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Ohio’s Public Employee
Retirement Systems:
Funding Requirements
and Related Issues

DeBrRA PELLEY

Are Ohio’s five public employee retirement systems adequately funded? Generally yes, this paper concludes. Moreover,
the author points out ways to make sure they remain so. Funding and other retirement issues, along with basic
information, are presented in a non-technical, understandable manner. The paper reviews an alternative approach to
providing retirement benefits, a defined contribution plan, such as the one established by Am. Sub. H.B. 586 of the 121st
General Assembly for faculty and certain administrative staff at state universities and colleges. It examines the fiscal
implications of adopting such an approach for any group of public employees.

any public employees and
policy observers today are Figure 1: Retirement System Members and Beneficiaries

concerned about the System Active Inactive Beneficiaries
. . Members Members
adequacy of funding of public PERS 365,383 127,491 116,705
retirement systems and the STRS 166,623 116,177 83,136
: : - SERS 100,784 58,935 52,413
app_roprl_atene_ss qf their benefit PEDPE 24,583 1184 10,522
design, including issues related to HPRS 1,455 12 826
health care and alternative Total 658,828 303,799 272,602

retirement plans. This paper
examines these issues inregard to  government employees. As Figure 1
Ohio’s public retirement systems: the shows, the systems vary greatly in size.
Public Employees Retirement System

(PERS), State Teachers Retirement  “Active” members are those who are
System (STRS), School Employees currently employed in a position
Retirement System (SERS), Police andcovered by a state retirement system.
Firemen’s Disability and Pension Fund “Inactive” members are defined as

(PFDPF), and Highway Patrol those who are no longer employed in a

Retirement System (HPRS). covered position but have not yet
retired and have not withdrawn their

Membership, Contributions, contributions. “Beneficiaries” are

and Benefits: An Introduction retirants and the recipients of survivor
benefits.

The five retirement systems provide
pension, disability, survivor, and health The retirement systems obtain their
care benefits for state and local funding initially from member and
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employer contributions.
These contributions are Figure 2: Member and Employer Contribution Rates
invested, and the System Member Rate Employer Rate
resulting additional . PERS - state 8.50% 13.31%
revenues are deposited
the retirement funds PERS -local 8.50% 13.55%
Over the past several PERS - law enforcement 9.00% 16.70%
years, investment incom{ STRS 9.30% 14.00%
has made up a significar] Ssers 9.00% 14.00%
portion of the systems’ | prppF - police 10.00% 19.50%
revenues. PFDPF - fire 10.00% 24.00%
The member and HPRS 10.00% 24.00%

employer contribution
rates are expressed as a percentage ofare paid to qualified beneficiaries after
payroll; i.e., the member contributes a the death of a retirant or eligible

given percentage of his or her salary, member.

and the employer contributes an amount

that is equal to a given percentage of thRetirement Funding Policy
member’s salary. The Ohio Revised Issues

Code establishes specific employer and

member contribution rates for PFDPF 1) Are the Contribution Rates

and member rates for HPRS. For all the for the State Retirement

other retirement system contributions Systems Adequate?

except the PERS law enforcement
division (PERS-LE), current law 2) Should They be Increased or

establishesnaximunrates, with the Decreased?

actualrates established by each 3) Will Baby Boomer

system’s board. In the case of PERS-LE Retirements Cause a Funding
employer and member contribution Crisis?

rates, current law authorizes the PERS
Board to set the rates without reference
to maximums. The current rates are
shown in Figure 2. Because legislative action would be

required to change the level of benefits
The systems’ revenues are used to payor to increase contribution rates above
“age-and-service,” disability, and the statutory maximums, these changes
survivor benefits to eligible individuals could not automatically occur as a
according to formulas specified in the consequence of any changes in a
Revised Code. “Age-and-service” system’s liabilities. However, the
benefits derive their name from the  funding mechanisms used by Ohio’s
criteria used to determine the member’setirement systems are designed to
eligibility for retirement. For normal  avoid the type of crisis that would
age-and-service retirement, the benefitrequire such changes. As a result,
formulas are based on years of service Ohio’s retirement systems are (and are
and the average of the member’s three likely to remain) adequately funded.
highest years of earnings.

4) Will Benefits be Reduced as a
Result?

In order to understand how the state
Disability retirement benefits are retirement systems will deal with a
provided to an eligible member whose large number of baby boomer
working career has been ended by a retirements, it is necessary to look at
disabling condition. Survivor benefits how the systems finance their

.
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pensions. Two fundamentally different liability, the actuary uses demographic

approaches to pension financing are data that includes the actual salary, age,

possible: 1)pay-as-you-go and and service of each of the system’s

2) pre-funding on an actuarial basis ~members, as well as reasonable actuarial
assumptions about salary growth,

In apay-as-you-gosystem, such as disability rates, retirant mortality rates,

Social Security, pensions are not fundeidvestment returns, and expected rates

in advance, and contributions at any of retirement at various ages. Therefore,

given time match or slightly exceed  a large number of members retiring at

cash benefit payments. Contribution about the same time would not be a

rates in a pay-as-you-go system surprise to the system, because

increase over time, as the number of calculations have been made of how

retirants and number of benefit much the system owes these members

payments increases. In contrast, and approximately when the payments

pension benefits under the state are to begin. Any marked increase in

retirement systems apge-funded. the number of retirants that may occur

Under this approach, money is set asidas the baby boomers reach retirement

for the payment of future benefits. Thisage is already accounted for in the Thé state retirernent
results in the accumulation of reserve system’s annual actuarial valuation. systems are designed

assets that then produce investment Because the annual actuarial valuation to have contribution
income. Based on this approach to  completely recalculates assumed future afes that ’e’l"a"”
funding, an adequately funded system experience, taking into account all past igg;?;rlvTZf;oyss
has the funds on deposit to pay benefitdifferences between assumed and actuadenerations.

As long as the benefit structure remainsxperience, it continuously permits a
constant and the actuarial assumptionssystem to make adjustments in its
used by the system continue to providefinancial positiort. The systems also

a reasonable portrayal of reality, the use five-year actuarial studies to
contribution rate remains determine appropriate changes in their
approximately constant over time and actuarial assumptions. Long-term
across generations. However, if a actuarial forecasts are used by the Police
significant increase in the benefit and Firemen'’s Disability and Pension
structure would occur (e.qg., if the Fund (PFDPF) as the primary tool in
General Assembly enacted a more  determining the adequacy of that
generous age-and-service retirement system'’s contributions.

formula), additional funding would be

necessary, through either increased In summary, the systems were actually
contributions or a longeamortization  designed to accommodate fluctuations
period a concept that is discussed  over time in the number of retirants.
further below.

What Methods are Used to
In each system’s annual actuarial Determine Retirement System
valuation, its actuary makes Funding Needs?
determinations regarding the adequacy
of the contribution rates in the funding A variety of actuarial cost methods are | St s et
of the system’s liabilities. “Actuarial ~ available to determine the contribution o .>~ =" gygtem L o
accrued liability” (AAL) is liability for  rates that are necessary for the pre-  annual Actuarial Valuation
service already performed by former funding of pension benefits. Because of Active and Inactive
and present members of the system. Ithe state retirement systems do not all Members December 31,
other words, AAL is how much money use the same method, a brief descriptiof?2>: by Gabriel, Roeder,
the system owes based on the service of these methods may be helpful in igggr‘if o
completed to date by retirants and understanding data regarding their (Columbus, August 8, ;
current members. In calculating this funding needs. 1996), VI-2.
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Pension benefits
under the state
retirement system are
pre-funded. Under
this approach, money
is set aside for the
payment of future
benefits.

2 |bid., VI-8.

3 Dan M. McGill,
Fundamentals of Private
Pensions5d ed.
(Homewood, lllinois:
Richard D. Irwin, 1984),
317.

4 Police and Firemen’s
Disability and Pension
Fund of Ohio,
Comprehensive Annual
Financial Report for the

Year Ended December 31,

1995(Columbus, June 26,
1996), 9. This separate
cost component is still
being paid off in
installments by these
employers. ' As of
December 31, 1995,
unfunded accrued
liabilities totalling over
$209 million were being
paid over a 67-year period
that will end in 2035.

5 Ohio Retirement Study
Commission Adequacy of
Contribution Rates for the
Police and Firemen’s
Disability and Pension
Fund: Review and
Recommendations
(Columbus, December 14,
1994), 1.

¢ McGill, 316-321.
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For PERS, STRS, SERS, and HPRS, the- is funded over the working
entry age normalcost methodis used, lifetimes of the current membetsA
which provides for contributions that  look at how PFDPF was created may
are equal to a level percentage of salarye helpful in understanding why it
over an individual's working years. does not use the same actuarial cost
Under this cost method, the retirement method as the other state retirement
system’s costs in any given year consistsystems.
of two components: the cost of service
rendered this year (the normal cost) andAs the newest of the state systems,
the cost of liquidating over a given PFDPF is unique in that it began
number of years the unfunded portion obperating in 1967 with the transfer of
liability for past service (the $75 million from 454 separate,
amortization payment). Unfunded severely underfunded local police and
liability is the portion of the actuarial  firefighters funds. In the legislation
accrued liability that is not covered by athat created PFDPF, the unfunded
system’s assets. A system’s accrued liabilities of all the separate
amortization period is defined as the  funds that were combined to form the
length of time necessary for the new system were segregated into a
liquidation of its unfunded liability. separate component, totalling $415
The total normal cost of benefits for the million, that was to be financed by
current members is funded over their  payments from the local government
working lifetimeswhile the unfunded  employers that owed the original
liability is funded over themortization liabilities.* These payments were to be
period independent of the rates established to
fund benefits accrued after the creation
of the new system. Because the intent
of the General Assembly in providing

If a system has been actuarially pre-
funding pension benefits, why does it
have unfunded liabilities@nfunded for the separate payment of these past
liabilities exist mainly for two reasons: liabilities appeared to be that no
1) the addition of benefit enhancementsfurther unfunded liabilities were to be
that apply retroactively to service created, PFDPF adopted its version of
already rendered, and 2) actual plan  the aggregate actuarial cost method.
experience that is less favorable than Given the specifics of the situation,
assumed. Because it does not represetthis method was believed to be
a bill payable immediately, the mere  appropriate because by definition it
existence of unfunded liabilities is not treats all costs as current costs which
necessarily problematic, but it is are to be funded over the working
important that they not be permitted to lifetimes of current membefsThis is
reach unreasonable levels, and that thein contrast to the entry age normal
be controlled through a sound method ofnethod, which uses a set amortization
payment over a reasonable period of period to pay off unfunded liabilities.
time? Because the aggregate method — the
one used by PFDPF — generally
PFDPF uses a variation of the results in a shorter funding period,
aggregate(also known as “frozen initial actuarial contribution rates set using it
liability”) cost method Under the tend to be higher than they would be if
PFDPF method, the total present value the entry age normal method were
of all expected benefits to be paidto  used.
members as of the valuation date —
reduced by assets and the remaining Because PFDPF logically adopted a
employer accrued liabilities that were different actuarial cost method, any
generated when the system was createdomparisons regarding the funding of

.
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the state retirement systems should bethe state retirement systems. Therefore,
interpreted with a great deal of cautionaccording to the systems’ actuaries, the /s important that

current funding levels are adequate. ~ Unfunded liabilities
not be permitted to

Are the Systems Sufficiently FARLY e p ey
Funded? However, a December 1994 report by  jevels and that they
the Ohio Retirement Study Commission be controlled through
Unlike private sector pension plans, (ORSCJ raised concerns about the a sound mehtod of
federal law does not impose funding adequacy of PFDPF's funding, based EXTEROVaT®

reasonable period of

requirements on state retirement upon an analysis of several actuarial 0
systems, although Ohio’s systems do reports, including the system’s 1993 ®
adhere to Governmental Accounting ~ annual actuarial valuation. The ORSC7 fowever, under Sub. S.B.
Standards Board accounting and report did not recommend an increase 82 of the 121st General
reporting standards. The systems relyin statutory contribution rates for Assembly (passed by the
on the recommendations of their PFDPF, but it did recommend 1) a ﬁeneral PSRRIl

.. . L 1 - ovember 14, 1996), each
actuaries in making determinations stu_dy of the fund_s dlsab.llle program  of tne systems is required to
regarding the sufficiency of their to identify potential administrative or  establish and maintain an
funding’ statutory provisions that could be amortization period of not

beneficial in reducing disability (ArS FeT-30 e,

How successful have the retirement  retirement costs, and 2) the deferral of ; Public Emsployees e

H : H H . etirement System o 10,
systems been at pre-fundmg_pensmn any consideration of further beneﬂ@ e Tt Vallation o
benefits? The annual valuation of eachmprovements unless the contributions

) . . 9 Ohio Retirement Study
of the five state retirement systems  are increased. Commission, This report

contains a statement to the effect that was in response to the

the system’s benefits are adequately The study of the PFDPF disability requirement under ORC

funded. According to the most recent program, completed in November 1996;;‘&3?&1\/;*;2;255%:5“3@

PERS annual actuarial valuation: included a number of R oAt g
recommendatiori$based on an PFDPF rates and b) make

1) The employer rates are sufficient t@nalysis of the program and on best  recommendations which it
fully fund the cost of benefit industry practices and trends in finds necessary for the
commitments being made to effective disability management. The E:ﬂ%’?gmammg QEPERRT
members for service currently study also noted that after reachinga ~ ~ BT
being rendered. After satisfying ~ peak in 1988-90, the average annual Jo'n.tttl‘egt'sg'vg %
current cost requirements, the overall rate of disability retirement for ngllir:IR(;Er:merl:t )Iélan;os
remainder of the employer rates aré#oth police and firefighters had Analysis of Police and ’
sufficient to fund over a reasonabledeclined. This was particularly Firemen’s Disability and
period of future years the unfundednoticeable in 1994-95, when it reached Pension Fund Disability
portion of liabilities for service a level that was well below the 1985-g7P!an, Procedures, and
already rendered. ... rate EXpen?ncereport ReSpareg

y William M. Mercer, Inc.,
121st G.A., November 8,

2) Based on the results of the The ORSC evaluation of the adequacy 1996, 19-35. Most of these
December 31, 1995 regular annualof PFDPF contribution rates is not were recommendations for
actuarial valuation, it is our opinion expected to be updated until after tsrzzuizgf:ﬁé'g&;m;?aﬁse
that the Public Employees modifications to the system's disability o0 oo increase
Retirement System of Ohio program have been made based on theprocedural eficiency,
continues to be in sound financial recommendations of the November although a few more
condition in accordance with 1996 study. substantive statutory
actuarial principles of level percent gzgg%esst‘r’]":;;r?g;g;?:t?:r?d’
of payroll financing® It is important to note that because the . \vorkers’ Cpompensation

PFDPF contribution rates are fixed offset. This study did not
Statements that are similar to one or under current law, the system’s board address the system’s
both of these appear in the most recenwould be unable to make any necessaryctuarial funding status.
annual actuarial valuations of each of rate changes. Until 1986, when the  u pig., 51-52.
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Under the current
funding rates, each
system has been
able to pay current
health care
expenses, as well as
create health care
reserves.
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Figure 3: Ratio of Assets to Actuarial Accrued Liabilities

PFDPF rates were statutorily fixed at assets or liabilities for post-

10.00 percent (employee), 19.50 employment health care benefits.)
percent, (police employer), and 24.00

percent (fire employer), each year they This graph shows thaaccording to the
were set according to the rates most recent data available, PERS has
calculated in the system’s annual sufficient assets to pay 90 percent of its
actuarial valuation. The decision of  total actuarial accrued liabilities;

the General Assembly to fix the rates HPRS has 87 percent; STRS, 79

was the culmination of concerns percent; and SERS, 74 percent. If the
expressed by employers that it was  present trend continues and this ratio
difficult to budget for retirement costs reaches 100 percent for one or more of
because the rates were fluctuating the systems, that system will no longer
annually. Because the rates have now have any unfunded liabilities.

been fixed at the same level forten ~ Complete funding of a system’s

years (during which several benefit liabilities has historically been quite
increases have been enacted), it is uncommon. It should be noted that any
likely that they would be insufficient to comparisons among systems on this
fund any further major benefit measure must be interpretetith
increases. Therefore, careful caution due to differences among the
consideration should be given to the  systems in the methods used for

need for any proposed increases of  valuing plan assets and accrued

significant size. liabilities.
How is Retirement System Although this ratio has also increased
Funding Status Measured? for PFDPF during this period, for that

system the historical data provides a
A number of different measures exist different form of funded status
to assess the funding status of information, because a different
retirement systems. One of the most actuarial cost method was used.
common is the trend over time in the  However, in August 1996 the PFDPF
ratio of assets to actuarial accrued actuary prepared a calculation showing
liabilities. Figure 3 shows the progress a funded status of 81.6 percent using
of PERS, HPRS, STRS, and SERS on the same actuarial cost method used by
this funding measure over the years. the other funds, based on data as of
(Note: These amounts do not include January 1, 1996.

.
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Figure 4: Health Care Expenses and Funding

deductibles and co-

System 1995 Health Health Care Employer payments, increasing
Care Expenses Reserves Health Care the service
Rate .

PERS | $353695547 | $7,194,872,43L | 4.29% state requirement for

5.11% local retirants to qualify for

5.89% LE
STRS $165,767,000 $851,228,000 2.00% health care, and
SERS $88,340,780 $138,209,994 4.55% decreasing the health
PFDPF $70,170,717 $203,467,204 6.50% benefits provided if
HPRS $1,959,225 $67,722,419 4.13% A i i

these steps become
necessary in the future.
However, particularly in SERS, where
all retirants with less than 25 years of
service pay a portion of the premium,  or required actuarial
the extent to which it would be methods for post-
practical to increase the portion paid by €mployment health
the retirant is limited. Currently, three At Ll
survivor benefits, the Revised Code  of the systems (STRS, SERS, and .
also permits them to use part of the  PFDPF) require many or all of their
employer contribution to provide post- retirants to pay a health care premitim.
retirement health care benefits. The retirement systems have also
Although PERS and HPRS are the onlymplemented a number of cost
systems that attempt to any extent to containment measures, which include a
actuarially fund health care, each of thereferred retail pharmacy network,
systems has a health care reserve fundnail-order drug plan, case management,
As Figure 4 shows, there is a great deadnd a managed care network for
of variation among the systems in the retirants and dependents without
size of health care expenses and Medicare.
reserves, the ratio of health care -
. . xpense/reserves data

reserves to health care expenses, and Because of the demographic profile of | fects cY 1995 for
the portion of the employer its members (low salaries, late job entrypers, PFDPF, and HPRS:
contribution that is used to fund health age, low average longevity of service, FY 1995 for STRS and
care benefit$? and a large number of active members SERS. Employer health
over age 65), the funding of health care icnacrli(;zt(teh?re;EE)Sedroes glot
Itis difficult for a system to fully pre-  has presented special problems for g charge. L
fund health care actuarially because 1)SERS. This is true because although
o . . Public Employees
it is not possible to accurately the revenues received by the system A etirement System of
determine the amount of health care based on a percentage of the covered oo “Actuarial
liabilities that will be paid out many  employers’ payroll, health care costs  Presentation,”
years in the future, and 2) the rates  are unrelated to payroll (i.e., health carepresentation before Joint
needed to pre-fund at today’s costs arefor a low-salary member costs as much gfgés'fgx? ,Copmg‘l!ttee 5
prohibitive for employers and as for one who is more highly paid), so ¥ 702" 01
participants® Because the a significant proportion of the system’s  columbus, October 25,
Governmental Accounting Standards total revenue must go toward health  1995), 5.
Board has not established funding care costs. Itwas inresponse to this  w |, pgrs the only
standards or required actuarial methodsoncern and to the fact that employer  retirants required to pay a
for post-employment health care contributions were already at their premium are those under
benefits, no basis exists to judge statutory maximum that the General ~ age 65 without Medicare
whether a system has adequate healthAssembly implemented the SERS Part Awho are enrolled in

. the Aetna Health Plan.
care reserves. The systems do possesamployer surcharge in 1988. In effect, ;o spouses and
the flexibility to implement such cost the surcharge permits the system to  gependent children under
reduction mechanisms as charging  receive an amount from employers that the state systems are
retirant premiums, increasing currently is equal to an additional 1.42 required to pay a premium.

Accounting
Standards Board
has not established
funding standards

What About Post-Retirement
Health Care?

Although the primary responsibility of
the state retirement systems is to
provide pension, disability, and
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percent of payroll. This surcharge is the system’s disability retirement costs.

collected for employees earning less  Although this study (completed in

than an actuarially determined minimunNovember 1996) recommended some

salary, pro-rated according to service statutory and administrative changes

earned. The surcharge, combined withta reduce the program’s costs, it also

variety of cost containment measures, observed that PFDPF's disability

has permitted SERS to increase its retirement rate actually declined after

revenues enough to adequately cover its988-90.

health care costs while maintaining a

health care reserve equal to 125 percerfthe continuation of the current

of annual health care expenses. contribution rates for PERS, STRS,
SERS, PFDPF, and HPRS, subject to

Another important factor in health care annual actuarial review, would result in

cost is Medicare. The health care the continuation of the systems’

benefits provided by the state retirementurrent ability to pay pension benefits

systems are secondary to Medicare, and make progress toward paying off

which is generally available only to their unfunded liabilities. Any

retirants over the age of 65. If a decrease in the systems’ contribution

system’s retirement age is lowered, as rates (unless found by an actuary to be

those of PFDPF and HPRS were (to agappropriate) would threaten their

48), an increase in its health care ability to fund benefits for current and
expenses can be expected because of thure retirants. As long as the current
increase in the length of time over contribution rates are found to be

which it will provide primary health adequate to fund the pension benefits
care benefits for retirants before they provided under the Revised Code, no

become eligible for Medicare. increase in contribution rates will be
necessary. However, it is important to

Retirement Funding Policy consider the cost of any statutory

Implications benefit increases that are enacted,

because they may result in the need for
The most recent annual valuations of increased rates. This is particularly
each of the state retirement systems true for PFDPF, because its rates have
have shown that their contribution ratesbeen fixed under the Revised Code
are sufficient to fully fund the cost of  since 1986.
benefit commitments made to members
for service currently being rendered andt is important to note that these
to fund over a reasonable period of  conclusions apply tpensionbenefits.
future years the unfunded portion of  For a number of reasons, including
liabilities for service already rendered. unpredictable rates of health care

The systems’ valuations take into inflation, the lack of any agreed-upon
account any marked increase in the  standards for evaluating the adequacy
number of retirants that may be of post-retirement health care funding,
expected in the future as the baby and the fact that the retirement systems
boomers reach retirement age. are permitted to use various cost

reduction methods for health benefits,
The December 1994 report by ORSC oimcluding reduction of the benefits
the adequacy of PFDPF’s funding did provided, it is not possible to state that
not recommend any changes to the  one specific contribution rate is the
system’s contribution rates, but did correct one fohealth care Under the
recommend the completion of a study teurrent funding rates, each system has
address potential administrative or been able to pay current health care
statutory provisions that could reduce expenses, as well as create health care

.
Ohio Legislative Budget Office



Ohio Issues Development, Transportation & General Government
[~

reserves, although some systems have establishment of DC plans. Although

much larger reserves than others. there has not been an equivalent surge

of state retirement systems adopting DC Mmost features that
Retirement Benefit Design: plans, some examination of the distinguish DC plans
Policy Issues differences between DC and defined ~ from DB plans can be

. . . seen as either
benefit (DB) plans, including the D ARt

Would the Availability of a Defined strengths and weaknesses of each in  gisagvantages,

Contribution Plan (Such as the regard to public employment, has depending on one’s
One to be Established Under Am. occurred recently. point of view.

Sub. H.B. 586) be Beneficial for the 9
State? Most features that distinguish DC plans

from DB plans can be seen as either
The determination that the retirement advantages or disadvantages, depending
systems’ contribution rates are adequaten one’s point of view. In a DC plan,
is based upon the assumption that theycontributions are deposited into a
will be applied to the total payroll of the separate retirement account for each
system. Virtually all state and local participant. Retirement benefits are
government employees in Ohio are based on the accumulated contributions
required to be members of one of the plus actual investment earnings and the
state retirement systems. |If part of the expected length of time that the benefit
membership were to suddenly leave a is to be paid. In contrast, in a DB plan,
system, as would occur if employees the employee receives a benefit
were permitted to elect participation in determined under a specified formula
an alternative retirement plan, the based on years of service and earnings.
funding status of the system would be The two types of plans allocate
disrupted, and it would be necessary foiinvestment risks oppositely. Under a
its revenue requirements to be DC plan, it is the individual participant
recalculated. Because Am. Sub. H.B. who bears the burden of disappointing
586 of the 121st General Assembly investment results or receives the gains
(passed by the General Assembly on  of good results, because the pension
November 14, 1996) creates such an payable at retirement fluctuates, and
alternative plan, STRS, PERS, and SERS&sults are not guaranteed. Under a DB
will face this situation in the near future.plan, the plan bears the investment risk;

because the pension payable at 15 Ohio Legislative Budget
The remainder of this paper, based uporetirement is payable at the promised ~ Office, A Study of the
a study by the Legislative Budget Officerate, regardless of investment results gﬁﬁg‘:gﬁjé'&g‘tﬂﬂmg
(LBO),* discusses the fiscal issues and fund balances. Programfor Cartain
involved in the introduction of an Employees of Ohio’s
alternative defined contribution (DC)  The decision of whether to make a DC Universities and Colleges:
plan. Although the plan established plan available to employees necessarilyA Report Mandated by
under Am. Sub. H.B. 586 is to be for  requires an employer to make decisionsé‘ébné':éFAZ;:r:glthe g
faculty and certain administrative staff aabout which patterns of employment (Columbs, Decefnber 27,
the state universities and colleges, the longevity it wishes to encourage. The 1994). Follow-up research
same general concerns would be presefive currently existing state retirement  on this topic has also been

with the adoption of a DC plan for any systems offer DB plans, as do the vast conducted by LBO
subsequent to the

group of public employees. majority of state retirement systems Har e ek S
nationwide. These plans were designe(f ¢ i
What is So Different About a DC primarily to reward individuals for lFZ ?tate TetaSChetrS ;
L) : . . etirement system o
Plan: lifelong public employment, as is Ohic.An Overvientof

evident in the fact that under current  strs Benefits and Funding
In the private sector, there has been a law, members who withdraw from a (Columbus, February 1,
trend in recent years toward the system before becoming eligible fora 1993).
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The decision of
whether to make a
DC plan available to
employees
necessarily requires
an employer to make
decisions about
which patterns of
employment
longevity it wants to
encourage.

17 As is discussed below,
for STRS this will change

with the enactment of Am.

Sub. H.B. 586.
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pension receive only a refund of the
employee contribution, without
interest;” while those who retire
receive a pension based on years of
service and salary for the three

Ohio Issues
-
on a number of variables, including: 1)
the specific employer contribution
rates set for the plan, 2) whether it
would be necessary for supplemental
contributions to be made to the already

highest-salaried years of service. In aexisting DB plan to mitigate any

DC plan, vesting of both the
employee and employer contribution
usually occurs either immediately or
after a very short time. In general,
those employees who stay with the
employer until retirement are likely
to receive a greater benefit under a
DB plan than they would under a DC
plan. Those who stay with the
employer for only a few years are
likely to receive a greater benefit
under a DC plan than they would
under a DB plan, especially if this
employment is early in life.

In higher education, DC plans are
often called alternative, or optional,
plans.

Would a DC Plan be Less
Costly to the State Than a DB
Plan?

It is true that in general, an employer
has more control over pension costs
under a DC than a DB plan, because
no specific level of benefit is
promised to the employee. Since no
amount of benefit is guaranteed, the
employer’s funding responsibility is
fulfilled as soon as its contributions
are made. However, for a public
employer the possibility exists that
political pressure could develop in
the future for the state to step in and
increase contribution rates or
otherwise supplement benefits for
DC plan participants if their
investments do not perform well. In
the case of a public employer
considering a change from a DB to a
DC plan (or offering a DC plan as an
alternative) the answer to the
guestion of whether a DB or DC plan
costs an employer less is contingent

increase in its unfunded liabilities that
would occur as a result of certain
employees going into the DC plan, and
3) whether health care, disability, and
survivor coverage would be provided
to DC plan participants, as they are to
state retirement system members.

How Could the Introduction of a
DC Plan Affect Already Existing
DB Plans?

How could the introduction of a DC
plan lead to an increase in unfunded
liabilities for the existing DB plans?
Why would this make a supplemental
contribution to the already existing DB
plan necessary? The answers can be
found in the fact that the contribution
rates for the state retirement systems
are based on the assumption that they
will be applied to the total payroll of
the system, including future members.
These rates have been calculated to be
adequate for the funding of benefits
plus the amortization of unfunded
liabilities. Currently, a member who
withdraws from a state system before
reaching eligibility for retirement
receives only a refund of his or her
contributions, and members who leave
their contributions on deposit with the
systems but terminate their state
service shortly after becoming vested
eventually receive benefits that are
worth less than the accumulated
employee and employer contributions
that were made upon their behalf. The
retirement systems base their funding
upon the assumption that the portion
that is not needed to fund these
members’ benefits will be used to pay
the benefits of those members who
continue state employment for an
entire career.
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A DC retirement plan would be before they are eligible to retire.
attractive to some of the younger, This component represents a
newer members of the state retirement decrease in revenues for the state
systems because they may not have systems.

definite plans to remain in state

employment for an entire career. The Actuarial analyses completed for both

forfeited employer contributions made the LBO and STRS studies estimated

to the state systems on behalf of thosethat B (the decrease in revenues for the

employees who elect alternative plan systems resulting from creation of an

participation would no longer be alternative plan) would be greater than

available to subsidize the benefits of A (the decrease in expenditures for the

the older, more costly (in the sense thasystems).

they will actually receive full pensions)

members. In the case of an alternativelf no provision were made to make up

plan for university faculty and for this shortfall (e.g., under Am. Sub.

administrators, this effect would be  H.B. 586, the employer is required to

intensified by the fact that the membersnake a supplemental contribution to

who would be eligible for the the appropriate state retirement system

alternative plan have higher salaries onnitially equal to six percent of the

average than members of the system asalary of each employee electing the

a whole. alternative retirement program) it
would be necessary for the affected

The fiscal effect of the introduction of asystems to increase their contribution

DC plan for the state universities was rates overall in order to continue the

estimated in actuarial calculations for amortization of their unfunded

the 1994 LBO alternative retirement liabilities. The payment of the

plan study, as well as independently inactuarially determined contributions to

a study conducted for STRS.The the state retirement systems would then

effect that the creation of the new plan prevent the creation of the alternative
would have on the state retirement  retirement program from having an
systems actually has two components: effect on the unfunded liabilities of the
affected state retirement systenfkn
A) As employees elect to participate irthe specific case of a alternative plan

the alternative DC plan instead of for higher education, STRS, PERS, and

the state retirement system, the SERS are the affected systems.)

state system would lose any

liability it has for the payment of  Statewide Defined Contribution

retirement benefits to these Plans

employees. This component

represents a decrease in future  West Virginia and Nebraska are the

expenditures for the state systemsonly states with statewide pure DC
plans. However, legislation to create

B) The state system would no longer statewide DC plans has been

receive the contributions thatit  considered in several states, including

currently receives based on the  Michigan and California.

payroll of these employees,

including the forfeited employer  Although it appears that actions taken

contributions that it expected to by states to implement pure DC plans

have available as a result of some on a statewide basis have been quite

employees in this group leaving limited, a number of states in recent

state employment (and years have added DC features to
withdrawing from the system) existing DB plans. For example, the
[
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South Dakota Retirement System alternative plans are provided by
recently adopted an alternative within carriers such as the Teachers Insurance
the state system that permits members and Annuity Association and College
who leave the system to take with themRetirement Equities Fund (TIAA-
all of their own contributions plus CREF), the Variable Annuity Life
interest and a percentage or all of the Insurance Company (VALIC), Fidelity,
employer contributions plus interest, or Aetna.
based on length of service. A similar
plan was adopted in Colorado in 1995. For several reasons, the extent to
The Oregon Public Employees which the actuarial experience of other
Retirement System provides its retirantstates with alternative plans for
with benefits under the greater of a DC universities and colleges can be
or a DB formula and permits each generalized to Ohio is limited. Many
working member to annually electto  of the older alternative plans were
invest a portion of his or her employee established decades ago, at a time
contribution in common stocks. when their effect on the funding status
of state retirement systems was not a
The experience of Nebraska suggests widely recognized concern. In many
that the use of a DC plan would not  states, universitjaculty have either
eliminate concerns about a state’s never been part of the state retirement
retirement funding. Studies conducted system, or for many years have been
for that state in recent years found that required to participate in an alternative
the lack of cost-of-living increases program, with no option to join a state
under the state’s defined contribution retirement system. Consequently, the
County and State Employees Retirememiistence of an alternative retirement
Systems was a major weakness in theiplan has no effect upon the retirement
ability to provide adequate retirement systems of these states because the

benefits}® and contained alternative program and state system
recommendations that the defined serve two separate, distinct groups of
contribution plans be replaced with a employees with no overlap, and
combined defined benefit/defined therefore it is misleading to draw too

contribution plan that would guarantee many parallels with the adoption of an
employees a specified minimum benefi@lternative plan in Ohio. Of the states

floor, and therefore provide some that have adopted alternative plans,
protection from the potential volatility nine require the universities to make
of their investment incom@. In supplemental contributions to the

response to the concerns raised by thes@propriate state systems equal to a
studies, Nebraska'’s state legislature hapercentage of the payroll of current
considered several proposals to increasmployees who select the alternative
the adequacy of benefits under these plan. The size of these contributions
plans, including one that would increasearies from 2.5 percent to 9.33 percent,
both member and employer contributiorbut again the information from other
rates and one that would change the states is of limited value in determining
plans from pure DC to a DB/DC hybrid.what the appropriate contribution
would be in Ohio, because of great

State University DC Plans variation among these states in size of
the existing unfunded accrued liability,
Although DC plans covering public level of contributions to the existing

employees statewide are quite rare, thisystem and to the alternative plan, level
is not the case for public universities, of state system benefits, eligibility for
where in many states DC plans have alternative plan participation (i.e., mix
been common for years. In most casesof faculty and administrators,
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universities and community or technicaDefined Contribution Plans in
colleges), and salaries of alternative the Public Sector: Policy
plan participants in relation to the Implications
system’s total membership.

Defined contribution retirement plans
Under Am. Sub. H.B. 586, the generally provide greater benefits than
contribution to the state retirement DB plans for short-term employees; for
systems made by the employer of an those who remain with the employer for
alternative retirement program an entire career, the converse generally
participant is to initially be equal to sixis true. If a state were to decide that it
percent of salary. This amount is then would be desirable to improve benefits
to be actuarially adjusted after the firstfor short-term employees through the
year of the program’s operation and adoption of a DC plan, it would be

every three years afterward. necessary for an actuary to evaluate the
impact that this would have upon the

Other Benefit Possibilities for unfunded liabilities of the affected state

Short-Term Employees retirement systems. If the adoption of a

DC plan were found to increase these
It also is possible to improve benefits unfunded liabilities, it would be
for shorter-term public employees necessary to increase the revenues of
without the addition of a new DC plan the affected systems, either through
by adding DC features to the existing supplemental contributions or an
DB plans, as the systems in South increase in contribution rates overall.
Dakota, Colorado, and Oregon Under Am. Sub. H.B. 586, Ohio is to
discussed above have done. Amendedleal with this situation through the use
Substitute H.B. 586 includes such a  of supplemental contributions to be
change for STRS. This provision paid to the state retirement systems by
permits any individual who withdraws the universities and colleges that
from STRS membership to receive a employ the alternative DC retirement
refund that includes interest based on program participants.
years of service, and if that individual
has five or more years of service, part If a state retirement system were to
of the employer contribution would adopt another mechanism (as STRS
also be refunded. According to the will under Am. Sub. H.B. 586) to
STRS actuary, over the long term the improve retirement benefits for short-
value of the health care forfeited by = term employees, such as paying interest
members receiving refunds under this on refunded employee contributions, it
provision will exceed the cost of payingwould also be necessary for the
interest on refunds. If this provision actuarial impact to be evaluated and
were extended to additional retirementany necessary adjustments in

systems, it would be necessary to contribution rates to be made.
analyze the fiscal effect upon each one

separately.

[
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