
I T ' S  B A C K !
Excess interest returns after long hiatus

For the first time since 2000 the Pennsylvania Municipal Retirement
Board (Board) has voted to award excess interest.  The amount to be
credited is 0.58% of each plan's December 31, 2005 assets.  Although not quite as robust
as past years, excess interest has indeed made a return.  At 0.58%, each plan will receive
an award that may seem pale in comparison to those awarded in 1998 and 1999; however,
PMRS is pleased to have reached the point of financial prosperity where it can safely
award excess interest.  This historical marker highlights the System's capability to weather
the hardships associated with the worst decline in the stock market's history (yes, even
worse than the stock market crash of 1929), and to never lose focus on providing for the
financial security of the System's members.  

In the years prior to 2001, PMRS experienced very healthy investment returns and extend-
ed that wealth to its members through some very generous excess interest awards.  After
the boom of the 1990's many investors were not prepared for the bust of the financial mar-
kets between 2000 and 2002.  The economy had investors seeking out new exotic and
yes, even risky ways to recover from the dramatic drop in the market value of their invest-
ments.  The Board did not panic or overreact but instead recognized that "slow and
steady" often is the best approach.  The market value of the PMRS portfolio at its lowest
was valued at $0.80 for every credited dollar.  With the help of a solid investment plan and
sound financial and actuarial advice, PMRS worked through those troubling times.  PMRS
is very pleased to report that as of January 1, 2006, the portfolio began the year valued at
$1.03 for every dollar credited to our member plans.  The Board, seeking to share the
returns, has in accordance with long established policy, decided to award a portion of this
surplus to our plans in the form of excess interest.
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Excess interest is a benefit unique to PMRS and one that many municipal contacts have yet to
experience.  In this special edition of The Spotlight, we will discuss the
benefit, its history and importance, and review the steps for allocat-
ing this special award.  Our efforts will be focused on helping our
municipal contacts address the important decision of how to allo-
cate the 2006 award.
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What is Excess Interest?

Excess interest is investment
earnings on the System's assets
in excess of that required for allo-
cation to regular interest (current-
ly 6.0%) and administrative
expenses.  The year-end award
was the legislature’s special way
of sharing the System's invest-
ment earnings with all member
municipalities and their active
and retired employees. 

When Was Excess Interest
Established?

Excess interest allocations were
first authorized in 1980 by
Pennsylvania's General
Assembly.  Prior to 1980, the
money earned in excess of that
necessary to run the System and
to pay regular interest was used
the same way it is today in most
defined benefit plans:  as a credit
to a plan's unfunded liability or a
credit to the employer's future
obligations.  The 1980 law
made the unexpect-
ed "profit" available
not only to our mem-
ber plans but also
to our active and
retired members so that
they too could benefit from
the excess interest.

Where Does PMRS Get the
Excess Money?

Excess investment awards vary
from year to year depending on
the rate of return earned on the
System's investment monies.
The performance of the financial
markets ultimately determines
the excess investment award.

In 1985, the System's actuary
devised a formula that the PMRS
Board adopted to determine the

amount of excess interest avail-
able in any given year.  The for-
mula's main purpose is to
smooth the roller coaster ride
that the financial markets tend to
take.  It takes into consideration
the amount of money need-
ed to run the System and
to pay the regular rate
of interest over the
long term.  The
Board's goal was to
allow plans to take
advantage of the per-
formance of markets
in good years but at the
same time to save for
those years when the markets
performed poorly.

Why Is Excess Interest
Confusing?

Part of the confusion surrounding
the crediting of excess interest is
due to the delay in processing
the awards by one year.  Under
the Board adopted formula, the

System awards excess interest
in the calendar
year following
the year in

which it was
earned.
Therefore, the

2006 investment earnings are
based on the period of January
1, 2005 through December 31,
2005.  

The circumstances surrounding
decisions not to award excess
interest have also been tough for
some to understand.  From 2002
through 2005, the Board elected
not to award excess interest due
to an insufficient balance in the
excess interest reserve account.
In order for the Board to grant
excess interest awards, the
excess interest reserve account

must have a positive balance
and the System must be able to
pay its promised 6.0% regular
rate of interest and administrative
expenses.  

The scenario can be likened to
balancing a checkbook,

paying bills, and
spending money.
Our paychecks
must first cover
our debts (paying
any negative bal-
ances that may

exist) and account
for any immediate
expenses that will
soon come due -

(paying regular interest).
If there is money left over after all
obligations are accounted for, we
can afford to treat ourselves.
PMRS acts in a similar fashion -
prudently managing the System's
funds by not spending money it
does not have.  Any negative bal-
ances are eliminated first with
investment earnings.  Then
expenses, such as the 6.0% reg-
ular rate of credited interest are
paid using any leftover invest-
ment profits.  If unallocated
monies still exist, then excess
interest awards can be made to
member plans.  As history has
shown, this process has and
continues to help the System
maintain a strong and steady
financial base.  

Finally, some people have diffi-
culty understanding excess inter-
est because of the way it is allo-
cated.  PMRS defined benefit
plans have the unique opportuni-
ty to allocate the award in a num-
ber of ways.  The municipality
has the authority to assign the
benefit to one or all of the follow-
ing accounts:  the municipal, the
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The Pennsylvania Municipal
Retirement Board determines
rates for excess interest yearly
with advice from the System's
actuary (currently The Segal
Company).  In
determining
excess interest,
the actuary uses
a systematic
approach to cal-
culate the amount of
money needed to credit regular
interest and pay expenses.  The
first step is to realize that the
investment reserve and the year-
end value of assets are already
set.  The value of the active
members' accounts and the
municipality's assets must be
totaled, followed by the calcula-
tion of the retiree liabilities (not
necessarily equal to the System's
retired members’ reserve account
at year end).

While the balance of assets cred-
ited to the retired members’

reserve is known, the actuary
must determine how this credited
balance matches with the need-
ed reserves.  The System's con-
sulting actuary must answer the
following questions to determine
the assets in the retiree reserve:

1.  Did the number of retiree
deaths surpass the number
of anticipated deaths?

2.  Did retirees live longer than
expected?
3.  How much money is needed
by year-end to fund all retirees'
future benefits?

This process coupled with the
annual audit performed by the
System's independent auditors
usually lasts until August or
September of the following year.

The growth in the investment
reserve from the prior year is fac-
tored into a formula adopted by
the PMRS Board.  The excess
investment income is divided by

the totals of the three reserves:
active members', retired mem-
bers', and the municipal reserve
accounts.  The percentage is
applied to the reserves and the
municipalities are notified of the
total excess interest to be award-
ed to the plan.  The total amount
of excess interest to be awarded
in 2006 is 0.58% of year-end
assets.

Following is a ten-year history of
the Pennsylvania Municipal
Retirement System's excess
investment awards based on
prior investment experience.  

What is the best way to divide
the excess interest allocation?  A
common misconception is that
the letter of notification sent to
municipalities actually suggests
how to allocate a municipality's
excess interest.  PMRS does not
and will not make any recom-
mendations on a municipality's
allocation.  The decision lies
solely with the municipality's gov-

erning board and depends upon
the circumstances of the desired
outcome.

Following is a brief explanation of
the effects of allocating excess
interest to the various reserves.

Municipal Reserve

Allocating money to the munici-
pal reserve translates into lower

employer costs in the future.
The 2006 excess interest will be
credited on December 31, 2006
and will first be seen in the
January 1, 2007 Act 205
Actuarial Report that will be filed
in March 2008.  This means the
benefit of lower costs will not be
felt until 2008 or 2009.  The
lower cost will be reflected as a
lower unfunded liability or as a
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Year 
Regular
Interest

Excess
Interest

1996 6.5% 8.37%
1997 6.5% 6.56%
1998 6.5% 9.42%
1999 6.5% 9.68%
2000 6.5% 8.49%
2001 6.5% 0.00%
2002 6.5% 0.00%
2003 6.5% 0.00%
2004 6.5% 0.00%
2005 6.0% 0.00%
2006 6.0% 0.58%
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active and vested members’,
and/or the retired members’
reserve accounts.  If excess
interest is allocated to the active
or members’ accounts, the
municipality may also designate

how the benefit will be disbursed
- in large part by dollar amount or
by percentage.  Each decision
has its own benefits but it can
also have some surprising con-
sequences.  For further informa-

tion on the impact of a municipal-
ity's decision, read the article
titled "Allocation Effects" found in
this special edition of the PMRS
newsletter.  



larger surplus credit.  Depending
on the plan's cost, the excess
interest award may impact future
state aid allocations.

Active and Vested Employees

If excess interest is given to
active and vested employ-
ees, the money is tracked
separately until the member
begins drawing a
monthly benefit.  At
that time, the excess
investment account is
divided by a life
expectancy factor to pro-
duce an additional monthly bene-
fit.  For example, if a member
accumulates $5,000 in his
excess interest account and he is
retiring at age 65 under the sin-
gle life annuity option, he will
receive an additional $39.19 per
month in his retirement check.
This excess interest benefit is in
addition to the benefit that has
been separately promised and
funded by employer and employ-
ee contributions.

Retirees

If the excess interest is allocated
to the retired members' reserve,
the retiree will be given a boost
in his monthly retirement check
for the remainder of his life.  For
example, if the System awards a
4% excess interest award and
the municipality allocates the
money on an equal percentage
basis, the retiree will begin
receiving 4% more on his next
January annuity check.  The
effective date of this year's award
will first be seen on the January
2007 return checks.

excess to help pay the
increased unfunded liability.  If
your plan is a minimal benefit by
design, allocating excess inter-
est to the active members’
account may be considered a
bonus to both the employees
and the municipality since it puts
less stress on budgets and com-
mitments to future costs.  In this
case, the benefit is a one-time
improvement that will continue
to grow until the employee
retires.  If former employees
have been retired for some time
and have suffered the conse-
quences of inflation, the excess
interest award may be a way to
grant a cost of living-type bene-
fit without funding the benefit
from the municipality's current
budget.

One suggestion PMRS will
make is that governing boards
should make the allocation deci-
sion a part of the public
process.  Many municipalities
have discovered the benefit of
reflecting on the allocation deci-

sion via the governing
board's meeting min-
utes.  The minutes of
the meeting also pro-
vide the governing
board with an official
record of the discus-

sion that lead to the
board's initial allocation

decision.    

As with any choice, the conse-
quences are varied.  PMRS staff
hopes that with the freedom of
choice, each municipality will be
able to carefully explore the
impact of their allocation deci-
sion.  If you have any questions
regarding your plan, please do
not hesitate to contact our office
at 1-800-622-7968.  

Helpful Hints

Since no two plans have exactly
the same characteristics, the
System provides a number of
options.  Following are some
points to consider.

1.  If a plan eliminated member
contributions in the past

and the 2006 excess
interest is allocated to the
members on an equal

percentage basis,
employees hired after
member contributions

were eliminated will not
be able to participate in the
excess interest award.

2.  Awarding excess interest to
retirees on an equal percentage
basis means that those who
recently retired will get larger
monthly increases than those
who have been retired for longer
periods of time.  This happens
because the individual who has
been retired longer is usually
receiving a lower monthly benefit;
therefore, the value of the retire-
ment benefit is less for
some retired mem-
bers.

3.  If the excess
interest is allocated
to the municipal
account, which is eli-
gible for state aid, the
award may reduce the
amount of state aid that
the municipality might be
eligible for in future years.

It is difficult to determine what
truly is the "best" way to allocate
the excess interest awards.  If
your municipality recently under-
went a major upgrade in benefit
improvements, there is a
stronger argument to use the

Allocation Effects, pg 3
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SAMMPPLLEEALLOCATION OF 2006 EXCESS INTEREST AWARD

PLAN NAME:  Anytown CODE:00-000-0 N

The Pennsylvania Municipal Retirement Board has granted an excess interest award for 2006 of 0.58% on all
account balances as of December 31, 2005.  Given this award, the plan accounts earned the amounts indicated
below:

Municipal Account (employer contributions) $8,739.25

Member Account (member and municipal contributions for members) $5,678.75

Retired Members’ Reserve Account (member and municipal money set aside to pay $5,444.38
benefits for the plan's retirees)

Total Excess Interest To Be Credited $19,862.38

As explained in the enclosed letter, the above dollar figures show the 0.58% excess interest award earned on each
account; however, the plan sponsor has the right under Act 15 of 1974 to redistribute the award.  Please indicate the
allocation decision of the plan's governing board by checking the appropriate space below:

Credit excess monies based on the above distribution.  (Then check applicable method of distribution
from #1 and/or #2 below.  Sign and return form.)
Credit all excess monies to Municipal Account.  (Stop.  Sign and return form.)
Credit all excess monies to Members' Accounts.  (Then check method of distribution from #1 below.
Sign and return form.)
Credit all excess monies to Retired Members' Reserve Account.  (Then check method of distribution
from #2 below.  Sign and return form.)
Credit excess monies as follows:  (Explain other choice for allocation of total excess interest monies;
then check applicable method of distribution from #1 and/or #2 below.  Sign and return form.)

1.    If interest or a portion thereof is to be allocated to the active members' accounts, please indicate process.

Credit equal % against individual balance.
Credit equal $ to each individual.
Credit proportional to each individual's credited service.

2.  If interest or a portion thereof is to be allocated to the retired members' account, please indicate process.

Credit equal % benefit increase to each retiree.
Credit equal $ benefit increase to each retiree.

Name Title 

Signature Date 

Please return a copy of this form to PMRS by November 15, 2006.  Retain a copy for your records.  Failure to return
this form may jeopardize your board's allocation choice for crediting the excess interest award.

Deadline for returning allocation form:  November 15, 2006

Post Office Box 1165 800-622-7968
Harrisburg, PA Pennsylvania Municipal Retirement System 717-787-2065
17108-1165 ra-staff@state.pa.us

E) (  )

F) (  )
G) (  )

H) (  )

I) (  )

J) (  )
K) (  )
L) (  )

M) (  )
N) (  )

A)

B)

C)

D)
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Amount To Be Distributed
A.  Municipality's reserve balance
multiplied by the 0.58% excess
interest rate

B.  Members' reserve balance
multiplied by the 0.58% excess
interest rate - total monies held in
active and vested members' indi-
vidual accounts (members not
receiving monthly benefits as of
December 31, 2005)

C.  Retired members' reserve
account balance multiplied by the
0.58% excess interest rate - pres-
ent value of plan's retirees or ben-
eficiaries in active pay status as of
December 31, 2005

D.  Total amount of excess inter-
est PMRS is allocating to your
plan - amount of money that the
governing board can redistribute
or redirect

Distributing the Excess Interest
E.  Same dollar amount allocated
to each of the three reserves as
shown on top half of allocation
form.  All reserve participants
share the awarded excess inter-
est.

F.  Total amount of excess interest
allocated to municipal reserve
(Item D).  No active or retired
member will benefit directly from
this allocation.

G.  Total amount of excess interest
allocated to active members'
reserve (Item D) - only active or
vested members as of December
31, 2005 who are still members of
the System on December 31,
2006 will benefit directly from this
allocation.  This allocation will not
assist in funding the plan nor will it
give retirees an additional benefit.
Members still employed as of
December 31, 2005 but retired
during 2006 will receive an
increased benefit as a result of

end 2006.  If $7,000 in excess
interest was allocated to the mem-
bers' reserve account and there
are seven active and vested mem-
bers in the plan, each of the
seven account balances will
increase by $1,000.

L.  Increase based upon credited
service within the System relative
to all other active and vested
members as of year-end 2005
who are still members of the
System as of year-end 2006.  For
example, excess interest allocated
to the members' reserve was
$7,500 and there are three active
and/or vested members in the
plan, one having twelve months of
credited service, one three
months, and one sixty months.
The first account balance would
increase by $1,200, the second by
$300, and the third by $6,000.
This distribution is based upon the
members' proportional longevity
within the plan.  

Sharing Among Retired
Members

If excess interest money is allocat-
ed to the retired members'
reserve, the plan's governing
board must decide how to share it
among the retired members and
beneficiaries.  There are two
choices from which to select
(Items M and N). 

M.  Same percentage increase for
all retired members in the plan.  If
one retiree's monthly benefit
increases by five percent, all
retirees' benefits will increase by
five percent.

N.  Same dollar increase for all
retired members in the plan.  If
one retiree receives an increase
of $50.00 a month from excess
interest, all retirees will receive an
increase of $50.00 a month.  

any excess interest awarded to
the members.

H.  Total amount of excess inter-
est placed into the retired mem-
bers' reserve (Item D) - only
retired individuals receiving a
monthly benefit as of December
31, 2005 and January 1, 2007 will
directly benefit from this alloca-
tion.  This will not assist in funding
the plan nor will it provide active
or vested members an increased
benefit.

I.  Municipal plan may elect to
allocate the excess interest as
they deem appropriate.  For
example, if one third of the money
is allocated to active and vested
members, two thirds may be dis-
tributed to the retired members'
reserve.  

Sharing Among Active and
Vested Members

If excess interest money is allocat-
ed to the members' reserve, a
second decision must be made on
how to divide it among the active
and vested members.  There are
three choices (Items J, K, and L).

J.  Equal percentage increase for
all active and vested members
who had money credited to indi-
vidual accounts as of December
31, 2005 and who are still mem-
bers of the System on December
31, 2006.  If one member's assets
are increased by 7%, all active
and vested members' accounts
will increase 7%.  If a member's
account balance is zero on
December 31, 2005, no excess
interest will be credited to that
employee's account.

K.  Equal dollar increase for all
active and vested members in the
plan who had money credited to
their individual accounts as of
year-end 2005 and who are still
members of the System at year-
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