Utah Retirement Systems Reform – Frequently Asked Questions

(1) What is the current situation of URS’ Defined Benefit pension system?

The financial crisis of 2008 has opened up a $6.5 Billion unfunded liability in the Utah Retirement System.  Instead of earning the expected rate of return of 7.75% on the portfolio in 2008, the pension fund lost 22.3%.  The net result is that the pension fund is 30% lower than we need it to be to meet our obligations.

The pension system did not recover from 2008 losses in 2009.  The pension system earned a 13% return in 2009.  While 13% is an exceptional rate of return, 7.75% went to cover the expected rate of return and the remaining 5.25% barely covered the interest we were expected to earn on the missing $6.5 Billion.  In short, the 2009 pension returns did little to close the $6.5 Billion gap.

To grow our way out of the pension problem, we would need to average double digit returns each year for over 20 years, far above our expected return rate of 7.75%.  We cannot grow our way out of this problem – instead, we will need to increase contribution rates to pay off the $6.5 Billion gap (and the compounding interest we needed to earn on that amount).

Current modeling from URS’ independent actuaries projects ongoing funding of $400 Million (plus 4% annual growth) for 25 years to pay for the $6.5 Billion unfunded liability.  For fiscal year 2011, employer contribution rates to the pension system are increasing significantly (2.1% for the State & School system; this equates to ongoing funding of $75 Million).  According to Robert Newman, URS’ Executive Director, “contribution rates for all retirement systems will continue to increase over the next 3 to 5 years and will remain at historically high levels for the next 20 to 25 years.”  (see Letter dated January 26, 2010)

The 2008 market collapse will strain State budgets for years to come.  To put $400 Million ongoing funding in perspective, it equates to:

· 8% to 10% of all State & School payroll for 25 years

· Approximately 8,000 teachers kept out of classrooms for 25 years

· Public education growth for the next five years

· 19% of current State Public Education funding

· 57% of current State Higher Education funding (general fund)

· 68% of current State Health & Human Services funding (general fund)

· 75% of current State Medicaid funding (general fund)

· 100% of current State Transportation budget

(2) Why is pension reform important?

Another market collapse, similar to the 2008 financial crisis, could bankrupt the State, making it impossible to both operate and meet its Defined Benefit commitments.   

For example, a 6% return over the next 25 years instead of a 7.75% return would lead to a $14.4 Billion unfunded liability (see November 10, 2009 letter from Gabriel Roeder Smith & Company; Exhibit 2), nearly 2.5 times our current general fund budget.

(3) What are the goals of pension reform?

The #1 goal of pension reform is to ensure that the State & Local governments can meet 100% of their pension obligations to their current and retired employees.  

(4) What are the key elements of pension reform?

Post-retirement reemployment – We need to address our post-retirement reemployment (double dipping) rules to ensure that we have a true “Retirement” system, not a “supplemental income” system.  

New system for future employees – We need to alter and reduce retirement benefits for new employees so we can, over time, (1) reduce risk to the current Defined Benefit system, and (2) free up revenue to offset the contribution rate increases.  We should not make new long-term pension commitments until we are 100% certain we can meet the obligations we have made to our current and retired employees.

Changes for Current Employees – We need to consider marginal changes to benefits for current employees to free up revenue to offset the contribution rate increases.

(5) What bills are part of the pension reform package?

a. “New Public Employees’ Tier II Contributory Retirement Systems Act”

i. Status – Protected until URS finishes comments; hope to have it numbered by February 5th
ii. Overview – All new employees hired after July 1, 2011 will be hired under a new retirement system.  New employees will receive 8% of their salary towards retirement, and can choose to spend that 8% on (1) a Defined Contribution Option or (2) a Hybrid Defined Benefit/Defined Contribution Option.

b. SB 43 – “Post-Retirement Employment Amendments”

i. Overview – Retired employees rehired into a full-time position with a URS participating employer after July 1, 2010 will be required to suspend pension payments, but will receive additional service credit to enhance their pension.  Retirement service credit caps will be removed for Public Safety and Firefighters systems.  401(k) payments for existing rehired retirees will no longer float with the Defined Benefit contribution rate, but will be capped at the “normal cost” Defined Benefit rate (the originally modeled rate; ~12.5% for the State & School system). 

c. SB 94 – “Supplemental Benefit Amendments for Noncontributory Public Employees”

i. Overview – Removes the 1.5% 401(k) payment for State & School employees hired after July 1, 1986.  This bill is primarily a financing tool to offset contribution rate increases.  It will free up almost $24 Million ongoing.  This move is consistent with recent 401(k) suspension decisions made by Local government employers and the private sector.

d. SB 42 – “Retirement Eligibility Modifications”

i. Overview – Phases in a five year increase in minimum years of service for public employees.  Removes early retirement discount for employees who are not yet 65 and who have not met minimum years of service for retirement.  This bill is primarily a financing tool to offset contribution rate increases.  It will free up almost $30 Million ongoing.

ii. NOTE – We will not need to proceed with SB 42 if we are able to pass SB 43 (post-retirement rules); the actuaries expect SB 43 to generate the same savings over time. 
(6) How will current employees be impacted by the proposed legislation?

Current employees should not be affected by the major pieces of pension reform (the “New Public Employees’ Tier II Contributory Retirement Systems Act” and SB 43 “Post-Retirement Employment Amendments”).

Under SB 94,  State & School employees hired after July 1, 1986 would no longer receive the 1.5% 401(k) contribution.  

Under SB 42, younger employees would be required to work additional years before they could retire while older employees would be unaffected.  We will not proceed with SB 42 if we are able to pass SB 43 (post-retirement rules); the actuaries expect SB 43 to generate the same savings over time.
(7) How will retired employees be impacted by the proposed legislation?

Retired employees will not be affected by any of the retirement reforms.

(8) How will retired / rehired employees be impacted by the proposed legislation?

Currently retired / rehired employees will be marginally affected by SB 43 in that they may see a 2% to 3% reduction in their current 401(k) payments.

(9) How will future employees be impacted by the proposed legislation?

Future employees will receive 8% of their salary towards retirement, and can choose to spend that 8% on (1) a Defined Contribution Option or (2) a Hybrid Defined Benefit/Defined Contribution Option.

(10)  Common misstatements / misconceptions used to argue against pension reform:

a. URS says that Utah’s pension system is fundamentally sound and should not be changed

URS’ independent actuaries from Gabriel Roeder Smith & Company issued a letter on November 10, 2010 demonstrating the issues that face the retirement system, including the $400 Million ongoing funding that will be required to make the system actuarially sound.  Bob Newman, URS’ Executive Director, issued a letter on January 26, 2010 supporting the actuaries’ assessment of the retirement system.  

Many public employees have been confused by statements from Bruce Cundick in URS’ 2008 annual report stating that the retirement system is actuarially sound.

b. The pension system has recovered just like my personal 401(k)

Defined Benefit pension systems are significantly different than 401(k) plans.  In 2009, the pension system earned 13% but still made over $1 Billion in payments to retirees during that same period.  Defined Benefit plans do not have the option to stop paying retirees to allow time for the pension system to recover.  

Also, the Defined Benefit pension system is a blended portfolio with over 30% of its assets invested outside of the stock market.  Many of those investments have not recovered from 2008 losses, including bond portfolios and real estate assets.

c. The system is 88% funded and is not in trouble

URS’ pension rules require losses to be smoothed over a 5 year period.  According to Bob Newman, URS’ Executive Director, “80% of the 2008 negative return will be recognized over the next four years” (see letter dated January 26, 2010).  URS’ actuaries project URS’ funded ratio to decrease to 70.5% over the next 4 years (see letter dated November 10, 2009; Exhibit 1).

d. The pension system has been in this situation before and came through just fine

The pension system has never been in this situation before.  According to Bob Newman, URS’ Executive Director, contribution rates will increase over the next 3 to 5 years and remain at historically high levels for 20 to 25 years (see letter dated January 26, 2010).

e. Utah’s pension system is in far better shape than other states

This is accurate.  Utah’s pension system is in far better shape than other states because we are and have been committed to fully funding our system.  Governor Herbert’s budget wisely funds the 2011 contribution rate increases.  The Governor and the Legislature will not “kick the can down the road” like other states have done.  But the Governor and Legislature will also not ignore a significant risk to Utah’s ability to meet its obligations to its current employees and retirees.

f. You are hurting public employees

The #1 goal of pension reform is to ensure that the State & Local governments can meet 100% of their pension obligations to their current and retired employees.  

g. You are balancing pension reforms on the backs of future employees

The market crash of 2008 and the structure of our Defined Benefit pension system have already deprived new employees of 8% to 10% of their wages for 20 to 25 years.  By changing the pension system for new employees, contribution rates will begin to decrease in the next 5 or 6 years, freeing up funds to better compensate new employees. 
(11)  Common arguments against prospective system?

a. 8% towards retirement is not enough

An 8% contribution to retirement is 2 to 4 times higher than comparable private sector retirement benefits.  State employees also participate in the Social Security system.

b. Defined contribution programs don’t work

The proposed defined contribution plan will be managed by URS and borrowing against the defined contribution plan will be prohibited.  This will help insure against poor personal investment and borrowing decisions.
c. In the Hybrid DB/DC option, 1% service credit per year is not enough

Employees who select the Hybrid DB/DC option will supplement their 1% DB service credit with additional DC investments.  
d. In the Hybrid DB/DC option, a 35 years is too long to work (especially for Public Safety and Firefighters)

The New Retirement system assumes that public employees will continue to be employed in full-time positions until they reach their 60s, similar to private sector employees.  It is designed to ensure that public employees have retirement resources when they are unable to work in full-time positions.
e. The system should be studied before legislation is passed

The New Retirement System will go live on July 1, 2011, allowing for (1) an additional independent actuarial study, (2) additional interim study, and (3) an additional Legislative session to adjust and/or change the New Retirement System before it “goes live.”
(12)  Common arguments against post-retirement reemployment changes?

a. Utah will lose experienced public employees to retirement

Utah loses experienced public employees every year.  The changes to the post-retirement reemployment rules will prevent public employees from “retiring” early only to come back to the same job, collect a pension check and a paycheck.

b. Early retirement and reemployment actually saves money because retired employees are hired back at a lower wage

Earlier than expected retirement drives up the cost of pension benefits through higher contribution rates for current employees  (see Performance Audit of the Cost of Benefits for Reemployed Retirees and Part-time Employees – Number 2009-17).
