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Pension Debt

Omaha’s Billion Dollar Problem
Executive Summary
The city of Omaha pension system’s two plans are currently facing four problematic trends:
1. Pension Benefit Promises are Growing Faster than Pension Assets
2. Omaha Has Been Systematically Underfunding Its Pension Systems
3. Pension Debt Has Nearly Tripled Over the Last 10 Years
4. Pension Costs are Consuming More and More Taxpayer Resources
This brief discusses how these trends have been caused by poor actuarial assumptions and irresponsible public policy
decisions. Omaha is using an unrealistic assumed rate of return on its investments, and is inappropriately depending
on savings from the recently adopted deferred retirement option plan for current employees.
The only real way to reform Omaha’s public employee pension plans is to adopt a new system that is not wholly reliant on the speculative forecasts of financial risk professionals.

I

t is often said that those who do not learn from
history are doomed to repeat it. This maxim does
not bode well for the City of Omaha Employees’
Retirement System (Civilian System) and the City of
Omaha Police & Fire Retirement System (Public Safety
System). The history of these systems is one of four
problematic trends fostered by two irresponsible behaviors: inaccurate actuarial assumptions and irresponsible
pension fund management. And it is not clear that the
right lessons have yet been learned.
This policy brief discusses those four problematic trends
and explores possible solutions that would secure the
future of Omaha’s two public employee retirement systems. These trends are not new—studies from the Platte
Institute have highlighted growing unfunded liabilities in
Omaha for several years.1 But the trends are getting worse,
and each year they are ignored adds to the bill taxpayers
will ultimately have to cover for poorly managed retirement benefits.

Four Problematic Trends in
Omaha
1. Pension Benefit Promises are
Growing Faster than Pension Assets
Retirement systems, like the pension plans in Omaha,
are supposed to be fully funded in actuarial terms at any
given time. Put simply, the value of assets in a pension
fund plus the expected investment earnings should equal
the expected value of all pension benefits promised to
workers—these are known as liabilities.2 Having a good
measure of pension liabilities is important for determining
whether the current value of assets, plus expected investment earnings on that money, will be sufficient to pay all
of the promised benefits.
Unfortunately, Omaha’s pension liabilities—the promised
benefits—have been growing at a faster rate than the assets in the pension fund. Between 2004 and 2013, the liabilities for the Public Safety System grew 78.1%, but the
3
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assets grew just 29.7%. For the Civilian System, liabilities
grew 31.5% over the last decade, while assets actually
declined by 5.5%.
When liabilities are greater than assets, a pension system
has “unfunded liabilities.” Figure 1 shows the growth in
unfunded liabilities for each system over the last decade.

2. Omaha Has Been Systematically
Underfunding Its Pension Systems
There are two primary components to properly funding a
pension system.
First, it is important to save enough so that promised
pension benefits can be paid when workers retire. Each
year financial risk professionals—known as actuaries—estimate how much will be needed in the future to provide
the benefits earned by city workers during that fiscal year.3
To determine how much should be contributed by the
city and employees that year to make sure there is enough
money to pay for those benefits when they become due,
the actuaries estimate how much the pension fund will
earn through investing those contributions, what inflation will be, and how long retirees will live, among other
things. The amount determined to be the necessary contribution for the current year is known as normal cost.

Second, where previous city and employee contributions
and investment returns have failed to cover the benefits
promised by the pension fund, there is an unfunded
liability or pension debt. This debt must be addressed
through a separate component of the annual pension contribution, which is known as the debt payment. Each year
actuaries calculate how much tax revenue should be paid
into the pension system in order to make sure the accrued
debt gets paid off according to a predetermined schedule.
The process is very similar to paying off student debt in
regular installments.
The combined total of the two components—normal
costs and the debt payment—is known as the “annual
required contribution” (ARC). But even though this has
the word “required” in the name, the city does not legally
have to pay the full amount. The ARC is a recommended
best practice for funding a pension system, but policymakers may consider other priorities or competing uses of
taxpayer dollars. However, unless a system is already more
than fully funded, any payment that is less than 100% of
the ARC will result in the growth of unfunded liabilities.
Unfortunately, Omaha’s city leaders have failed to pay
the full ARC every year over the past decade—in essence
deciding not to fully fund future pension benefits. In fact,
between 2004 and 2013 Omaha missed a total of $219

Figure 1. Unfunded Liabilities for Omaha’s Pension Systems, 2004–2013

Source: Reason Foundation. Note: Authors’ calculations based on data from Police & Fire Retirement System
(PFRS) and Employees’ Retirement System (ERS) valuations.
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Figure 2. Actual Contributions to Omaha Pension Systems as a Percentage of the ARC,
Shown with Pension Debt Rising

Source: Reason Foundation. Note: Authors’ calculations based on data from PFRS and ERS valuations.

million in required contributions—money that should
have been in the pension fund assets earning returns.
Figure 2 shows that in 2004, Omaha paid 74.3% of the
Public Safety System’s ARC and 65.0% of the Civilian
System’s ARC. That amounted to underfunding promised
pensions by $8.2 million in that year alone. The situation
deteriorated over the next six years, and by 2010, Omaha
was paying just 42.9% of the combined ARC for the two
systems—underfunding pension funds by $39.7 million
in that year. The following year, Omaha began to reverse
the trend and increase contributions, but only for the
Public Safety System. Last year, Omaha paid 82.9% of the
annual pension bill for the Public Safety system, but only
41.33% of the ARC for the Civilian System.4 In short,
over the past decade, Omaha city leaders have systematically underfunded the two systems, creating the massive
debt that is being left for future generations of taxpayers
to deal with.
The underfunding has been so bad that the city’s actuary projects that by 2034, the Civilian System will be
completely out of assets to pay retirement benefits—and
that is assuming all of the actuarial assumptions, such as
assumed rate of return, are correct.5
Hence, while the city claims that maintaining the status
quo will lead to a fully funded Public Safety System, the

same status quo has the Civilian System projected to go
broke in about 20 years.

3. Pension Debt Has Nearly Tripled
Over the Last 10 Years
The difference between the current value of promised
pension benefits and the current value of assets in a pension system is technically known as the unfunded liability,
but can more commonly be thought of as pension debt.
The unfunded liability is effectively the amount of retirement benefits that city officials have promised public sector workers, but for which they have not adequately saved
to cover future costs.
With liabilities growing faster than assets, and Omaha city
leaders failing to make the necessary annual savings payments—the recommended ARC—there has been a sharp
increase in pension debt. According to the city’s actuaries,
from 2004 through 2013, the combined pension debt for
all of Omaha’s pension systems grew from $320.2 million
to $827.8 million. Over the last decade, the Public Safety
System’s pension debt increased by $387.8 million and
the Civilian System’s debt increased by $119.7 million.
However, as bad as these numbers are, the reality is probably even worse. The estimates of unfunded liabilities by
the city’s actuaries are dependent on assumptions about
5
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the future that are not realistic.6 The Platte Institute has
previously estimated that using less risky actuarial assumptions, Omaha’s pension debt is likely closer to $1.46
billion.7
Pension debt is a particularly problematic kind of debt for
the city, because it is “off-balance sheet” debt. This means
that while promising more pension benefits than the city
actually saves to pay for technically means the city is incurring debt, officially the city doesn’t count the pension debt
on its books. This allows city officials to get around the legal restrictions designed to limit taxpayer debt in Omaha.
For example, Omaha has certain restrictions related to
the kind of debt it can take on, such as a rule that at
any given time the city cannot have outstanding general
obligation bonds that are worth more than 3.5% of the
value of taxable property.8 Currently this means that the
maximum general debt the city can incur is $977 million,
and as of the most recent count the city has only $498.1
million in outstanding general obligation bonds—leaving
a debt buffer of $478.8 million.9 However, if the city were
required to count $827.8 million in pension debt in the
same category as borrowing to pay for other city services,
then Omaha would presently be in violation of the city
charter to the tune of $349 million.10
Finally, as pension debt has grown, the debt payment
part of the ARC has increased in comparison with the
normal cost. Defined-benefit pension systems always have

an annual normal cost because the city promises certain
pension benefits every year. However, the only reason the
annual required contribution includes a debt payment is
that pensions have been underfunded in the past. Figure
3 shows that the debt payment has increased considerably as a percentage of the total costs of funding a pension
each year. In addition, these debt payments are driving up
the city’s overall annual pension costs, as the next section
shows.

4. Pension Costs are Consuming More
and More Taxpayer Resources
One important metric for determining the relative cost
of a pension plan to taxpayers is the amount of annual
required contribution relative to the total amount paid
to employees each year. Ten years ago, the ratio between
projected pension costs and the city’s total payroll was
about 1 to 5, but in fiscal year 2013 the ratio was about 1
to 2.5.11 Figure 4 provides a visual representation of this,
showing the combined payroll for the two systems (light
green) and the combined actuarially recommended ARC
(dark orange).
The total annual pension cost for the Public Safety
System has grown from 26.5% of the payroll for police
officers and firefighters in 2004, to 43.7% of the payroll
in 2014. And pension costs for the Civilian System have
grown from 13.2% of payroll to 27.5% of payroll over the
last decade. Combined, the cost of funding pensions for

Figure 3. Growth in Debt Payments as a Percentage of Pension Costs

Source: Reason Foundation. Note: Authors’ calculations based on data from PFRS and ERS valuations; figure uses
normal cost rate and amortized debt payment rate as percentages of covered payroll.
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Figure 4. The Recommended ARC for Omaha’s Pension Systems Rising Relative to City
Payroll

Source: Reason Foundation. Note: Authors’ calculations based on data from PFRS and ERS valuations. Numbers
reflect combined covered payroll and annual required contribution data. ARC as a % of covered payroll rises from
21.5% to 38.1% from FY2004 to FY2013.

employees in both systems has risen by more than 86%
over the last 10 years.12
Because taxpayer dollars are a finite resource, every dollar
that goes towards funding pensions means a dollar not
spent elsewhere—on schools and parks, for example.
There will always be some spending on pensions, but if
Omaha had made the required pension payments in the
past, then required debt payments today wouldn’t be as
high and the ARC would be lower.
Effectively, the city’s underfunding in the past has created
costs that are crowding out possible other spending in the
present. If the city were to start paying 100% of the ARC,
it would necessitate a serious change to the city’s budget. For example, last year Omaha skipped out on $9.1
million in contributions to the Public Safety System and
$10.2 million in contributions to the Civilian System. If
the city had paid this nearly $20 million into the pension fund, it would have meant finding equal amounts to
cut out of the budget, such as programs like street maintenance ($25.4 million) or parks and recreation ($25.9
million).
Another way to think about the growth of pension costs is
that they are requiring the city to maintain certain taxes,
such as the unpopular restaurant tax or property taxes,
that might otherwise be cut.13 If the city had paid more
into the pension system in the past, costs would otherwise

be lower today and might have enabled the city to reduce
certain tax rates.

Root Causes of These Trends
These four interrelated trends have two primary causes.
The first is related to economic events outside the control
of the city, but the second is very much a direct cause of
public policy decisions by previous leaders in Omaha.

1. Actuarial Assumptions About the
Future Have Been Wrong
Pension systems can only work when the financial risk
experts, i.e. actuaries, make accurate estimates about the
future of investment returns, inflation, and health and
mortality trends. But actuaries have missed the mark in
two critical ways that have directly contributed to Omaha’s unfunded pension liabilities.
Investment Returns Have Not Met
Expectations

To start with, city leaders and actuaries were incorrect in
their estimates about the rate of return on investments
for the Public Safety and Civilian Systems. For the last
decade, Omaha has been assuming that it would earn 8%
a year from investing pension fund assets.14 In some years,
7
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the city’s investments did better than that, but in other
years they did worse—particularly during the financial
crisis. The result is that over the past decade the city has
earned only an average of 6.56% a year for the Public
Safety system, and 5.37% for the Civilian system.15
Figure 5 shows the annual rates of return over just the last
decade for each of the two retirement systems, along with
the difference between the assumed return and the actual
return.
This collective information suggests the city’s 8% assumed
rate of return is overly optimistic. Using the last 30 years
of data, it is possible to assume that the city could earn
8% to 9% on its investments over the next three decades.
However, all savvy investors know, the past is not always
the best predictor of the future. As such, pension funds
should be cautious in projecting their future returns using
data that is more than the last decade.
A lot has changed in 30 years and it may not be reasonable to assume that investment return patterns from
the 1980s and 1990s should be included in projections
about future returns—either for Omaha or anywhere
else. In just the past decade and a half, financial markets
have seen the dot-com bubble and bust, a surge of good
years during the housing bubble, a stock market and real
estate crash with the financial crisis, and the subsequent

reshaping of the American financial landscape with major
regulatory overhauls and policy shifts by the Federal Reserve. Bond markets, equity markets, real estate prospects,
and nearly every other asset class have been dramatically
altered in perceptions about their fundamentals and how
they operate.
Appendix I offers a more detailed critique of Omaha’s
assumed rate of return, as well as a case for using a less
risky discount rate than is currently adopted by Omaha’s
pension plans.
Life Expectancy Has Exceeded Expectations

Another area in which actuaries have been wrong in their
assumptions is the life expectancy of retirees. When promising a guaranteed lifetime pension, it is important to have
good estimates of how long people will live.
The way that actuaries measure life expectancy is actually
through death rates. A lot of work goes into determining
the odds that someone will survive given various conditions in society, and actuaries ultimately produce tables
that show the probability of death or survival for certain
ages and genders. Figure 6 shows mortality rates that
actuaries used in 2004 and 2013. For example, in 2004,
actuaries judged that there was just a 0.04% chance of a
man dying at age 20, but that there was a 0.92% chance
they would die at age 60.16 Notice the change in mortality

Figure 5. Actual Rates of Return Compared to Assumed Return
10-Year Averages: 6.6% (Public Safety) 5.4% (Civilian)

Source: Reason Foundation. Note: Data from PFRS and ERS valuations.
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Figure 6. Mortality Rates Used for Omaha Pension Systems

			
2004
2013
Age
Males
Females
Males
Females

Reduction in Mortality
Rates Between 2004-13
Males
Females

20

0.04%

0.02%

0.03%

0.02%

25%

0%

30

0.06%

0.03%

0.05%

0.03%

17%

0%

40

0.12%

0.07%

0.10%

0.07%

17%

0%

50

0.39%

0.16%

0.19%

0.15%

51%

6%

60

0.92%

0.42%

0.46%

0.41%

50%

2%

Note: Percentages are expected mortality rates, based on mortality tables listed in the PFRS valuation.

rates for 60-year old men between 2004 and 2013: they
fell from 0.92% to 0.46%.
This is significant because reduced mortality rates mean
larger liabilities. Mortality tables help pension systems estimate how much an individual on average will collect in
pension payments. But if the life expectancy assumptions
are wrong then the actuarially determined ARC won’t be
enough to save for future pension payments—even if the
city did pay 100% of the annual required savings rate.
How This All Fits Together

As previously mentioned, actuaries annually calculate the
total value of pension benefits that are being promised
in a given year and try to determine how much should
be saved in order to pay for those benefits. To calculate
how much the city will ultimately have to pay out, the
estimates about life expectancy have to be accurate. And
because the amount being saved is going to be invested,
the assumed rate of return on assets has to be precise.
Because investment returns have been lower than previously expected and contributions from the city lower than
recommended, assets have grown slower than projected a
decade ago. And because life expectancy has been better than anticipated, liabilities have grown faster than
projected (Trend #1). With liabilities growing faster than
assets, the pension system has added hundreds of millions
in debt (Trend #3). And because annual pension costs
include paying off debt, the cost of paying for pension
expenses has nearly doubled over the past decade as a
percentage of payroll (Trend #4).

2. Pension Managers Have Failed to
Make Responsible Choices
While national investment trends and advances in life
expectancy are outside the control of city officials, the
prioritization and management of taxpayer funds and
policies related to pension benefits are very much within
their control. However, over the past decade city officials
have failed to responsibly manage the costs of both the
Public Safety and Civilian Systems.
Perpetual Underfunding

First, as previously mentioned, city officials have consistently failed to pay 100% of the annual pension bill for
either pension system throughout the last decade (Trend
#2), which has contributed to the slow growth in assets in
the pension system (Trend #1).
It is true that beginning in 2010, the city started contributing more towards the Public Safety System. But
as we showed in Figure 2, contributions still haven’t
reached 100% of the ARC, and the city has essentially
done nothing to deal with the underfunding of the
Civilian System.
Because the annual pension bill is based on how much
should be saved this year so that the investment returns
on that money can be used to help pay for future benefits,
underfunding not only means failing to save but also
undercutting possible investment returns. Future taxpayers then have to not only make up the difference on the
amount not saved but also cover the never realized investment returns.

9
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Underfunding pension assets leads to growth in pension
debt (Trend #3) and subsequently the growth in overall
pension expenses every year (Trend #4).
No Limits Placed on Benefits

Second, these trends have been evident in annual valuation reports of the city’s pension funds. City officials
could have responded by temporarily or permanently
changing the amount of pension benefits offered, increasing the age of retirement, slowing down or temporarily
freezing the hiring of employees, or implementing a number of other policy changes designed to slow down the
growth in pension liabilities so that pension assets could
catch up.
It is true that the city has made a few small moves to curb
the growth in liabilities. Starting in 2013, newly hired
firefighters were no longer eligible to retire with full benefits at age 45 with 25 years of service, but instead have
to reach age 55 with 10 years of service or age 50 with 20
years of service. And, since 2004, there has been a legal
and political fight between city officials and the firefighter’s union over staffing levels, albeit with little resolution.
However, if such steps have reduced liabilities, the results have been negligible. These limited changes do not
represent the kind of robust attempts to curb the growth
of pension liabilities that would have fundamentally improved the stability of Omaha’s two pension systems.
Treating DROP As Pension Reform

Third, the city has decided to rely on the recently adopted
Deferred Retirement Option Program (DROP) as a form
of pension reform. The city’s actuaries have projected that
the program will generate some savings over the coming
years, primarily through investing deferred retirement payments on behalf of the employee and taking at least 50% of
the returns for paying down pension debt, and by requiring
employees in the DROP to continue making contributions.17 However, the best-case scenario in their projection
is that the savings will reduce the time that it will take for
assets in the Public Safety System to catch up to liabilities
by just two years—from 24 years down to 22 years.
Even if these projected savings were more significant, it
would nevertheless not constitute genuine pension reform
because it is dependent on the same failed actuarial analysis that contributed so much to the current trends in the
10

first place—both an unrealistic assumed rate of return and
underestimated life expectancy rates.
Moody’s Investors Service recently downgraded Omaha’s
bond rating from Aa1 to Aa2, in part citing the growing
unfunded liability for the city’s pension plans. However,
an additional factor behind the rating is that Moody’s uses
a model to assess municipal pension systems that fundamentally rejects the notion of Omaha’s DROP as substantive pension reform. Savings projections for the DROP
are dependent on the city’s 8% assumed rate of return and
discount rate being correct. Moody’s rejects the reliability
of an 8% rate and currently uses a discount rate for municipal pension systems that is closer to 4.5%.18
While a discount rate built on Moody’s assumptions may
not be a politically feasible target, the variance between
the proposed approach and the city’s approach should
serve as a warning that the current assumption is too high.
Appendix II offers a more detailed critique of the savings
projections from the DROP.
While the three changes present in the DROP will likely
have some marginal effects on the Public Safety and
Civilian Systems, the simple reality is that at most these
changes slow the advance of Omaha’s pension problem—
they do nothing to reverse its course.

Principles for Reversing
These Trends
The city of Omaha could improve its fiscal position by
starting to contribute at least 100% of the ARC and possibly even additional down payments on the pension debt.
And it could more accurately recognize the scope of that
pension debt by using a lower discount rate and assumed
rate of return.
However, these changes would not eliminate the possibility that future city leaders could reverse the policies.
Therefore, the city should look for ways it can truly
reform the system for providing retirement benefits to
public employees.
Fortunately for Omaha, the dismal fiscal state of its pension system is not a unique problem in the United States.
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Many other municipalities have faced—and continue to
face—the same kind of challenging trends outlined in
this paper. There are several alternatives to defined-benefit
pension systems that have been adopted by cities, counties, and states around the country, and which Omaha
could embrace. Whatever the alternative, it should embody the following principles:

1. Pension plans should be affordable,
sustainable and secure.
The current defined-benefit pension structure for both the
Public Safety and Civilian Systems means that the costs
of funding retirement benefits are dependent on events in
the marketplace and changes in life expectancy—both of
which are outside the control of Omaha. The future retirement benefit system should have affordable costs that
are sustainable for taxpayers and secure enough to not be
reliant on good fortune.

2. Reforms should reduce, and then
eliminate unfunded liabilities.
Any pension reform that closes the current retirement
systems to new members, and then put future hires into
a more sustainable and secure system, would stop the
growth of liabilities that are dependent on actuarial accuracy. Closing the systems to new members would mean
no additional employees getting benefit promises that
are going to be underfunded, adding to the rest of the
city’s current liabilities. Over time this will allow Omaha
taxpayers to eliminate the city’s pension debt.

3. The pension reform process should
strive for simplicity, clarity and transparency.
The best alternatives to the status quo would involve a
system that does not require actuaries to look into their
crystal ball for forecasting returns. The simplest approach
could be to put all new employees in a defined-contribution retirement plan, similar to a 401(k), in which the city
would contribute a set percentage of an employee’s pay
into an individual account, within which the employee
controls the mix of investments. By definition, since
defined-contributions do not guarantee a specific rate of
return, there can never be unfunded liabilities; the city

would make its regular contributions to the employee’s
retirement account with no further funding obligations
beyond that.19
Another approach could be to develop a “hybrid” plan in
which the city contributes to a small defined-benefit plan
alongside a defined-contribution plan.20 A well-designed
hybrid can mitigate financial risks to taxpayers, though
would not completely eliminate the possibility that trends
outlined in this paper might return in the future.
Finally, the city could also consider creating a so-called
“cash balance” retirement plan that relies on lower discount rates when creating individual accounts for future
employees, though the accounts are invested together in
a lump sum. A cash balance plan would not necessarily protect the city from financial risk, avoid unfunded
liabilities, or guarantee adequate benefits for retirees. The
cash balance plan design may offer the promise of being a
compromise, “win-win” solution, but in reality, it is prone
to facilitating the creation of a poorly designed retirement
plan. While cash balance plans may reduce some of the
risk for the plan sponsor while still providing employees
with some guarantees, there may be better ways to get
that guarantee.
In summary, when there is an opportunity to transition
away from a traditional defined-benefit plan, policymakers should consider the following hierarchy: true definedcontribution plans as a first option, followed by a hybrid
defined-benefit/defined-contribution plans as the second
option, and carefully constructed cash balance plans as
the third option. Whatever the reform, it should remove
the temptation and the ability of future policymakers to
reverse course midway through the reform process so that
all participants involved can be confident in the future of
retirement funding in Omaha.

Conclusion: Real Pension
Reform Means Changing the
Status Quo
The only way to eliminate the problematic trends outlined in this policy brief is to adopt wholesale changes
that replace the current systems with alternatives that do
not depend on the city’s financial risk specialists being
better in their forecasting than they have been in the past
11
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decade. Any changes to the current structure that leaves
taxpayers exposed to the unpredictability of investment
returns and medical technology should not be considered
robust “pension reform.”

Appendix I: The Case Against
the 8% Discount Rate
Defined-benefit pension plans like the Public Safety and
Civilian System require actuaries to use two important
measures: an “assumed rate of return” to project how investment returns will grow the assets in the pension fund;
and a “discount rate” for determining net present value of
pension liabilities.
The assumed rate of return and the discount rate are important for determining normal cost and the annual debt
amortization payment.21 If the rate of return underestimates future returns, and the discount rate turns out to
be lower than necessary, the result is a pension system that
is well funded and where taxpayers have saved more than
enough to pay off promised pension benefits. However, if
the rate of return overestimates future investment growth,
and the discount rate under projects the future value of
liabilities, then the result is a pension system mired in
debt and without the ability to pay retirees their promised
benefits.
Currently, Omaha is using an 8% assumed rate of return
and discount rate. Unfortunately, this has proved to be
an overestimate of investment performance over the past
decade, and for five important reasons, 8% is also is an
unrealistic projection about the future.

1. If Omaha were regulated like a
private sector company, they would
have to use a discount rate closer to
6.1%.
First, private sector companies that have defined-benefit
pension plans for their employees are regulated by a
separate set of rules than government employer definedbenefit plans like Omaha.22 To start with, in the private
sector the Financial Accounting Standards Board (FASB)
does not allow companies to use their assumed rate of
return as the discount rate. Pension systems can base their
12

assumed rate of return on the historical returns of their
investment portfolio and the specific investment strategy
they are taking with those assets, but the discount rate is
determined separately.
Federal regulations dictate how the discount rate can be
defined, with the Internal Revenue Service (IRS) providing detailed guidance. Private sector defined-benefit plans
are required to use separate discount rates for the pension
liabilities of employees who are within five years of retiring, are between five and 20 years of retiring, and are estimated to be 20 or more years away from retirement. The
IRS releases regular tables with the rates that can be used
for the liabilities that fall into these different segments.
The discount rates that federal regulations dictate are
based on a high-quality corporate bond yield curve,
meaning the discount rate for private sector defined-benefit plans is unrelated to the historic performance of any
one specific retirement system.
If Omaha were a private sector company, regulations would
dictate that the current discount rate for valuing pension liabilities would be just 6.1%—much lower than the current
8% discount rate being assumed by both the Public Safety
and Civilian Systems.23

2. Moody’s Investors Service suggests
a rate closer to 4.5%.
In 2012, Moody’s Investors Service (MIS) released a new
methodological approach for how it would value the liabilities and assets of municipal pension plans like Omaha’s defined-benefit systems. The research service of the
famed ratings firm argues that their approach improves
the “transparency” of pension liabilities in their attempt
to avoid a widespread problem of “understated” pension
debt.24
The MIS methodology uses a high-grade, long-term
corporate bond index to discount the net present value
of pension liabilities. While a number of quality indices
exist, most long-term investment grade bond indices show
yields of between 4% and 5% over the past two years. For
January 2014, the Moody’s seasoned triple-A corporate bond
yield was at 4.5%—again much lower than the current
discount rate in Omaha.25 And in January 2013, the same
index was at 3.8%.
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3. Academic research suggests a rate
between 4.2% and 2.3%.
There is a large body of academic literature in financial
economics that also argues it is a mistake to use the assumed rate of return to as a means of valuing pension
liabilities—i.e. to use the rate of return as the discount
rate.26 The most recent academic research has suggested
cities like Omaha might best protect taxpayers by using a
discount rate based on either a municipal bond index, or
the Treasury yield curve.27
Figure 7 shows the yields on a high-grade, 20-year municipal bond index, alongside 10-year and 30-year Treasury
bonds.28 Over the past three years, the municipal bond
index has averaged 4.2%, while the 10-year Treasury bond
and 30-year Treasury bond have averaged 2.3% and 3.3%
respectively. Collectively, this suggests a discount rate for
Omaha somewhere between 4.2% and 2.3%.

4. Omaha’s historic investment performance suggests there is only a
15% chance of earning an 8% rate of
return.
Fourth, while the private sector and academics are opposed to using the assumed rate of return as a means of
determining the discount rate for valuing liabilities, there
are no federal laws restricting state and local pension

funds from following that practice. GASB has recently
changed its reporting requirements to be more in line
with the national standards, and pension liabilities that
are underfunded will be required to use a discount rate
related to high-grade municipal bond yields. However
this requirement only applies to reporting, not to funding
practices.
Technically, Omaha will be able to report its liabilities
using the GASB determined discount rate, but for the
purposes of determining its actual contributions, the city
can still use 8%.
However, even assuming that Omaha continues to use its
historic investment performance in order to project an
assumed rate of return, and then also use that figure as the
discount rate, there remains a question as to what time
frame should be used when assessing historical investment
returns.
The current 8% assumed rate of return might be a reasonable expectation based on the last three decades of investment return data. But a lot has changed in 30 years. In
just the past decade and a half, financial markets have
seen the dot-com bubble and bust, a surge of good years
during the housing bubble, a stock market and real estate
crash with the financial crisis, and the subsequent reshaping of the American financial landscape with major regulatory overhauls and policy shifts by the Federal Reserve.

Figure 7. Municipal Bond and Treasury Bond Yields, 2012–2014

Source: Reason Foundation, Federal Reserve Bank of St. Louis
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Bond markets, equity markets, real estate prospects, and
nearly every other asset class have been subject to dramatically altered perceptions about their fundamentals and
how they operate.
Given these changes, it is no longer reasonable to include
investment return patterns from the 1980s and 1990s in
projections about future returns—either for Omaha or
anywhere else. One lesson of the financial crisis was that
serious, unforeseen events in the marketplace are a reality
that modern finance hasn’t magically defeated through
the power of risk analytics. A second lesson is that age-old
wisdom—like housing prices never going down—should
be taken with a grain of salt.
This analysis suggests that if past investment data is to
be used for projecting future returns, at most we should
use 10 years of data (and even then, the resulting projection should be assumed to be optimistic). Between fiscal
years 2004 and 2013, the Public Safety System averaged a
6.56% annual rate of return on its investments, while the
Civilian System averaged 5.37%.29
Based on the last 10 years of investment return data for
(separately) the Public Safety and Civilian Systems, the
probability of an 8% rate of return over 30 years is less
than 15% for either system.30
There is a 5% to 10% chance that the Civilian System
will achieve its 8% target rate of return.31 The Public
Safety System has had stronger investment returns, but
even so there is only a 10% to 15% chance that this system gets an 8% return.32
While it remains inappropriate to use rates of return to
determine a discount rate, it may be that the city will not
want to abandon this approach, not least because it is still
technically permissible practice under GASB rules. Examining projections for the two systems to see where lower
expected returns might fall, there is a 25% to 40% probability of achieving the 6.1% rate of return that private
sector guidelines would suggest.33 And there is a 50% to
60% chance that the high-yield corporate bond index rate
of 4.5% could be achieved.34
Collectively this suggests that Omaha has a very low probability of meeting its assumed rate of return in the coming
years, thus making the discount rate also unrealistic.
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5. The national trend is towards lowering assumed rates of return.
Finally, it should be clear that much of the debate over
how to set an assumed rate of return comes down to how
best to think about the future. The academic literature
argues that pension plans should never use their own
historic investment performance to determine a discount
rate. Both the Moody’s Investors Service guidance for
municipalities and federal regulations for private sector
defined-benefit plans use corporate bond yields to guide
expectations about the future. The question is whether
state and municipal governments will adopt the private
sector standards or continue to use past investment returns as an indication of future performance.
The recent change in GASB standards for reporting pension finances is a push in the direction of private sector
standards for public sector pension funds. Already, there
has been a slow trend amongst states, cities, and counties away from using higher discount rates. Over the past
decade of the top 110 state level pension plans, 45 have
lower their discount rates from 8% or higher in 2004 to
less than 8% by 2013.35 And only 12 states now use a
discount rate of 8% or higher for all of their state level
employees.
This trend towards lower discount rates is still rooted
in the idea that the assumed rate of return on assets can
responsibly be used to discount the value of pension
liabilities. However, because it is moving towards the
discount rates used in the private sector, the net result is,
nevertheless, more responsible pension system management overall.

Appendix II: The DROP is Not
Pension Reform
Omaha recently adopted a “Deferred Retirement Option
Program” for both the Public Safety and Civilian Systems.
This program gives employees the option to retire, then
be immediately rehired, and have their monthly pension
benefits paid into an account managed by the city for
three to five years.
While the DROP could generate some savings for the two
pension systems in theory, such savings have been and will
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be small relative to the size of the pension debt Omaha
has accrued. Moreover, because the DROP relies on the
same set of problematic actuarial assumptions as the rest
of the defined-benefit system, such a program cannot be
considered the kind of substantive reform to the status
quo that Omaha needs.
Under the system, the employee continues to be paid a
salary for their current role while at the same time starting
to collect theoretical pension benefit checks. The pension
checks are not actually distributed to the employee, but
are notionally earmarked for the employee within the asset pool of the larger pension system.
The employee continues to make contributions into the
pension fund, but they do not accrue any additional years
of service. Once the three to five year DROP period is
over, the monthly pension benefits continue at the same
rate they were at during the DROP period, and the
employee gets a lump-sum payment of all monthly pension benefits that had been set aside during the DROP
period.36

How Does the DROP Benefit
Employees?
The benefits to the employee are that they effectively
continue to earn a salary while also getting paid monthly
pension benefits. The employee’s salary is effectively reduced by whatever the employee contribution rate to the
pension fund is, because that money does not go towards
their benefits—which were calculated and fixed at the
time the DROP period started. However, the employee
does get paid interest on the pension benefits being set
aside for them during the DROP period.

How Does the DROP Benefit the
Omaha Pension Systems?
The pension systems benefit because they can encourage earlier retirement, and reduce liabilities slightly by
fixing pension benefits at a rate with three to five fewer
years of service in the benefit calculation. The pension
systems also do not bear the costs of continuing to pay the
employee a salary during the DROP period. Of course,
those costs are borne by the city, so from the perspective
of taxpayers this distinction is not as important as the net
cost of the program to the city budget.

The pension systems also benefit because instead of actually paying out retirement checks each month, it gets
to keep the funds (theoretically being deposited into an
individual account) that otherwise would be outlays and
invest that money during the three to five year period.
Omaha’s DROP allows for the interest rate paid to employees on the deferred pension benefits to be between
0% and 7%, but the total rate is not to exceed 50% of
the actual rate of return on assets each year. This means
that the pension systems will either collect a windfall from
investing the deferred retirement benefits—which when
added to the assets of the pension system reduces pension
debt—or at least won’t have to pay out any interest (if
investment returns on the years are not positive).

Will the DROP Save Taxpayers
Money?
There are a few factors that will determine whether the
DROP saves Omaha’s taxpayers money. One factor is
whether any savings credited to the pension systems from
the DROP reduce the unfunded liability by a greater
amount than the city pays out in salaries for employees
during the three to five year DROP period. The DROP is
designed with the explicit mandate that it be “at least cost
neutral to the pension system.” However, in years where
the DROP is cost neutral to either the Public Safety or
Civilian Systems, the net affect will be taxpayers losing
money as there is still the cost of the salaries being paid to
workers during the DROP period.
(Even if the employees who retired were replaced—a
somewhat contentious issue in Omaha—veteran employees usually make substantially more than the entry level
employees that would replace them, meaning there still is
some salary cost for paying employees during a deferred
pension period.)
Another factor is how much the city actually earns on its
investments. In years where investment returns are greater
than 14%, the city will not only reap a 50% windfall
on the invested deferred benefits, but will also get every
investment return dollar above the 14% line as well. In
years where the city earns little to no return, however,
there could be no windfall to help pay down the pension
debt and improve the funding ratio.
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Is the DROP Enough to Reverse the
Negative Trends? No.
A report from the city’s actuaries found that adopting an
“at least cost neutral” DROP would save the Public Safety
System enough money that assets would catch up with
liabilities by 2036, instead of 2038 as is currently projected.37 This best-case scenario, in which the system is fully
funded (i.e. has no more pension debt), assumes the that
the city earns 8% a year for the next 24 years and that life
expectancy rates remain the same for the next 24 years.38
For reasons detailed earlier in this paper, these are foolish
and ultimately irresponsible assumptions.
As pointed out above, the probability of realizing an 8%
rate of return on investment is very low (see Appendix I).
Furthermore, in just the past decade there have been remarkable advances in life expectancy rates—and the pace
of innovation in medical technology is only getting faster.
The Deferred Retirement Option Program does create the
possibility of savings within the pension system. But the
projected savings are quite small and even those savings
are based on precisely the unrealistic assumptions that
have contributed to the problematic trends facing Omaha
today. In short, DROP will not be enough to eliminate
Omaha’s pension debt or to substantially reduce the net
cost to taxpayers of providing a defined-benefit retirement
plan to the city’s public sector employees.

Related Material from Reason
Foundation and Platte Institute
•

•

•
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“The “Transition Costs” Myth: Why Defined-Benefit
to Defined-Contribution Pension Reform Is Commonly Misunderstood,” by Anthony Randazzo,
Reason Foundation, October 28, 2014, http://reason.
org/news/show/the-transition-costs-myth
“Best Practices in Pension Reform: Lessons Learned
from Successful Reformers,” by Lance Christensen and Adrian Moore, Reason Foundation,
September 29, 2014, http://reason.org/news/show/
best-practices-in-pension-reform
“Pension Reform Case Study: Michigan,” by Anthony
Randazzo, Reason Foundation, March 17, 2014,

http://reason.org/news/show/pension-reform-casestudy-michigan
•

“Pension Reform Case Study: San Jose,” Adam Summers, Reason Foundation, February 18, 2014, http://
reason.org/news/show/pension-reform-san-jose
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individual’s salary toward the retirement plan of their
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the analysis. Using the investment returns for each
asset class independently to project the odds of future
rates of return would also change the analysis, and
create a more accurate picture. Without that publicly
available data we were not able to refine our model,
and as such it presents simply an approximation for
the odds of Omaha’s achieving an 8% rate of return
over 30 years. However, given that a discount rate for
a high-yield corporate bond index consistently falls at
the 50th percentile or better in our model, we stand by
the results as providing a useful approximation of the
odds of Omaha achieving an 8% rate of return.
31. Our projections show the probability of an 8% return
usually fell at the 92nd percentile.
32. Our projections show the probability of an 8% return
usually fell at the 87th percentile.
33. Our projections show the probability of a 6.1% return fell between 60th and 75th percentile.
34. Our projections show the probability of a 4.5% return fell between 40th and 50th percentile.
35. This calculation is based on our own review of all 50
state pension systems and their largest plans.
36. This lump sum can also be put into an annuity for an
annualized payout.
37. October 14, 2014 letter from Cavanaugh Macdonald
Consulting, LLC to the Board of Trustees for the City
of Omaha Police and Fire Retirement System, subject
Projections of Long Term Funding.
38. It also assumes that 70% of Public Safety employees
elect a five-year DROP for the next 24 years.

30. Methodology: This projection is only an approximation, limited by publicly available data. We used the
annual investment returns from FY2004 to FY2013,
as reported in the actuarial valuation reports to get
the mean annual return and its volatility measured
by the standard deviation. These were then used in a
standard Monte Carlo simulation (10,000 iterations)
for projecting the odds for different rates of return.
Using historic results over a long-term would change
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