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Plan for Today:  A Play in Four Acts

·Act I:  Naming of Parts

·Act II:  Funding Basics

·Act III:  Lies My Actuary Told Me

·Act IV:  Pension Plan Risks
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Act I:  Namingof Parts

Today we have naming of parts.  Yesterday,

We had daily cleaning.  And tomorrow morning,

We shall have what to do after firing.  But today,

Today we shall have naming of parts.  Japonica

Glistens like coral in all of the neighboring gardens,

And today we have naming of parts.

Henry Reed, 1946
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Parts:  The MCERA Insurance Co.
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Parts:  The MCERA Insurance Co.

·Implications
¹ Purpose of MCERA

Provide retirement income security to 
members

¹ Board Responsibility
Proper management of MCERA so it 
can accomplish its goal

¹ Governing Authority
State and Federal law
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Parts:  The MCERA Insurance Co.

·Goals
¹ Solvency
¹ Appropriate benefit levels
¹ Low premiums
¹ Stable premiums

·Controls
¹ Benefit levels
¹ Investment policy

· Advantages
¹ Non-profit
¹ Comparative permanence
¹ Ability to spread risk across generations
¹ Unique advantages in investment markets

6



Parts:  Other Players

MCERA exists in a legal/regulatory 
environment
·Internal Revenue Code
·ERISA/PPA and all that
·California Law
·GASB
·Private sector influences
·Political environment
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Parts:  InternalRevenue Code

Key Requirements:

·Trust
·Permanent pension or profit sharing plan
·Communicated to employees
·Exclusive benefit of employees
·Minimum distribution requirements
·Limits on benefits
·Limits on pay used to compute benefits
·Direct rollovers to IRAs required
·Limits on health benefits
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Parts:  ERISA/PPA etc.

ERISA/PPA do not apply to government 
plans (mostly).  Exceptions:

·Pre-ERISA law
·Minimum distribution requirements, 

maximum benefit, maximum 
compensation rules
·Ancillary provisions of PPA:  Indian 

tribes, health benefits for safety 
officers, ñair timeò

9



Parts:  California Law

·CERL of 1937
·Proposition 162
¹Fiduciary responsibility over assets
¹Assure prompt delivery of benefits
¹Minimize employer contributions
¹Diversify, minimize risk, maximize 

return
¹Secure actuarial services to assure 

competence of assets
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Parts:  GASB

·GASB 25/27
¹ Apply to retirement plans
¹ Specify accounting for expenses, liabilities
·GASB 43/45
¹Apply to ñother post-employmentò
¹ Generally, retiree medical
¹ Specify accounting of expenses, liabilities
·Influences
¹ Indirect influence on funding
¹ Influence on rating agencies

11



Parts:  Private SectorPensions

Private sector ideas bleed into public 
sector:

·ñOld fashionedò DB vs. ñmodernò 
DC

·PPA termination funding

·PPA ñmark to marketò

·PPA 80% funding threshold
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Parts:  Political Environment

Public plans are political creatures.  
Examples of forces include:
·General voter distrust of government
·Absence of private sector pensions
·(Rare) examples of abuse (City of San 

Diego, DROP plans)
·Difficulty understanding pension plans
·Uninformed press coverage
·Hostility from parts of corporate sector 

over governance issues
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Act II:  Basic Training

Training is everything.  The peach was once a bitter 

almond;  cauliflower is nothing but cabbage with a 

college education.

Mark Twain
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Training:  College Funding
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Training:  College Funding
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Training:  College Funding

What did we do?  We prefunded college:

·Set a goal 

·Set a path to the goal

·Set an annual contribution

·Formulated a plan to meet shortfalls or 
excesses in assets

This is nothing less than actuarial 
funding
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Act III:  Lies My Actuary Told Me

That a lie which is half a truth is ever the blackest of 

lies,

That a lie which is all a lie may be met and fought 

with outright,

But a lie which is part a truth is a harder matter to 

fight.

Alfred, Lord Tennyson
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Lies:  A Short List

·ñThe cost of the Plan is x% of payò

·ñThe funding ratio is y%ò

·ñIf the actuarial assumptions are 
met, the cost should be levelò

·ñIf the actuarial assumptions are 
met on average, the cost should be 
levelò
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Lies:  An Example

Investigate actuarial accuracy
·Medium -size public plan
¹About 100% funded
¹Cost about 10% payroll
¹Conventionally invested ï2/3 ï1/3

·Perform 500 simulations of future 
returns
·Compute the funding ratio, cost for each 

simulated future return
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Lies: Funding Ratio
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Lies: Cost
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Lies: Cost
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Lies:  Level Cost

ñIf the actuarial assumptions are met, 
the cost should be levelò

·The actuarial assumptions are never
met
¹ Cannot have 8% return and 3 ½ % 

inflation every year without fail

¹ Even demographic assumptions are an 
educated guess
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Lies: Level Cost

ñIf the actuarial assumptions are met 
on average, the cost should be levelò

·Even this doesnôt work out
¹ Exclusive benefit rule:  Canôt take 

money out of the Plan in good times

¹ Technical issues with actuarial funding 
methods designed for closed groups
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Lies: Level Cost
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Lies:  Failing Up
31

Non-Level cost leads to pension plans failing up:

1. Plan asset do well in market

2.Produces ñsurplusò assets;  funding ratio over 100%

3.Canôt take extra assets out, so improve benefits

4. Improved benefits increase liabilities, plan assets 
increase relative to payroll, plan cost more variable

5. Market drops, plan costs increase, producing 
budgetary strain

6. Everyone holds their breaths until market recovers

7. Go to Step 1, but with additional cost variability



Act IV:  Risk

Art is unthinkable without risk and 

spiritual self-sacrifice.

Boris Pasternak, 1936
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Risk:  Identify
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