qualified workers to perform 
needed public services.  For employees, they seek a retirement benefit 
that rewards them for their service.  Lastly, taxpayers desire public 
services that are stable and predictable, and at a cost that is fair. 
 
For many public pension plans, these stakeholders co-exist reasonably 
well, and their cities and local communities benefit.  However, as we have 
seen, mismanagement can occur, and when it does, the outcome is usually 
ugly, and no one benefits under such a scenario. 
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Back in the Day 
 
The history of the U.S. retirement industry is much longer than one would 
guess.  In fact, the first documented retirement program was offered in 
1717, when the Presbyterian Church created a fund for Pious Uses to 
provide for retired ministers.  Public pension benefits were first granted 
to veterans of both the U.S. Revolutionary War and the Civil War, but it 
wasn’t until the progressive era of the late 1800’s before it became more 
commonplace for states and local governments to offer more formal 
retirement benefits.  Remember that the average white male only had a 
life expectancy of 48 years in 1900. 
 
In 1889, American Express Company launched the first private pension 
plan in the U.S., and by 1929, 421 private plans are launched, including 
plans for such notable companies as GE, AT&T, Goodyear, Kodak and US 
Steel.  Importantly, by 1970, roughly 46% of the private sector was 
covered by a defined benefit plan and that would be about the highest 
coverage percentage we would witness. 
 
Important legislation was adopted throughout the twentieth century (and 
into the early 21st century), which fortified the management of DB plans.  
Two of the most significant pension reforms occurred in the 1970s.  Most 
everyone in our industry is familiar with the legislation passed in 1974, 
titled the Employee Retirement Income Security Act (ERISA), which was 
designed to secure participant benefits, among its many other principals. 
The Revenue Act of 1978 established qualified deferred compensation 
plans (401(k)) as a vehicle intended to provide high-income earners 
another means to defer compensation and taxes.  This has morphed into 
the sole retirement vehicle for nearly half of U.S. workers today, and has 
set the stage for the slow demise of the defined benefit plan. 
 

Public Sector:  Tale of the Tape 
 
The public sector workplace contains a diverse group of career paths, 
many involving physical risk such as law enforcement, firefighting, 
corrections officers, and hazardous material crews.  Those positions are 
career-oriented, such as education, finance and public safety, with a 
median tenure of seven years or nearly twice that of a private sector 
worker. 
 
To attract these qualified employees, public pensions and healthcare 
benefits were granted.  The public pension system requires mandatory 
participation, with an employee and employer sharing the cost.  For this 
contribution, the employee participates in a retirement pool that is 
professionally invested (most times) and importantly, receives a benefit 
that can’t be outlived.  These features promote a secure retirement 
income. 
 
How wide spread have public pension plans become?  There are currently 
more than 2,500 public retirement systems in the U.S. today.  In 
aggregate, they have amassed more than $3 trillion in assets, covering  
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more than 18 million full-time and part-time workers at the federal, state 
and local level, representing more than 12% of the nation’s workforce.  
Each year, 8 million retirees receive $200 billion in pension benefits, 
which creates significant economic activity for the communities in which 
they live. 
 
The Changing Landscape 
 
According to Merritt Research Services, LLC, the 250 largest U.S. cities 
(by population) contribute annually about $86 billion to public employee 
pension plans, which is equivalent to roughly 10% of their annual 
operating budget, and an increase from 7.5% just 5 years ago. The 
growing liability has been driven by many factors, including the failure to 
pay the required annual contribution, benefit enhancements that weren’t 
actuarially funded, a singular focus on the return on asset assumption 
(ROA) and little focus on the actual liability unique to each plan, along 
with significant investment losses at various times throughout the first 
decade of the 21st century.  Many of these factors are within the control 
of the plan sponsor organization and their board. 
 
To deal with these negative developments, public agencies are reducing 
staff through furloughs, layoffs and attrition.  In fact, state and local 
government workforces are 3.5% below peak employment in 2008, which 
is equivalent to approximately 600,000 jobs.  Furthermore, salaries are 
being frozen or cut, and employees are being asked to fund a larger share 
of their benefits.   
 
Since 2009, 42 states have made changes to their pension benefits, 
required employee contributions, or both.  Additional reforms have 
included higher retirement ages, more required years of service, longer 
vesting periods, elimination of employee non-contributory plans, anti-
spiking policies, and reduction in the use or elimination of COLAs. 
 

Feasible DB Alternatives? 
 
As public pension plan expenditures have grown, there has been a real 
push to pursue alternative retirement vehicles.  The most notable 
alternative retirement tool has been the defined contribution plan, but 
hybrid plans have also emerged.  In fact, Nebraska provides a cash 
balance plan for its state and county workers. In addition to Nebraska, 
many states, including Georgia, Indiana, Michigan and Ohio, provide their 
employees with a combined DB / DC plan, which have a reduced DB 
component.  These altered retirement vehicles come with the loss of a 
human resource management tool, as the DB plan is particularly helpful 
in retaining qualified workers.  Furthermore, a pension plan promotes the 
human resource management objective of orderly turnover (retirement) 
or the ability to retire at an appropriate age.  Orderly turnover facilitates 
workforce management objectives and can modulate salary growth. 
 
Unfortunately, the results from these plan changes have not been as 
successful as had been hoped.  In fact, West Virginia switched its  
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teachers to a DC plan in 1993 only to move them back to a DB plan in 
2005.  Michigan, which only has a DC plan for workers hired since 1997 
has seen their DB costs rise by 17%, and are only saving money because of 
the low participation in the new DC plan.  Regrettably, there are other 
examples of negative results from a migration away from the DB plan. 

 
Consider a New Game Plan  
 
As we’ve touched upon in several of our Fireside Chats, the use of DC 
plans as the primary retirement vehicle can be a difficult proposition, as 
many employees are uncomfortable managing their retirement plan.  On 
average, DC plans have higher cost structures and lower investment 
returns, and may be prone to asset leakage from individual accounts 
through participant loans and premature withdrawals.  Furthermore, the 
timing of a DC plan participant’s retirement can have a dramatic impact 
on whether one experiences a happy or challenging outcome.  Just think 
about those DC plan participants who were in the process of retiring in 
2007-2009.  Unless they reallocated their account assets to safe havens 
prior to the downturn, they likely witnessed catastrophic performance 
returns in their portfolios, which may have impacted the timing of their 
retirement decision. 
 
Although DB plans aren’t perfect and pension reform is needed, the U.S. 
economy cannot support the loss of millions of consumers who retire 
without the financial means to do so. DB plans provide a stable monthly 
stipend that will likely keep participants from falling into poverty.  The 
pension community needs to act quickly to reform the weaker DB plan 
elements to prevent further erosion.!Plan sponsors should consider a new 
game plan and become more liability aware in conjunction with trying 
to achieve their plan’s return parameters (ROA). Importantly, your plan 
would not need to adopt an LDI strategy in order to become more 
liability aware.  We believe that with a new focus, you can place your 
organization on the path to achieving the goal of providing plan 
participants the benefits they were promised.  We would be happy to 
share strategies to accomplish this objective.  
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