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Chairman Metcalfe, Representative Cohen, and distinguished members of the committee, thank you for inviting
me to testify on the subject of pension reform in the Commonwealth of Pennsylvania. I am a resident scholar at
the American Enterprise Institute in Washington, DC. Previously I served as the deputy commissioner for policy
and as the principal deputy commissioner of the Social Security Administration. In 2013–2014 I was the co-vice
chair the Society of Actuaries Blue Ribbon Panel on Pension Funding. The opinions I express, however, are my
own and not made on behalf of any organization with which I am or have been affiliated.
I regret that I am unable to testify in person today owing to a travel conflict, but I hope that my written testimony
will assist the committee in its consideration of public employee pension reforms. I would be happy to answer
any written questions that members of the committee may have.
My testimony will focus on the idea that closing a traditional defined benefit (DB) pension to new hires and enrolling those newly hired employees in an alternate plan creates temporary or permanent “transition costs” that
increase the cost of the now-closed DB plan.1 Claims of transition costs have been raised as an objection to public
pension reforms in many states. One type of transition costs is based on the claim that accounting rules require
that a closed plan pay off its unfunded liabilities more quickly. A second type of transition cost is based on the
argument that a closed plan must fund its liabilities with a much lower-risk, and thus lower-returning, portfolio
than a plan that is open to new entrants. I find that so-called transition costs are largely illusory and should not
serve as an impediment to public employee pension reforms.
1. My testimony draws upon a working paper recently published by the Mercatus Center at George Mason University. Andrew G.
Biggs, “Investment-Based Transition Costs Associated with Closing a Public Defined Benefit Pension Plan” (Mercatus Working Paper,
Mercatus Center at George Mason University, Arlington, VA, February 2015), http://mercatus.org/publication/transition-costs-closing
-public-defined-benefit-pension-plan.
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INTRODUCTION
Policymakers in cities and states around the nation are considering changes to address the rising costs and increasing budgetary risks of defined benefit public employee pensions. Some policymakers, including here in Pennsylvania, propose shifting newly-hired employees to defined contribution (DC) pensions similar to the 401(k)s used by
most private sector workers. In a DC pension, employers and employees make a set (or “defined”) contribution to
a retirement savings account. The account belongs to the employee, and he or she can choose how it is invested.
The employee also bears the risk of the account’s investments.
DC pensions pose less risk to taxpayers than DB plans and over the long term almost certainly would be cheaper.2
DC pensions are more transparent to policymakers, who have a clearer idea of how much pension provisions for
employees will cost, today and in the future. And DC pensions can be more equitable to employees of different
career-lengths. DB plans are very generous to full-career workers but pay little to short- and mid-term employees.
DB plans’ uneven benefit accrual patterns endanger the retirement security of short- and mid-career employees.
However, one objection to DC-based pensions for public employees is so-called transition costs. Transition costs
are temporary cost increases associated with switching from a defined-benefit to a defined-contribution pension
plan. Some advocates argue that these transition costs make switching to DC plans prohibitively expensive. The
National Association of State Retirement Administrators states the logic succinctly: “The more underfunded a
plan is, the more expensive it is to try to switch.”
I will address claims of transition costs in detail. However, common sense dictates that, if transition costs exist,
they cannot be large. After all, there has been a massive shift in the US and throughout the world from DB to DC
pensions. Not only did transition costs not prevent such a shift, but such costs have barely been mentioned in the
several decades over which this DB-to-DC pension change has taken place.
I will here examine two types of transition costs. The first arises from an interpretation of accounting rules promulgated by the Government Accounting Standards Board (GASB) and claims that GASB rules would require a closed
plan to more aggressively amortize its unfunded liabilities, raising costs in the short term. The second type of transition cost is believed to be generated by the need for a closed pension plan to shift to a less-risky, lower-returning
investment portfolio. Neither of these claims should stand in the way of reforms to public employee pensions.

ACCOUNTING-BASED TRANSITION COSTS
Some claim that the GASB accounting rules require that a closed plan pay off its unfunded liabilities more
aggressively. Doing so would causing a short-term increase in amortization costs, followed by lower costs

2. Some have pointed out that the “normal cost” of employee benefits accruing under SERS is 3.5 percent of wages while the
employer contribution to the defined contribution plan proposed by Rep. Kampf would be 4 percent of wages, thereby implying that the new DC plan would be more expensive to the government than the current DB plan. However, such a claim is highly
misleading. As pension expert Alicia Munnell of Boston College and her colleagues have noted, “Contributions to private sector
401(k) plans and public sector defined benefit plans are not comparable.” The reason, Munnell explains, is that the 3.5 percent
SERS contribution is calculated under the assumption of a 7.5 percent investment return. If SERS’s investments fail to produce 7.5
percent investment returns—and there is a greater than 50 percent chance that SERS’s investments will fall short of 7.5 percent—
then the government must make up the difference. In effect, the government is both contributing 3.5 percent of wages to SERS
and guaranteeing a 7.5 percent return on that contribution and contributions made by employees. The total employer cost of the
existing DB plan—the 3.5 percent normal cost contribution plus the obligation to make up any sub-par investment returns—is
substantially higher than the 4 percent employer contribution envisioned for DC plans. With a DC pension, there is no such “contingent liability”: the 4 percent contribution made to DC pensions fully satisfies the government’s pension obligation and, absent a
change in policy, cannot rise above 4 percent of wages. See Alicia H. Munnell, Jean-Pierre Aubry, Josh Hurwitz, and Laura Quinby,
“Comparing Compensation: State-Local Versus Private Sector Workers” (State and Local Pension Plans Brief No. 20, Center for
Retirement Research at Boston College, Chestnut Hill, MA, September 2011), http://crr.bc.edu/briefs/comparing-compensation
-state-local-versus-private-sector-workers/.
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thereafter. The National Institute for Retirement Security, the so-called “research and education” arm of the
pension industry, claims that “Accounting rules can require pension costs to accelerate in the wake of a freeze.” 3
In fact, GASB standards don’t have the force of law, as is amply demonstrated by the nearly 60 percent of plan
sponsors nationwide who last year failed to pay GASB’s supposedly “required” pension contributions.4 As economist Robert Costrell has clearly shown and as many pension actuaries now acknowledge, GASB standards are for
disclosure purposes, not to guide funding.5 GASB itself declared that updated accounting rules issued last year
“mark a definitive separation of accounting and financial reporting from funding.”6
The Pennsylvania Public Employee Retirement Commission took a slightly different approach to the issue. It
warned in 2013 that when a traditional pension plan is closed, “payroll will begin shrinking in the future and [amortization payments] will represent an increasingly larger percentage of payroll.” These payments “may become
excessively burdensome for the remaining active member employers.”7
But why? It is the government, not employees, who make amortization payments. What matters to the government
is the actual dollar value of these payments, not the number of employees or employee payroll that amortization
payments are “spread” over. Shifting newly hired employees to DC pensions will not magically make existing
unfunded pension liabilities go away. These unfunded liabilities are effectively debts of the government, the vast
majority of which must ultimately be paid. But nor does shifting newly hired employees to DC plans make these
old unfunded liabilities larger.

INVESTMENT-BASED TRANSITION COSTS
The second type of transition cost is based upon changing investment portfolios. The argument is that, once a
DB pension is closed to new entrants, it must shift its investments toward much safer, more liquid assets that
carry lower returns. Pennsylvania’s Public Employee Retirement Commission noted that such investment changes
“would result in a lower valuation interest rate, which would result in higher actuarial accrued liabilities, requiring larger employer contributions as a percentage of payroll.”
Now, even if we assume that this claim is entirely correct, it does not imply that the government or taxpayers are made worse off by shifting to a less risky portfolio. Such a portfolio does carry lower expected returns
but comes with a reward—lower risk, which means lower volatility of government pension contributions. The
fact that the State Employees’ Retirement System (SERS) actuarially required contribution rose from about
4 percent of wages in 2007 to over 20 percent of wages today should warn policymakers about the dangers of
taking excessive investment risk. The risk of pension investments passes through to the volatility of pension
contributions.8 Lower-risk investments means more stable contributions for the government. Likewise, it can
be shown using common financial calculations that the reduction in investment risk fully compensates the

3. Ilana Boivie and Beth Almeida, “Look Before You Leap: The Unintended Consequences of Pension Freezes” (Issue Brief, National
Institute on Retirement Security, Washington, DC, October 2008), http://www.nirsonline.org/index.php?option=com_content&task=
view&id=173&Itemid=49.
4. Author’s calculations from Public Plans Database data.
5. Robert M. Costrell, “‘GASB Won’t Let Me’—A False Objection to Public Pension Reform” (LJAF Policy Perspective, Laura and John
Arnold Foundation, Houston, TX, May 2012), http://www.arnoldfoundation.org/resources/%E2%80%9Cgasb-won%E2%80%99t-let
-me%E2%80%9D-%E2%80%93-false-objection-public-pension-reform.
6. “GASB’s New Pension Standards: Setting the Record Straight,” Governmental Accounting Standards Board, accessed March 20,
2015, http://www.gasb.org/cs/ContentServer?c=Page&pagename=GASB%2FPage%2FGASBSectionPage&cid=1176160432178.
7. Commonwealth of Pennsylvania Public Employee Retirement Commission, Memorandum Re: House Bill Number 1353, Printer’s
Number 1847, as Amended by Amendment Numbers 02204 and 02259, June 25, 2013.
8. See Andrew G. Biggs, “The Public Pension Quadrilemma: The Intersection of Investment Risk and Contribution Risk,” Journal of
Retirement 2, no. 1 (2014): 115–27.
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government for the reduction in expected investment returns.9 If holding bonds unequivocally made investors
worse off, no one would hold bonds.
Nevertheless, there is good reason to treat these claims with skepticism. The logical reasoning is fairly straightforward. Most pensions do (or at least should) fund their near-term liabilities using less risky investments than
their longer-term liabilities.10 This practice is often referred to as “asset-liability matching.” A closed plan no longer
accumulates long-term liabilities, so over time the stock share of its portfolio declines, as does the expected return
on its investment portfolio. But this cannot increase liabilities, precisely because it is the reduction in liabilities
that causes the change in the investment portfolio. Simply put, eliminating liabilities cannot increase liabilities.
It is difficult to estimate these effects precisely for SERS or other Pennsylvania plans because the plans release
neither a year-by-year projection of their liabilities nor the mix of assets they use to fund short-, medium-, or longterm liabilities. In other words, the plans release a single figure representing their total liabilities discounted at
a chosen interest rate. But plans do not release projections on the benefits they are obligated to pay in any given
year. The Society of Actuaries Blue Ribbon Panel on Pension Funding recommended that plans do so, which would
facilitate the type of calculations that are of interest here.
However, I can estimate, based on a stylized time-path of pension liabilities and the assumption that long-term
liabilities are funded with 30 percentage points more stocks than near-term liabilities, that closing the plan to
new entrants and thereby shortening the duration of plan liabilities would have a negligible effect on the expected
investment return over the first several decades. Even over the longer term, the effects are small, perhaps 0.2 percentage points. The main reason the effects are so small is that pensions’ long-term liabilities also are small. In
present value terms, most of a plan’s liabilities occur within the next 15–20 years. At the same time that SERS’s
portfolio risk is declining, of course, the plan’s overall liabilities would be declining as well.
If this is the case, how is it that pension actuaries sometimes arrive at much larger estimates? The answer is
unclear, given that they rarely specify their calculations. For instance, the Public Employee Retirement Commission cited an estimate from the Hay Group that, were SERS closed to new entrants, the risk of its portfolio should
be reduced such that the expected return would decline by 1.5 percentage points over 40 years. However, as the
Public Employee Retirement Commission noted, the “Hay Group did not provide an analysis of how they arrived
at the interest rate structure.” A second actuarial firm, Buck Consultants, estimated that the expected return on
SERS investments should fall by a larger 2.5 percentage points over 40 years. Yet a third actuarial firm, Milliman,
recommended no change in investment practices. This is a case in which the actuarial firms should be asked, as
we were back in grade-school, to “show your work.”
My best guess is that public plans assume that when a plan is open to new hires, it need not practice any significant
asset-liability matching. That is, it might fund near-term liabilities with investments that are just as risky as those
it uses to fund long-term liabilities. Indeed, it is almost mathematically impossible to assume otherwise. Given
SERS currently places roughly 80 percent of its investments in risky assets, it would be difficult for SERS to make
large distinctions between how it funds short- and long-term liabilities.11

9. See Andrew G. Biggs, “Proposed GASB Rules Show Why Only Market Valuation Fully Captures Public Pension Liabilities,” Financial
Analysts Journal 67, no. 2 (2011): 18–22.
10. The reason for this is not that stock investments grow less risky over long holding periods; they do not. Rather, a pension plan’s
near-term liabilities—meaning, in this context, benefit payments owed over the next several decades—are essentially fixed in value
and should be funded using low-risk assets such as bonds. A plan’s longer-term liabilities vary with the rate of overall wage growth,
because employee’s benefits are based both on their years of service and their final earnings. Over long periods, wage growth is correlated with stock returns and thus long-term liabilities might be partially funded using stocks.
11. For instance, assume that SERS funded its longest-term liabilities, which occur about 80 years from now, with 100 percent stocks.
To achieve a 7.5 percent expected return on the total portfolio, SERS would need to fund next year’s liabilities with 87 percent stocks,
assuming that the stock share dedicated to funding liabilities increases in equal increments from the first year through the final year.
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Indeed, there is evidence that supports this view. Over time, public plans have “matured,” meaning that more of
their liabilities are for retirees and older workers and less are for younger employees. This process of maturation
creates precisely the shortening of the duration of liabilities as would closing the plan, albeit on a more limited
scale. And standard financial practice would be for a maturing pension plan to shift its portfolio toward safer
investments. This is what US corporate pensions and public employee plans in other countries have done.
Yet, US public sector plans have done precisely the opposite: even as their participant populations matured and
the duration of their liabilities shortened, state and local pensions have opted to take more investment risk.12 This
practice by public plans, the Society of Actuaries recently noted, goes “against basic risk management principles.” 13
Thus, I would personally not be inclined to grant plans the benefit of the doubt on this issue.

CONCLUSION
Elected officials around the country are considering reforms to public employee retirement plans—and with good
reason. The costs of these plans have risen significantly in recent years and the increasing risk of pension investments threaten to destabilize government budgets.14 Many reform options are available and policymakers should
consider how much cost and risk taxpayers are willing and able to bear.
But one objection to shifting newly hired public employees to defined contribution pensions is the claim that
doing so entails large “transition costs” owing to a closed pension plan taking less risk with its investments. If
these claims were true, the massive world-wide transition from DB to DC pensions that we already have witnessed
would not have taken place.

12. See Aleksandar Andonov, Rob Bauer, and Martijn Cremers, “Pension Fund Asset Allocation and Liability Discount Rates: Camouflage and Reckless Risk Taking by U.S. Public Plans?” (Presentation at the Federal Reserve Bank of Cleveland Public Pension Conference, Cleveland, OH, November 2013).
13. “RE: ASOPs and Public Pension Plan Funding and Accounting” (Letter to Actuarial Standards Board, Society of Actuaries,
Schaumburg, IL, October 30, 2014), http://www.actuarialstandardsboard.org/comments/ASOPs_and_Public_Pension_Plan_Funding
/Comment_18.pdf.
14. See Andrew G. Biggs, “The multiplying risks of public employee pensions to state and local government budgets” (AEI Economic
Perspectives, American Enterprise Institute, Washington, DC, December 2013), http://www.aei.org/publication/the-multiplying-risks
-of-public-employee-pensions-to-state-and-local-government-budgets/.
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