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Actions and Effects of Public Pensions 
 

Debbie Skoczynski is a single mom who began saving for retirement while working at 

Comdisco, a computer leasing company.1 She had nearly half-a-million dollars in her private 

pension saving plan, known as a 401(k). On July 16, 2001, Comdisco filed for bankruptcy during 

the Dot Com bust.2 Debbie, along with 4,200 other employees, lost their jobs and their retirement 

savings.3 When a private pension is underfunded, people— like Debbie Skoczynski— lose their 

earned payments. When a public pension is underfunded, the law guarantees their payment 

whether or not they actually have the funding.  

Public-sector pensions are currently faced with the reality of severely underfunded pension 

liabilities. It is difficult to assess the exact amount of unfunded pension plans, but “they range 

anywhere from $750 billion to more than $4 trillion— enough to cover a $60,000 salary and 

benefits package for 625,000 to 1.2 million new elementary school teachers for 20 years.”4 

Public pensions are tremendously underfunded and do not use proper accounting measures to 

report accurate numbers. This broken system creates risk that negatively affects both public 

workers and their employers, or taxpayers. If pension reform does not occur in legislatures 

throughout the nation, then the reality remains one of increasing liabilities and unfunded pension 

plans. With baby boomers reaching retirement, the aging workforce will soon cash out their 

pension plans— but their promised money is not there for them. It is imperative for citizens and 

representatives to act upon the impending pension costs, so that fiscally responsible measures 

can be enacted upon governments to protect future taxpayers from past debts.   

                                                 
1 Marcela Gaviria and Martin Smith, The Retirement Gamble (Frontline, 2016).  
2 Rob Kaiser, Comdisco Seeks Protection (Chicago: Chicago Tribune, 2001).  
3 Ibib.  
4 Senator Dan Liljenquist, Keeping the Promise: State Solutions for Government Pension Reform (American Legislative Exchange Council, 

2013), 1. 
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A “pension” is “a fixed sum paid regularly to a person.”5 It is paid either as “a gratuity 

granted (as by a government) as a favor or reward,” or “one paid under given conditions to a 

person following retirement from service or to surviving dependents.”6 A pension fund is a 

retirement savings plan created between an employer and an employee, and are available within 

the public-sector and the private-sector. Once an employee contributes to their pension plan, a 

fund manager that is selected by an employer will invest the funds back into the market. This 

allows employees to gain interest and investment returns on their retirement savings. In the 

public-sector, most places will have a public pension plan for teachers, police officers, 

firefighters, and general government employees (like administrative or trash collectors).7 These 

pensions are administered by the state, county, or municipal levels.  

Defined-Benefit Pensions 
 

  There are different structures offered for pension plans, but the traditional plan is known 

as a defined benefit (DB) plan. According to the US Bureau of Labor Statistics in 2013, 

“although traditional pension plans are fading away in the private sector, they still cover seven in 

eight full-time state and local government employees.”8 DB plans provide a lifetime of 

retirement benefits to its contributors. The payment is calculated with a formula that has three 

components: a percentage (“service credit”), number of years worked, and the “final average 

salary.”9 The percentage is picked by the employer, and is usually 1%, 2%, or 3%. In 2013, 89% 

of pensions plans used a percentage between 2%-2.5%.10 The final average salary is the average 

salary for the last three to five years of service. For example, a 2% service credit for an employee 

                                                 
5 (Merriam-Webster, 2016) 
6 Ibib. 
7 Joshua Rauh, Why City Pension Problems Have Not Improved, and a Roadmap Forward (Hoover Institution, 2015), 28. 
8 Richard W. Johnson, Barbara A. Butrica, Owen Haaga, and Benjamin G. Southgate, How Long Must State and Local Employees Work to 
Accumulate Pension Benefits? (Urban Institute, 2014.), 1.  
9 Liljenquist, Keeping the Promise, 1. 
10 Ibib. 
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who earned an average of $60,000 in their last years and worked for 30 years, would earn 

$36,000 a year until they passed away.   

Employees can also choose survivor benefits to continue their pension payments to their 

spouses after they have passed away. To do this, a person would receive lower payments while 

they are alive so that their fund can last after their death. According to a 2014 database from the 

Urban Institute’s State and Local Employee Pension Plan, “retirement eligibility is usually tied to 

age and years of service. For age 25-hires, half of plans offer full benefits at age 55 or older. 90% 

of plans mandate employee contributions, now averaging 7% of salary.”11 DB options are 

divided into tiers which require different retirement eligibility and offer different benefits given 

an employee’s years of service. For example, an employee hired at age 25 would enter a lower 

tier of a pension. Using the DB formula, this employee will not accumulate pension benefits until 

five to ten years of service. Workers cannot take out any of their contributions until they have 

been vested after five to ten years of service. Their pensions would not even be worth more than 

their initial contributions until at least 20 years to start accumulating any employer-financed 

pension benefits.12 Between age 35-50, pension wealth begins to accumulate more as the wage 

base and years of service increase. According to economists at the Brookings Institute, “pension 

wealth more than doubles at age 50, to about six times annual salary, as workers qualify for early 

retirement and are eligible to collect benefits immediately instead of waiting until they turn 60 

years old.”13 This is known as a Deferred Retirement Options Plan (DROP). If workers defer 

retirement once they are eligible, they stop receiving monthly benefits. The pension wealth 

continues to grow and exceed the monthly benefits as pension gains continues to increase.14 This 

                                                 
11 Johnson, Butrica, Haaga, and Southgate. Work to Accumulate Pension Benefits, 12.  
12 Ibid., 2.  
13 Richard W. Johnson, Matthew M. Chingos, and Grover J. Whitehurst, Are Public Pensions Keeping Up with the Times? (Brookings Institute, 

2013), 39. 
14 Ibid., 40. 
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only lasts until age 55 when the wage base and number of years get smaller as they are nearer to 

cashing out their pension. Although, “many plans, however, subsidize early retirement, enabling 

employees to maximize their lifetime payments by retiring early.”15 Therefore, DB plans 

encourage early retirement since a worker will begin to lose pension wealth as workers reach 

their 60s.  

DB plans also provide lifelong benefits and cost-of-living adjustments (COLAs), which 

compensates retirees for inflation.16 Workers are guaranteed these COLAs and benefits, despite 

the performance of the pension fund investing. The problem with COLAs is that, “future benefits 

usually grow much more erratically in traditional DB plans, creating perverse work incentives 

and distorting decisions to work for the employer or remain on the payroll.”17 The current DB 

formula permits COLAs and pensions to be paid for longer than the public can sustain. Pension 

plans were first created in 1880 in the German state by Otto von Bizmark, and were supposed to 

be paid at the retirement age of 70.18 Although, life expectancy at the time was only 50-years-old 

and hardly any of the pensions were paid. Today’s pensions are faced with the exact opposite 

problem: retirees are out-living their pensions. Now, the aging workforce of baby boomers are 

nearing retirement in their 50s and 60s, yet the life expectancy in the U.S. is 79.19 This means 

that workers are either trying to stretch their pensions for 10 to 20 years, or that they will collect 

one pension and search for another job to sustain them until they are actually nearer to 

retirement. Therefore, the years of service in the DB formula should reflect the change of 

modern life expectancy.   

                                                 
15 Johnson, Chingos, and Whitehurst, Keeping Up With the Times? (Brookings Institute, 2013), 11. 
16 Ibid. 
17 Johnson, Chingos, and Whitehurst, Keeping Up With the Times? (Brookings Institute, 2013), 14. 
18 Alicia Munnel, Pension Plan Evolution (Boston: Center for Retirement Research, 2013). 
19 Life Expectancy at Birth, Total (Worldbank, 2016).  
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The DB formula also permits “pension spiking” and “double-dipping.” Basing a pension 

off of a $60,000 average salary sounds modest, but employees partake in “pension spiking” when 

they work great amounts of overtime and forgo sick time in their last years of service. Now, 

some DB plans are only using the highest salary of just one year.20 The formula allows for, “a 

44-year-old retired police officer who receives an annual pension of $101,333 despite never 

having earned more than $74,000 a year in base pay.”21 Pension spiking has also enabled a San 

Diego librarian to earn over a quarter-million dollars pension payment each year.22 While both 

acted legally, the ethics of pension spiking is questionable considering taxpayer dollars fund 

these spikes. Economist Edward Glaeser notes that in Yonkers, NY, “more than 100 retired 

police officers and firefighters are collecting pensions greater than their pay when they were 

working.”23 Also, “about 3,700 retired public workers in New York are now getting pensions of 

more than $100,000 a year, exempt from state and local taxes.”24 This is also due to “double-

dipping,” where employees begin collecting two different pension plans in one lifetime. An 

employee can collect one pension plan, and then start working and building a new plan 

elsewhere. For example, a city librarian in San Diego collects $234,000 a year in pensions 

because she is receiving four different pensions: a 401(k), a deferred retirement option pension 

(DROP), a regular base pension, and funding from a program called “Preservation of Benefits.”25 

The fundamental challenges with the DB formula explain technical practices that contribute to 

the growing pension problem.  

                                                 
20 Carl DeMaio and Andrew Biggs, San Diego Public Pension Reforms (American Enterprise Institute, 2013).  
21 Edward Glaeser, Transparency for the Public Sector (The New York Times, 2010), 1.  
22 DeMaio and Biggs, San Diego Public Pension Reforms.  
23 Glaeser, Transparency for the Public Sector. 1.  
24 Edward Glaeser, Transparency for the Public Sector (The New York Times, 2010), 2.  
25 San Diego Public Pension Reforms: A Roadmap for the Nation? Produced by Veronica Palokova. Performed by Carl DeMaio and Andrew 

Biggs. Youtube.com. January 15, 2013. Accessed November 14, 2016. https://www.youtube.com/watch?v=DL9Zu2tmTkw.  
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Public-sector pensions also offer increasingly higher benefits than the private-sector. 

Some argue that this is the concession an individual makes when choosing between the sectors. 

Public workers will sacrifice higher private salaries for lower salaries with higher benefits. But 

these benefits far surpass any benefits of a similar job in the private-sector, and are not adjusted 

by the employer’s ability to pay them based on the health of the pension fund. For example, New 

York City has a Variable Supplement Fund (VSF).26 This fund was initially negotiated in 1968 

with the city and union leaders so that the pensions would be able to invest in equities, “on 

condition that “excess” earnings (that is, those above certain target rates) would be used to 

provide a supplemental payment for retirees.”27 In 1993, the VSF payments were re-negotiated 

so that they were no longer pegged to the performance of equities.28 Rather, they were now 

guaranteed payments. This means that the pension fund would run a deficit for VSF payments if 

no return on equities was gained in the year. In 2014, approximately $500 million was paid in 

VSF payments.29 These sorts of benefits that are hard to maneuver due to political gridlock, but 

are not constitutionally protected. This is why places like New York City, “have essentially 

“doubled down,” borrowing from the state to cover their annual required pension contributions 

and hoping for the best in stock market returns.”30 

Misleading Accounting Methods  
 

To begin to assess the public pension problem within the nation, it is necessary to address 

the accounting methods used. Public DB plans use actuarial valuation, which “involves 

comparing the value of assets that plans currently hold with the present value of the plan’s future 

                                                 
26 Maria Doulas, Christmas Bonuses for Uniformed Retirees (Citizens Budget Commission, 2014), 1.  
27 Doulas, Christmas Bonuses, 1.  
28 Ibid. 
29 Ibid.  
30 Tracy Gordon, Are Pensions Busting Local Government Budgets? (Brookings, 2012), 1.  
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benefit liabilities.”31 Instead of using the market value of an asset that economists recommend to 

most accurately reflect the market, actuarial valuation “smooths” investments. This means that 

the volatility of a return can be smoothed over a period of five-to-ten years. This makes 

transparency in pension accounting difficult, because the market value of current assets is never 

known since the effects of smoothing will not be visible until five-to-ten years later. “Public-

sector pensions calculate the present value of liabilities by discounting future benefit costs at the 

interest rate projected by the plan’s assets,” which are established between 7%-8.5%.32 This high 

discount rate assumes a risky investment return on assets, but public pension funds are one of the 

least risky investments since they are guaranteed to be paid. Therefore, they ought to use a 

maximum rate of 4% that corporate bonds use, or a 3% discount rate that US Treasury bonds use 

would be more appropriate.33  

Misleading accounting affects the ability to properly assess the state of funded liabilities. 

The funded ratio is calculated by dividing assets with liabilities. The present value of liabilities 

can be distorted when a liability is “amortized,” which means to “buy it overtime.” Amortization 

over decades enables pensions to delay payments on total current pension costs, and onto future 

generations of taxpayers.34 This enables more funds of the current government budget to be 

available for current wage increases and expenses.35 Amortization also affects the “actuarial 

accrued liability (AAL),” which is “the money that a plan should have on hand now to pay, 

sometime in the future, for the retirement benefits that an employee has earned to date.”36 

Amortization also affects the “annually required contribution (ARC),” which is “the amount of 

                                                 
31 Andrew Biggs, The Market Value of Public-Sector Pension Deficits (American Enterprise, 2010), 1.  
32 Ibid. 
33 Rauh, Why City Pension Problems Have Not Improved, and a Roadmap Forward, 7.  
34 Liljenquist, Keeping the Promise, 29.  
35 DeMaio and Biggs, San Diego Public Pension Reforms.  
36 Liljenquist, Keeping the Promise, 29. 
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money an employer should deposit into a DB plan for a given year.”37 DB plans are not legally 

required to set aside the ARC for an employee’s pension. This is a reason that private-sector DB 

plans failed to supply their employees with their proper pensions. This was also the cause of the 

Employee Retirement Income Security Act of 1974 (ERISA), which “require employer-

sponsored retirement plans in the private sector, but not the public-sector, to meet minimum 

standards for participation, vesting, funding, reporting, and disclosure.”38 Similarly, many 

public-sector DB plans have not set aside these ARC payments and have distorted AALs. This is 

evident as pension funding across the nation is valued between $750 billion to more than $4 

trillion, as previously stated.39 

The “unfunded actuarial accrued liability (UAAL),” is “the money that a retirement fund 

account is obligated to pay out in the future, but does not and will not have the money for, under 

existing conditions.”40 Unfunded liabilities are calculated by subtracting liabilities from assets. In 

2010, public pension plans only averaged “16% probability of being able to cover accrued 

benefit liabilities with current assets.”41 Considering the absolute values of unfunded pension 

liabilities in 2010, these are the states with the highest unfunded liabilities: California ($484 

billion), New York ($284 billion), and Illinois ($208 billion). Comparing a state’s debt to GDP 

helps to scale unfunded pensions. In the U.S., “the median pension debt-to-GDP ratio is 27%. 

10% of states have a pension debt-to-GDP ratio below 16% while 10% have a ratio above 

38%.”42 Nebraska, Tennessee, Delaware, and North Carolina have the lowest unfunded pension 

liabilities— while Alaska, New Jersey, New Mexico, and Ohio have some of the highest.43 

                                                 
37 Liljenquist, Keeping the Promise, 29. 
38 Johnson, Chingos, Whitehurst, Keeping Up With the Times?, 15.  
39 Liljenquist, Keeping the Promise, 1. 
40 Ibid., 29. 
41 Biggs, The Market Value of Public-Sector Pension Deficits, 1. 
42 Ibid., 5. 
43 Ibid.   
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Amortizing pensions shifts the costs of unfunded pension payments to future taxpayers. As stated 

earlier, this is an impending problem for employees and taxpayers as the workforce is aging.  

Kim Rueben, a senior fellow of the Tax Policy Center at the Urban Institute, explains that 

pension funding responsibilities “has to do with whether local pensions are aggregated up to a 

state system, like in California or New York, or whether pension programs are being left at the 

city or local government level, which is the case in Michigan and Pennsylvania.”44 For example, 

Detroit’s underfunded pensions are being taken over the state of Michigan, and Pennsylvania 

risks paying the impending pension costs of Philadelphia’s pensions. Rueben says: “I’m less 

worried about New York…I feel like New York looks worse than it might be, because they are 

actually more honest about their accounting.”45 Rueben states that cities have better pension 

funding opportunities since their populations are growing, unlike Midwestern places that are 

struggling more due to younger generations moving out. “You end up paying for pensions of a 

declining population,” says Rueben.46 The city of Chicago is no exception to the Midwestern 

struggle, but it faces much worse funding problems than New York City. Amanda Kass, budget 

director and pensions specialist at the Center for Tax and Budget Accountability, says that 

Chicago’s pension funding “has not been based on any actuarial science or math at all.”47 Kass 

notes that the city has had no responsible measures to begin saving for public pensions. Recently, 

Chicago went to court with Cook County (where it is located), over policies that would ease their 

pension obligations. This case will be further discussed later on, but these examples begin to 

illustrate the numerous caveats that need to be considered when discussing pension plan reform.  

 

                                                 
44 Alexis Stephens, Which Cities Should Be Most Worried About Pension Funds? (Next City, 2014), 1. 
45 Stephens, Worried About Pension Funds?, 1. 
46 Ibid. 
47 Ibid.  
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Investing Issues 
 

Another portion of the public pension problem is the investment of the funds. Public-

sector pensions make riskier investments than private-sector funds, and “tend to allocate around 

10 percentage points more of their assets to equities than do private-sector pensions.”48 John 

Bogel is the founder and early CEO of the Vangaurd Group. He created the first index mutual 

fund in 1974, called the Vangaurd index.49 Index funds offer long-term investments with low 

fees, unlike actively managed mutual funds that require high compounding fees. Bogel asks, “Do 

you really want to invest in a system where you put up 100 percent of the capital, you the mutual 

fund shareholder, you take 100 percent of the risk and you get 30 percent of the return?”50 Bogel 

advices retirees to,  

“Get Wall Street out of the equation. Get trading out of the equation. Get management  

fees out of the equation. You own American business and you hold it forever. That's what  

indexing is. Own a fund that owns the entire U.S. stock market, does no trading, and has  

a cost of 1 percent a year to own. And that is the only way to do it. Then you're with a  

creature of the market and not of the casino.”51  

But pension plans still invest in riskier investments, paying high management fees, and expecting 

7-8% of returns each year. Instead of correlating the ability of public pensions to be paid with the 

performance of their pension funds, public employees are protected from the effects of the 

bullish and bearish market tendencies. Greg Floyd, union president of Teamsters Local 237 in 

New York City, believes that pension funding is actually an issue of class warfare.52 He states 

that public employees should not have to lose out on any of their promised DB payment, due to 

                                                 
48 Biggs, The Market Value of Public-Sector Pension Deficits, 4. 
49 Bogle Financial Markets Research Center (Bogle Financial Markets Research Center, 2013).  
50 Gaviria and Smith, The Retirement Gamble (PBS, 2016).  
51 Ibid. 
52 Alec Hamilton, The Truth About Public Employee Pensions (WNYC, 2011). 
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the poor performance of the Wall St. investors. Floyd believes it average union workers versus 

greedy fund managers, and the public-sector versus the private-sector. Coincidence or not— the 

pension founder Otto von Bizmark once said, “He who has his thumb on the purse has the 

power.” Yet public pension power lays in the hands of unions, which include the cost fund 

managers’ fees at the expense of the taxpayers. The truth is that public pensions ought to be more 

conservative with retiree’s contributions and invest in low-cost funds. Instead, they calculate 

above-average returns and require costly fees. They are also biased towards local low-

performing investments and are used also used as a tool for political gain. 

Pension Politics 
 

Over 40% of Massachusetts pension funds are invested in-state, which is more than New 

York or California invests into their local economy.53 Tennessee and Ohio both invest more than 

a fifth of their funds into the local economy, but they receive less than one percent of out-of-state 

investments.54 Economist Edward Glaeser says this home bias is an issue of politics or 

convenience. He notes that it might seem more convenient for local government to invest in 

companies they know and trust. Or, politicians could be using pension funds as a tool for 

political power. To have access to these large funds, and the ability to invest in local companies 

is an incentive to get a favored candidate into office. Glaeser notes that the only way to 

differentiate between politics or convenience is to look at investment yields. “On average, public 

pension’s in-state private equity investments yield 5.5 percent lower returns annually than their 

out-of-state investments,” says Glaeser.55 He finds that in-state Massachusetts investments in 

2010 averaged a 2.24% return, while out-of-state investments earned 10.86%.56 Overall, 

                                                 
53 Edward Glaser, Local Pension Funds Should Invest Farther Afield (Boston: The Boston Globe, 2011), 1.  
54 Ibid. 
55 Ibid.   
56 Ibid, 2.   
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Massachusetts investments could have earned $180 million more in out-of-state investments.57 

Although it is good to promote the local economy, the current issue states face is paying off their 

pension liabilities. Therefore, public pension funds ought to invest where yields prove greatest to 

fund their liabilities.  

Reforming pension plans should not be a political issue, since people on both sides of the 

political aisle are looking for ways to balance their budgets at the state and local level. Although 

since the 1970s, political ideology has infiltrated pension investing. Jon Entine, a scholar at the 

American Enterprise Institute (AEI), writes: “It has been estimated that more than 20% of state 

and local government employee pension systems use social screens to guide their investment 

decisions.”58 Keep in mind that public pensions are estimated to hold over $4 trillion, which 

would mean that $800 billion is used for social responsible investing (SRIs). “The central tenets 

of SRI are an agglomeration of often conflicting beliefs: an opposition to arms manufacturing, 

nuclear energy, tobacco and alcohol production, animal testing, genetic modification in 

agriculture, and manufacturing process believed to contribute to global warming; support for 

labor, women’s and gay rights; and a vague commitment to environmental sustainability,” says 

Entine.59 He notes that these funds used to be left to professional fund managers, until the 

international boycott of South Africa in the late 1970s during the apartheid regime. In 1987, 40% 

of the $180 million that an Alaska pension loaned to mortgages defaulted when oil prices fell and 

took housing value down with them. In 1989, a Connecticut pension invested $25 million into 

Colt Manufacturing Co. to save jobs, but the company filed for bankruptcy and left only 47% left 

                                                 
57 Glaser, Local Pension Funds Should Invest Farther Afield, 2.  
58 Jon Entine, The Politicization of Public Investments (American Enterprise Institute, 2005), 1. 
59 Ibid., 2.  
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of the pension for retirees. Also in the 1980s, a Kansas pension fund wrote off $200 million in 

“economically targeted investments.”60 

The largest pension funds in the U.S. are the retirement funds of California public employees 

and teachers (CalPERS and CalSTRS), which hold over $300 billion in assets.61 In the mid 

1990s, they began SRIs in technology companies and decided to sell off $800 millions of their 

shares in tobacco. The problem is that there was no way to accurately measure the performance 

of the technology companies at the time, and the tobacco index outperformed the S&P 500 by 

more than 250%.62 This decision cost CalPERS and CalSTRS more than one billion dollars. In a 

state that is largely underfunded, pension plans should not invest in unprofitable ideologies—

rather, they ought to carefully invest in low-risk investments since they have to provide the 

pensions of millions of people who are contributing into them.  

In the early 2000s, California state Treasurer Philip Angelidis, invested $760 million into 

funds created by a Los Angeles billionaire who contributed heavily to his campaign for 

Treasurer.63 A pay-to-play mentality begins to steer the pension investing, instead of profitable 

unbiased investing. Another startling example of this is the threatening letter that New York 

State comptroller Alen Hevesi sent to Sinclair Broadcast Group. During the presidential elections 

of 2004, Sinclair aired anti-John Kerry ads. Democrat Hevesi threatened Sinclair saying that this 

ad could hurt their shareholder value, since a New York Retirement fund controlled by Hevesi 

owned 250,000 shares of Sinclair. Consequently, their stock fell 15%.64 

Unions have also begun to view their pension fund money as political capital. They have 

unsuccessfully run campaigns to keep jobs within their states and influence Social Security 

                                                 
60 Ibid.  
61 Jon Entine, The Politicization of Public Investments (American Enterprise Institute, 2005), 5. 
62 Ibid.  
63 Ibid., 6.  
64 Ibid.  
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stances. “Buy Ohio” is a term coined from Ohio unions lobbying to keep brokerage jobs in the 

state, although many claimed that they did not have the resources to manage multibillion-dollar 

portfolios. The decision to invest a minimum of 70% of equity into Ohio-based brokers 

potentially cost them $180 million in losses.65  

Solution 
 

Joshua Rauh, a senior fellow at the Hoover Institution at Stanford University, calls for a 

roadmap forward that considers structural changes, benefit parameters, and contribution 

increases that will affect retirees, current employees, new employees, and taxpayers.66  

Alternatives to a defined benefit plan, include individual accounts like a 401(k) or a defined 

contribution (DC) plan. These accounts are owned by the employee, but the ownership of the 

investing can vary. In a DC plan, the pension benefit is calculated with a “percentage of salary 

deposited over time, with earnings and (perhaps) matching funds.”67 The employer is required to 

set aside the earnings of an employee’s pensions and the matching funds, if they are offered. A 

DC plan is owned by the employee, but the funds are invested at the employer’s discretion. Some 

DC plans give employees more say in their investments. Retirees can withdraw from their DC 

plans whenever they need to, and will not experience the same heavy penalties that fund 

managers place on DB fund withdrawals. This is because a DC plan is an individual account, and 

the funds are owned by the contributor. DC plans offer career mobility since they do not factor in 

years of service and are available at any year of the plan, unlike DB plans. This is not only 

beneficial for younger workers who begin to see returns on their pension funds from the 

beginning, but it also gives workers of all ages to have the opportunity to work in both the 

                                                 
65 Entine, The Politicization of Public Investments, 6-7. 
66 Joshua Rauh, Why City Pension Problems Have Not Improved, and a Roadmap Forward. (Hoover Institution, 2015), 11. 
67 Johnson, Chingos, Whitehurst, Keeping Up With the Times?, 3.  
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private and public sectors. A DB plan discourages younger workers to serve in the public sector, 

since they would have to work in the government for at least 25 years before they could touch 

their retirement money. Career mobility enables workers to switch jobs until they find the one 

where they are most efficient and happy. This only increases efficiency for the government or 

company, and gives employees career freedom without being tied down to their retirement.  

A 401(k) plan is a retirement savings option that is the most common plan offered in the 

private-sector. Some cities have tried to implement them for their public workers, like Los 

Angeles and San Diego. L.A. did not have the same success that San Diego had, due to varying 

issues of funding, negotiations, and political support.68 Some cities, like Atlanta and 

Philadelphia, have recently offered a hybrid solution to public workers that combine features of a 

401(k) and a DB plan. They experienced slowed decreases of their unfunded liabilities, but have 

yet to pay off the previously accrued liabilities. Rauh states, “no major city government has 

succeeded in implementing mandated 401(k) type plans for all new hires. Either the 401(k) plan 

has been optional, or limited to certain groups of new hires, or it accompanies a DB benefit.”69 

Other options for individual accounts include pooled DC plans and cash balance (CB) 

plans. Employees contribute their individual contributions to a “pooled fund and employees 

receive an annuity upon retirement that is a function of the investment returns in the plan.”70 A 

CB plan, “is in essence a collective DC plan with a minimum return guarantee.”  Rauh explains 

that a CB plan has, “the potential to generate unfunded liabilities, but if the guarantee is modest 

and the investment strategy relatively safe, they offer an alternative to traditional DB plans.”71 

Those on either aisle of the political spectrum agree that CB plans provide a positive alternative 

                                                 
68 Rauh, Why City Pension Problems Have Not Improved, 12. 
69 Ibid. 
70 Ibid., 13.  
71 Ibid. 



 17 

to DB plans, since CB plans “treat all employees fairly because employers can contribute the 

same share of an employee’s salary to all employee retirement accounts, regardless of an 

employee’s age or years of service.”72 

Alternatives 
 

Senator Dan Liljenquist provides an analysis of the differences and similarities of DB, 

DC, and CB plans in Keeping the Promise: State Solutions for Government Pensions for the 

American Legislative Exchange Council. In a DB plan, an employer is obligated to make 

payments for the lifetime of an employee, and even a survivor. This is unlike a DC or CB plan, 

where an employer’s obligation to make payments lasts for the employee’s job tenure. Regarding 

COLAs: DB plans often receive them, DC do not receive them, and CB sometimes receive them. 

In a DB and CB plan, employees receive a promised fixed monthly payment at retirement. 

Unlike a DC plan, where employees receive a lump sum at retirement that may be converted to 

an annuity. In all three plans, an employer chooses the investments of the fund. Although, a DC 

plan sometimes offers employees more ability to choose their investments. As previously stated, 

a DB plan is calculated by using three components: years of service, final average salary, and a 

service credit multiplier. For a DC plan, benefits are calculated using a “percentage of salary 

deposited over time, with earnings and (perhaps) matching funds.”73 In a CB plan, benefits are 

calculated by using a “percentage of salary credited to a “hypothetical account,” plus an interest 

rate set by the employer.”74 Remember that DB plans reward career longevity since years of 

service is a factor to their benefit. Although, DC plans reward career mobility since employees 

do not have to wait a certain amount of time before their pensions vest. A CB plan can reward 
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either longevity or mobility, depending on the specific plan. An employee can “supplement 

money contributed by the employer” in a DC plan, but not in a DB or CB plan.75 An employee 

also bears the investment risk in a DC plan, but the employer bears the risk in both DB and CB 

plans. In a DB plan, an employee does not have any legal right to ensure employers set aside 

annual contributions to their pension funds. In a DC and a CB plan, employees do have legal 

claim for their employers to set aside the appropriate amounts each year. This protection helps to 

prevent underfunded liabilities, since employers cannot amortize their pension payments. This 

holds employers accountable to their employee’s pensions, and instills fiscal responsibility to 

pension reform.  

Another alternative is a deferred annuity plan, which is a plan that might be more 

attractive to employees who do not want an individual account since it guarantees payment. In 

this plan, the contributions are sold to insurance companies as an annuity. An “annuity” is “a 

contract between an individual and a financial company,” in which “the individual makes a 

payment to the company. In return, the company agrees to make payments to the individual for a 

certain amount of time, either a set number of years or a lifetime.”76 A deferred annuity would 

eliminate future unfunded liabilities, but would require greater participation of insurance 

companies.77 

Benefit Parameters 
 

As mentioned earlier, DB plans offer COLAs that are not correlated to pension 

performance. This along with erratically growing benefits ratchet up pension expenses and 

severely increases unfunded liabilities. Legislators have tried to decrease their liabilities by 
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linking COLAs to pension performance. If the assets receive a gain, then COLAs are paid— but 

if there is no gain, then no COLA can be issued. They have also tried to increase retirement ages 

as the workforce ages and employers will need workers for longer, and workers will need their 

jobs for longer since the life expectancy is now 79. In Chicago’s dire state of $72.2 billion in 

unfunded market value liabilities, legislators are forced to look to efforts to fund these 

pensions.78 In July 2015, Chicago Mayor Rahm Emmanuel’s administration tried to reduce 

“municipal worker pension benefits in exchange for a city guarantee to fix their underfunded 

retirement systems.”79 The state of Illinois has the third largest unfunded pension liability in the 

nation, and already indebts each of its citizens to $3,000 of pension debt.80 Even though the state 

has their funding issues, this proposal would have greatly reduced the city of Chicago’s pension 

debt. But a judge of Cook County, where Chicago resides, ruled this proposal unconstitutional. 

 Chicago is faced with billions of dollars of unfunded pensions, which pose the risk of 

bankruptcy in the near future. The city’s credit ratings were also just downgraded to junk bonds 

by Moody’s Investors Services.81 Judge Rita Novak ruled that Chicago’s pension fund issue is a 

funding issue, and not a benefits issue. Proponents of Novak’s ruling support her since, “the 

average annual pension payment for a city worker is $32,000,” and that, “city employees have 

always paid their share.”82 But former San Diego City Councilman Carl DeMaio says to be 

careful of the figures that unions are using when discussing fair pension pay. DeMaio discovered 

that San Diego unions would give averages of pension payments from modest early payouts from 

the 80s, to lower the average of today’s pensions. He states that a more current report should 

look at the average of pensions payments within the last 12 months, and that the figures would be 
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dramatically different. DeMaio says, “we decided to do a study in 2009, commissioned by the 

Mercer Actuarial Firm of white and blue-collar pensions—not the police and firefighter pensions 

which tend to be much more generous.”83 He asked Mercer how much of their pension they 

would receive for life, and Mercer concluded that these workers received 129% of their highest 

average salary.84 This initiated his recent efforts to petition pension reform efforts on San 

Diego’s ballots. 

To change the parameters of benefits and pension factors, DeMaio notes the distinction 

between earned benefits and not-yet earned benefits. He states that it is unconstitutional to 

change the agreements of pension benefits that have already been earned, but it is within the law 

to change those that have yet to be earned. To reform San Diego’s public pension debt, DeMaio 

states that city closed DB plans for new hires and shifted them to DC plans. This means that 

employees would still receive DB pensions for the years already vested, but then would begin a 

DC plan in the years to come. They also increased employee contributions, and decreased current 

benefits yet-to-be paid. Lastly, they capped pension payouts by redefining the definitions within 

pension plans. They strictly defined “compensation” as “final base pay,” which does not allow 

for any add-ons, bonuses, or special pay.85 They also “capped pensions by freezing pensionable 

pay.”86 Included in the salary definition, was a 4%-5% yearly salary increase from the employer. 

Since it was a generously assumed increase and was not legally required, DeMaio froze these 

payments for five years and saved hundreds of millions of dollars in the short-term. The changes 

in San Diego saved $1.2 billion in pension costs, and shifted the pension risk to the employees 

and off of the taxpayers.  
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Conclusion  
 

Proponents of DB plans criticize alternatives, like DC plans, because they believe it will 

discourage employee retention and would require high transition costs.87 Critics say that state 

and local governments need DB plans to attract quality talent to the public sector by offering 

secure pensions, since the public-sector offers lower salaries than the private-sector. With a DC 

plan, they say that government employers will have a hard time competing with the private-

sector for employee retention. They also say that the transition costs of administratively changing 

the pensions will be costly to the taxpayers. Carl DeMaio recognizes that, “what they are calling 

costs is actually paying our debt off faster.”88 He states that people need to challenge the way the 

unions are propositioning the pension debate; they want it to be an issue of transition costs, when 

it is actually about paying debt back on time and not lengthening the amortization period.  

DeMaio suggests that Congress should place the same transparency laws enacted by 

ERISA on the private-sector to the public-sector. This would enable citizens to be more aware of 

the accurate liabilities, for which they are ultimately responsible. He suggests that Congress 

should also discourage Pension Obligation Bonds (POBs), which “are often issued under the 

false logic that a city can create an arbitrage by issuing debt at a relatively low rate and then 

investing in risky assets to earn a rate of return higher than the rate.”89 The problem with POBs is 

that only a handful of issued POBs actually made returns, and most of them have had to repay 

the principal and interest back when they take on this debt. DeMaio says POBs have averaged 

$65 billion in debt so far, and believes that Congress should provide tax incentives against POBs 

to prevent this last resort debt increase. Lastly, the IRS could approve an opt-in/opt-out measure 
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from higher tier to lower tier benefits. DeMaio says employees would volunteer to opt-out of 

higher tiers since it would mean more take home pay today and reduce their contributions. 

Joshua Rauh states that contribution increases are more politically viable than complete 

structural changes, but will still be met with political opposition. For example, “a group of 

Atlanta city workers is currently suing the mayor’s office and the city council to undo 

contribution increases that have so far amounted to five percent of their wages and that could 

increase further.”90 Although, Rauh states that these increases will not be enough to cover the 

costs of unfunded liabilities. The only ways to pay off pension liabilities is slowly overtime, 

renegotiating terms, filing for bankruptcy, issuing POBs, or passing on the debt to future 

generations.91 Placing structural reforms on pensions is the only way to expedite the payment on 

public pension liabilities. Both Rauh, DeMaio, and Senator Liljenquist believe that the Federal 

government should offer tax incentives for places that offer structural reforms on their pensions.  

It is also important for the public to be informed of the looming financial risks that 

threaten the fiscal health of their communities. Many assume that there are no alternatives to the 

problem, and that it is not a time-sensitive matter. But people ought to have access to transparent 

public records of public pension expenses, so that they can urge legislators to examine reform 

methods. Many places hold-off on reforms for their own political gain, but bi-partisan efforts 

have been taken across the country to solve this problem because pension liabilities are costly for 

people of all political parties. It is unfair for employees who earned their pensions to not receive 

their agreed upon payment. It is unfair to make one generation pay for another generation’s work 

from which they do not benefit. It is unfair to let public employees abuse the pension system and 

receive more than what was intended. It is certainly unfair to let the rest of the country absorb the 
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debts of one state who could not manage their public pensions. State and local governments need 

to take a proactive stance on their unfunded liabilities and look to successful examples of 

pension reform, before it is too late and their taxpayers move out of their fiscally dismal city and 

they are left with their ever-increasing unfunded pension liabilities. A fair pension system would 

set aside timely payments, offer transparent accounting reports, and negotiate financially realistic 

plans.  
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