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I am pleased to be here today to discuss with you the
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General Accounting Office report to the Congress on %Funding

of State and Local Government Pension Pléiﬂ: A National
Problem."

The Congress has long been concerned about the conditi
of State and local government pension plans. The Employvee
Retirement Income Security Act of 1974 called for studies
of whether similar legislation was needed for such plahs.
Accordingly, to assist the Congress in its deliberations
on the need for legislation, we undertook this stﬁdy.

Almost all public pension plans ha&e unfunded accrued
liabilities and Qill continue to have such liabilities for
many years. The major problem posed to State and local

governments by any standard for funding, especially Federal

on

standards like those imposed on private employees, would be:

how much more they would have to pay each year during the
amortization period to finance the unfunded accrued liabili
It has been estimated that the unfunded accrued liabilities

of all State and local government pension plans were as muc
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as $175 billion in 1975, and these liabilities have grown
since then.

SCOPE OF STUDY AND APPROACH

To investigate the potential financial impact of pension
funding reform, we looked at the funding of 72 pension pians
administered_by 8 States and 26 local governments within those
States. We used the ERISA standard for funding private plans
as the criterion in analyzing the selected State and local
plans. However, we do not take a position on what the funding
standard for State and local pension plans should be.

The plans we examined cover about 1.4 million active
members and pay pensions to about 425,000 retirees or benefi-
ciaries. The 72 retirement systems had assets valued at
$18.3 billion and unfunded liabilities of about $29 billion.
The governments contibuted $2.4 billion t? the plans dufing
the financial year selected for review. In each State, we
reviewed the pension plans of selected local governménts withv
large, medium, and small populations. Generally, we examined
at least one plan administered by the State Government and
ail of the plans under the selected local governments.

For most plans we obtained the most recent actuarial
studies, made a cursory evaluation, and found that they were
generally prepared in accordance with recognized actuarial
procedures, although these procedures did not necessarily

comply with those required‘of private plans under ERISA.



Where actuarial studies for the pension plans were not
available, our actuaries using data obtained from the
plans estimated the unfunded accrued liabilities.

RESULTS OF STUDY

Of the 72 State and local pension plans we reviewed,

19 met the ERISA minimum funding standard for private‘
pension plans. That 1is annual contributions included
amounts sufficient to cover the normal annual costs and

to amortize the existing unfunded liabilities over a
specified future period of not more than 40 yearé. The
other 53 plans were not receiving large enough contributions
to satisfy the ERISA funding standard. If the 53 pension
plans—--11 State and 42 local Government systems--adopted an
ERISA~-type funding standard, it wouldvrequire an additional
$1.4 billion annually. Many of the State and local govern-—
ments would have to raise their contributions to some of
tﬁe plans by more than 100 percent, a few by more than

400 percent.

The costs under ERISA, in addition to existing pension
costs, would require the equivalent of up to 49 percent more
of the tax revenues of the affected jurisdictions. For
example, to meet the ERISA funding standard iﬁ Pittsgurgh,
pension costs would require about 33 percent of tax revenues,
compared with the 13 percent now going for pension costs.

According to a Pittsbugh official, funding of the city's
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pension plans up to the ERISA standard could lead to bankrupfcy.
 In Readiﬁg, Pennsylvania, pension fundihg under FRISA would

take an amount equal to about 40 percent of taxes, compared

with the 15 percent currently contributed. A Reading City
official believed that the citizens would resist any tax increasé
for pension funding. |

Clearly, added pension costs to meet an ERISA-type
amortization standard would be a devastating drain on
the incomes of some jurisdictions. A systematic funding
pian for amortizing the unfunded liability o?er a specified
period could help avert fiscal disaster for a number of
State and local governments;

To illustrate the need for systematic long-term funding,
we selected three pension plans now on a pay-as-you—-go basis,
one in Boston, one in Pittsburgh, and thé Delaware State Police
Pension Plan. We projected their pension costs for 41 years,
both under the pay-as-you-go method and under actuarial funding
as prescribed by ERISA.

The projections for ali three plané show that annual costs
for pay-as-you-go funding are initially less than those for
actuérial funding. However, pay-as-you-go fuhding costs eventually
exceed the annual costs of actuarial funding. Under:actuarial
funding, after 40 years the initial -.unfunded liability will have
been completely amortized, so the annual contribution will

drop to the amount needed to cover normal costs. Under




pay—as—you—go funding, on the other hand, after 40 years
‘the unfunded liability will have grown to enormous propor-
tionsband the annual payout will continue to increase.

For example, the Delaware State Police Plan as of

September 1976 had an actuarially calculated unfunded liability
of over $80 million,_and was on a pay-as-you-go basis. Pro-
jection of penéion costs for this plan shows that pay-as-you-
go yearly contributiéns would exceed actuarial contributions
by the 17th year, assuming a 40-year amortization period.

On the pay-as-you-go basis, the unfunded‘liability is-
projected to increase after 40 years by about 3-1/2 tihes——
from $80 million to $286 million. Amortization at the end
of 40 years of the increased liability over a 40-year period
and the paymenf of nofmal costs would reguire a yearly payment
of about $43 million--an amount‘almost five times greater

than the amount required to start amortizing the September 1976

unfunded liability.

A number of State and local governments have begun to

"tackle the problem of pension funding. Pension reform actions

taken range from attempting to identify the problem, to adop-

ting and implementing measures to solve it.
A major obstacle to pension reform is the immediate cost
impact. f%i;ause of voter opposition to tax increases, State

and local governments are using or considering other approaches
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to finance pension reformgg/ ééme jurisdictions are reexamining'
their pension provisions and looking for ways to control or
reduce pension costs.

Nationwide voter resistance to tax increases has been
spotlighted by the much publicized Probosition 13, the
initiative overwhelmingly passed by Célifornia voters in
June 1978. Proposition 13 drastically cut back and limited
local prbpetty taxes—-a major source of revenues for pension
financing by local governments. In Los Angeles, for example,
over 53 Percent of the property taxes collected in 1977 went
into contributions to retirement Systems. Los Angeles and
Oakland officials said that Propbsition 13 would severly
hamper any compliance with an ERISA-type funding requirement.
In both cities, services and personnel would have to be cut
in ordér to fund pension costs. |

Officials of the three cities we visited in Massachusetts
were not willing to begin funding their pension systemé on a
voluntary basis. They said that, without State or Federal
financial support;‘the burden of funding would raiée local
property tax rateé that were already too high. The point
was uhderscored by Massachusetté voters oﬁ Novembexr 7, 1978,
when they overwhélmingly passed an initiative to preveht

sharp increases in residential property taxes.



The Deputy Mayor of Boston viewed the problem of pension
reform in the light of the principle of political and fiscal
accountability. He pointed out that, because the State wrote
the pension law that mandated pay-as-you-go financing in the
past,>it should help local governments with the resulting
financial,burdén.

Givén the obstacles to tax increases, some States
are using or considering other approaches to finance pension
reforms,/{;cluding extending expiring taxes, substituting
user charges for taxes, and using Federal revenue éharing funds,/

Some jurisdictions, in looking for ways‘to soften the
future impact of unfunded pension benefits, héve reexamined
th;ir pension provisions and found that they can reduce pension
costs by (1) controlling benefits subject to annual adjustment,

such as cost-of-living increases, (2) imposing tighter eligi-

' bility standards, (3) establishing new plans with lower benefits

for new hires, and (4) integrating pension plan benefits with

‘Social Security benefits.

FEDERAL REGULATION OF
PUBLIC PENSION PLANS

There is a question as to the ektent of the Federal
Government's constitﬁtional authority to regulate S?ate
and local government pension plans. However, notwith-
standing this uncertaintzﬁégge Federal Government does
have a direct interest in State and local government pension

plans through its grant programs./ GAO estimates that about
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$i billion in retirement contributions is being reimbursed
yearly to State and local governments under Federal graﬁt
programs. This amount would increase considerably if the
State and local governments were required to adhere to the
funding standards of private plans. |

CONCLUSIONS

In conclusion, the General Accounting Office believes
that pension reform at the State and local le&els is moving
slowlxj/and the prospects for significan£ impfovement in
the foreseeable future are not bright. |

It is clear that, to protect the pension benefits
earned by public employees and to avert fiscal disaster,
State and local governments should fund the normal or current
cost of their pension plans on an annual basis and amortize
the plans' unfunded liabilitieé.

\}Qlthough sponsoring governments are responsible for

sound funding of State and local governmnent plans;‘the Federal
Government has a substantial interest in these pension plans.
Many jurisdictions have relied more and more on Federal grant
funds and revenue sharing to help meet pension'plan costs.
These plans directly affect the continue well-being and security
of millions of State and local government employees and their

dependents.



" Therefore, it might be in the national interest fof the
Congress’to aSsuré,vthrough legislation, the long—térm financial
stability of these pension plans through sound funding standards.
But the Federal Goverment's authority to regulate State and‘local
government plans has not been resolved?/

RECOMMENDATION TO THE CONGRESS

Accordingly, the General Accounting Office has recoﬁmended
that the Congress closely monitor actions taken by State and |
local governments td improve the funding of their pension plans
to determine whether and at what point congressional action may
be necessary in the national interestvto prevent fiscal disaster

and to protect the rights of employees and their dependents.






