
Executive Summary

Approximately five million state and local
employees are exempt from Social Security

and instead participate in retirement plans
administered on the state and local levels. The
history of those retirement plans provides valu-
able information for policymakers attempting to
reform the federal program.

State and local retirement plans generally
provide plan participants with more benefits and
greater flexibility over retirement age and plan
payout than does Social Security. Those state
and local plans can provide superior benefits
because they predominantly "prefund" future
benefits, either by saving and investing the pro-
gram's income or by allowing the participants to
save and invest their contributions in accounts

that will provide for their own future benefits.
Prefunding also provides security for future
retirees: while Social Security is facing a severe
shortfall in revenue, most state and local plans
are fiscally sound and, in many cases, thriving.

Defined-contribution plans, such as the city
of San Diego's, are evidence of the feasibility of
a system based on mandatory individual invest-
ment. Participants in those systems enjoy mar-
ket rates of return on their contributions and
have ownership of their retirement income,
which means they do not face the risk that the
government will decide to cut their benefits.
State and local defined-benefit plans demon-
strate the financial benefits of a funded system,
but show that there is a danger, when govern-
ment invests, that political pressure will influ-
ence investment practices.  
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Introduction
When President Franklin Delano Roosevelt

signed the Social Security Act into law in 1935,
the program covered some private-sector work-
ers and excluded state and local government
employees. At that time Congress was con-
cerned about the constitutionality of the federal
government taxing state governments.1 State
and local government workers remained outside
the Social Security system until 1950, when the
act was amended to allow states to provide
Social Security coverage to those employees
who were not already covered by a public retire-
ment system. By 1954, this provision had been
broadened to allow state and local governments
to provide Social Security to all of their employ-
ees regardless of whether they were already
covered by a public retirement system. Even so,
state and local government agencies were
allowed to opt out of the Social Security pro-
gram until 1983, when the law was changed to
prevent them from leaving the federal retire-
ment program.2 However, those systems that
had never entered the program or had opted out
prior to 1983 were able to remain outside Social
Security. 

Today, approximately 5 million workers, who
have annual salaries totaling roughly $132.5 bil-
lion, remain outside the Social Security pro-
gram.3 Those workers participate in retirement
programs that are administered at the state and
local levels. 

Those state and local retirement programs
vary in their structure, financing, and benefits.
While such plans exist throughout the country,
75 percent of the income earned by individuals
exempt from Social Security taxes can be found
in seven states: California, Colorado, Illinois,
Louisiana, Massachusetts, Ohio, and Texas.4

Individuals in those programs work in a variety
of government jobs; among the largest groups
are teachers and law enforcement officials.

Although the details of those state and local
retirement programs vary, the participants in the
programs generally receive greater benefits and
enjoy more flexibility than do participants in
Social Security. State and local plans can pro-
vide superior benefits because they predomi-
nately “prefund” future benefits, either by
saving and investing the program’s income or
by allowing the participants to save and invest
their contributions in individually owned
accounts. State and local plans also attempt to
meet the specific needs of their employees and

provide individuals with more flexibility regard-
ing retirement age and method of benefit pay-
ments. 

The success of the defined-contribution plans
described in this study demonstrates the feasi-
bility of a mandatory retirement system based
on individual investment. The defined-contribu-
tion plans offer participants greater returns and
individual ownership of their retirement sav-
ings. In addition, defined-contribution plans
avoid some of the problems associated with
defined-benefit plans, such as political influence
on investment selection.

Some policymakers view state and local
workers as a potential source of revenue for the
Social Security system and recommend mandat-
ing that all newly hired state and local govern-
ment employees participate in Social Security.
However, closer examination of state and local
programs reveals that those programs are more
than just a potential source of FICA taxes
(Social Security payroll taxes). They provide
useful information about the benefits and haz-
ards of some aspects of retirement programs—
information that should guide the debate about
the future of Social Security. 

Instead of jeopardizing state and local work-
ers’ retirements by forcing them into Social
Security, policymakers attempting to reform
Social Security should work to incorporate into
the federal program the best elements of the
state and local retirement plans by moving
toward a system of individually owned and pri-
vately invested personal retirement accounts
(PRAs).

State and Local Government
Non-FICA Retirement Plans

There are two types of state and local retire-
ment programs: defined-benefit and defined-
contribution plans. The majority of state and
local government workers are covered by
defined-benefit plans run by their employers.
However, as this study will indicate, the
defined-contribution plans that do exist are very
successful and provide valuable information on
the feasibility of administering a reformed,
defined-contribution Social Security program. 

Defined-contribution and defined-benefit
plans differ in who controls the program’s assets
and how benefits are determined. In both cases,
participants (and/or their employers) are re-
quired to pay a percentage of their salaries to the
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program, as in the Social Security system.
Although contribution rates are often divided
between employers and employees, overwhelm-
ingly economists recognize that the full cost of
benefits is borne by the employee since the share
contributed by the employer would have other-
wise been passed on to the employee in the form
of compensation. 

In defined-contribution plans, the money that
is contributed by and on behalf of the plan par-
ticipant goes directly into an account that is the
property of the individual. Throughout the par-
ticipant’s life, the contributions amass and earn
additional revenue. At retirement, plan partici-
pants use the assets in those accounts to provide
benefits. 

In defined-benefit plans, contributions gener-
ally go to the program to be used at the plan
manager’s discretion—to pay current beneficia-
ries or as savings for future benefit payments.
Benefits received by participants are not direct-
ly related to the amount they have contributed or
that the employer has contributed on their
behalf. Instead, benefits are determined by for-
mulas that typically take into account the work-
er’s salary, length of service, and, sometimes,
age at retirement.5

Some state and local retirement programs
give beneficiaries the option of different benefit
payment structures, but typically retirement
benefits take the form of lifetime annuities, pro-
viding beneficiaries with monthly checks.

Unlike Social Security, most state and local
retirement plans allow participants to retire
before age 65 and receive full benefits. Defined-
benefit plans generally impose a minimum ser-
vice requirement or require that the combination
of the worker’s age and years of service reach a
set sum.6 That additional flexibility on retire-
ment age is an important feature of those plans,
especially since many of the participants are in
high-stress jobs like law enforcement or fire
fighting. 

Almost all state and local programs provide
disability and survivor insurance.7 A wide range
of benefit levels is provided. In defined-benefit
plans, surviving spouses often receive an annu-
ity equal to what the worker would have been
entitled to if retirement had occurred on the day
prior to death. Long-term disability benefits are
typically 60 percent of earnings.8 Survivor and
disability benefits often require that participants
work a set span of time before becoming eligi-
ble for benefits. 

At retirement, workers participating in
defined-benefit plans are also often given a
choice regarding the extent (or existence) of sur-
vivor coverage.  Retirees can select a plan that
fits their life situation: if single and childless, a
retiree can save money by choosing a plan with-
out a survivor benefit. In defined-contribution
plans, the assets in the plan participant’s account
are inheritable.

The overall performance of the many state
and local programs that cover employees out-
side the Social Security system is difficult to
quantify. However, studies have been conducted
that provide broad findings on the merits of state
and local government programs in comparison
to Social Security. 

William E. Even and David A. MacPherson
conducted a study published by Third
Millennium comparing seven non-FICA
defined-benefit retirement plans with Social
Security.9 The seven retirement systems ana-
lyzed were selected to represent a wide range of
plans in terms of membership, geographic loca-
tion, and state versus local administration.10

This study found that the non-FICA plans
replace a significantly higher percentage of pre-
retirement income than does Social Security.
They estimated that for a given earnings history
the average non-FICA pension paid a benefit
between 3.3 and 7.5 times the annual benefit of
Social Security.11

These general findings are supported by a
1994 study conducted by the Department of
Labor, which surveyed employee benefit plans
in state and local governments and obtained rep-
resentative data for 15 million employees.12

That study provides broad findings about the
benefits typically provided by state and local
retirement programs and includes information
on workers who are outside the Social Security
program. 

As shown in Figure 1, except for workers
with the fewest number of working years and
the lowest salaries, the non-FICA retirement
plans provide a higher replacement rate than
does Social Security.

These findings, which indicate that Social
Security’s retirement benefits are less than those
provided by other defined-benefit programs, are
confirmed again in a study conducted by the
General Accounting Office (GAO). The GAO
analyzed the potential effects on state and local
retirement plans and participants in those plans
if the law were changed to mandate that all state
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Figure 1
Comparison of Average Income Replacement
Rates for Workers by Specified Final
Earnings and Years of Service for Retirement
at Age 65, under Non-FICA State and Local
Retirement Plans and under Social Security

Replacement Rate for a Worker with Final
Average Earnings of $15,000

Replacement Rate for a Worker with Final
Average Earnings of $35,000

Replacement Rate for a Worker with Final
Average Earnings of $65,000

Source: U.S. Department of Labor, Bureau of Labor Statistics, “Employee

Benefits in State and Local Governments,” p. 124; and House Committee

on Ways and Means, 1998 Green Book, p. 4.

and local workers must participate in Social
Security. 

Cynthia Fagnoni, director of the GAO study,
testifying before the House Ways and Means
Committee on the conclusions reached in the
study, stated that the “impact on public employ-
ers, employees, and pension plans would
depend on how states and localities with non-
covered employees would react to these new
coverage provisions.”13 However, she also 
stated:

Costs would likely increase for those
states and localities that wanted to keep
their enhanced benefits for newly hired
employees. Alternatively, states and local-
ities that wanted to maintain level spend-
ing for retirement would likely need to
reduce some pension benefits.14

Clearly, the finding that individuals who are
currently outside of Social Security would
receive fewer benefits or would have to pay
more if forced to participate in the federal pro-
gram suggests that the state and local programs
are a better value than Social Security. 

The discrepancies between the benefits pro-
vided by Social Security and those provided by
state and local programs mostly stem from dif-
ferences in the systems’ methods of financing.
Because both Social Security and state and local
defined-benefit plans determine benefits by a set
formula, the financing of the programs does not
have direct consequences for participants. For
example, whether the manager of a program
invests a worker’s contributions in equities that
earn a 10 percent rate of return or immediately
spends the worker’s money will not affect the
participant’s promised retirement benefits.
However, the long-term viability of any retire-
ment plan depends on the soundness of its
financing. State and local programs that have
prefunded future benefits, and thus taken advan-
tage of market forces, have been able to adopt
more generous benefit formulas and do not face
the potential shortfall forecast for Social
Security. 

Even and MacPherson highlight the implica-
tions of the two methods of financing for the
future of the programs:

The Social Security system’s pay-as-you-
go structure presents a major dilemma as
the ratio of retirees to workers increases
over the next fifty years. In the non-FICA
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plans, liabilities are funded in advance to
avoid this problem. Moreover, the non-
FICA plans have earned a higher rate of
return on the investment of these funds
than has the Social Security system. The
non-FICA plans have been able to take
advantage of the fact that historically high-
er returns have been earned in the equity
markets than in bond markets.15

According to the Public Pension Co-
ordinating Council (which surveys state and
local government retirement systems and pro-
vides summary analyses), state and local plans
generally invest their funds in accordance with
the state and local laws that regulate investment
decisions. This prefunds future benefits and pro-
vides additional revenue for the system, which
reduces the need for future employee and
employer contributions.

Although the experience of state and local
governments with investing in stocks and bonds
demonstrates the benefits of prefunding and the
power of compound interest, it also provides a
warning concerning how political interests can
guide investment selection. 

The Public Retirement Institute conducted a
study on the trends in investment restrictions
that govern public pensions. The study found
that while broad restrictions are easing, specific
restrictions are increasing:

While most public retirement systems are
now subject to prudence standards rather
than legal lists, specific restrictions and
encouragements are increasingly affecting
the individual investment decisions of the
systems. . . . In the last year, restrictions
from investing in stocks were lifted from
the final three state retirement systems:
West Virginia, Indiana, and South
Carolina. In that same time, several states
have considered or adopted restrictions on
investments in tobacco and gangsta rap
company stock. Also, some jurisdictions
have considered ways in which the public
pension system could bolster the econo-
my.16

Approximately 42 percent of state, county,
and municipal pension systems have restrictions
targeting a portion of investment funds to proj-
ects designed to bolster the local economy.17

Twenty-three percent of pension systems pro-

hibit investment in specific types of companies
for “moral” reasons. 18 The dangers of those
types of investment practices are serious: they
can expose the program participants to unneces-
sary risk and introduce the possibility of corrup-
tion and cronyism. 

Alan Greenspan, Chairman of the Federal
Reserve, has testified about the dangers of
allowing the federal government to invest and
cited the experience of public pension funds as
an example:

The experience of public pension funds
seems to bear this out. . . . it has been
shown that state pensions plans that are
required to direct a portion of their invest-
ment in-state and those that make eco-
nomically targeted investments experience
lower returns as a result.19

Several studies confirm the negative impact
of economically targeted investments (ETIs) on
investment returns. A September 1995 Joint
Economic Committee report states emphatical-
ly: “Among state-level public pensions, where
ETIs have been attempted, the evidence clearly
demonstrates that ETIs reduce the rate of return
on pension investments.” 20 That study cites a
paper written in 1983 by Alicia Munnell, who
found that “ETIs are associated with a 2 per-
centage point reduction in investment returns.”21

The Joint Economic Committee’s report
includes numerous examples of state pensions
that have lost substantial sums of money due to
poorly performing ETIs—from the Kansas
Public Employees’ Retirement System, which
lost $65 million investing in a Kansas-based
Home Savings Association, to a Pennsylvania
retirement fund that invested in a $70 million
Volkswagen plant that lost 57 percent of its
value over 14 years.22 However, the economic
consequences of ETIs and other politically
motivated investment strategies are not limited
to pension participants; they also affect the gen-
eral economy:

Although the evidence presented above
has dangerous implications for America’s
pension system, there are consequences
beyond just pension plans. According to
standard economic theory, optimal eco-
nomic growth requires the efficient use of
all resources, including capital. If capital is
diverted to less productive uses, economic
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growth will be slower than it would be
otherwise. . . . The potential for ETIs to
harm the nation’s economic growth is con-
siderable: by forcing pension funds to
finance less productive investments, the
whole economy will suffer. The long run
slowdown of economic growth caused by
the ETI-induced misallocation of capital
will depress income growth and the stan-
dard of living.23

The dangers associated with states and local-
ities investing in the market and selecting
investments according to a political agenda are
minor compared to the dangers of giving the
federal government the same powers. 

The total assets of state and local retirement
systems in the United States amount to slightly
more than $2 trillion.24 Those assets are spread
throughout the country and are invested under
the laws of various jurisdictions. The experience
of those systems with private investment pro-
vides a warning for those who would have the
federal government invest the Social Security
Trust Fund in private equities and bonds.
President Clinton proposed in his State of the
Union address to allow the federal government
to invest in stocks; under his proposal, the Social
Security Trust Fund would contain, in 1999 dol-
lars, $743.5 billion in stocks in the year 2025.25

If “restrictions and encouragements” and
attempts to “bolster the economy” similar to
those applied by many state and local retirement
plans were applied with the resources of the
Social Security Administration, there would be
severe detrimental effects on the efficiency of
the market.26

Defined-contribution plans avoid such prob-
lems since individuals own the program assets
and investment decisions are not controlled by
the state. 

Some Specific Examples
While an overview of state and local retire-

ment plans shows that they are more financially
sound and provide better benefits to their partic-
ipants than does Social Security, it is helpful to
look at programs individually in order to isolate
the characteristics that are most beneficial and
that may provide the most useful information
for policymakers attempting to reform and
improve the federal program. 

The City of San Diego

In 1981, the city of San Diego made the deci-
sion to opt out of the Social Security program.
At that time, the cost of Social Security was
expected to rise and the city believed that a
retirement program set up independently could
provide a better “cost-benefit ratio.”27 San
Diego designed the Supplemental Pension
Savings Plan (SPSP), a mandatory defined-con-
tribution program, to replace Social Security for
city employees.28

Today, approximately 8,000 individuals par-
ticipate in San Diego’s SPSP program.
Employees of the city of San Diego are required
to contribute 3 percent of their salaries to their
SPSP accounts. Employees hired before July
1986 have the option of contributing an addi-
tional 4.5 percent of salary, and those hired after
that date may contribute an additional 3.05 per-
cent of salary.29 The city of San Diego matches
100 percent of the employee’s contribution,
including the voluntary portion. As of October
1997, only 161 of the 2,463 participants who
were eligible to contribute 4.5 percent of their
salaries were not taking full advantage of the
opportunity; of the 5,430 who were eligible to
contribute 3.05 percent, only 893 were not
doing so.30

When the program was first set up in 1981, all
contributions were invested by the city treasurer
in low-risk investment products such as U.S.
government securities and money markets. In
October 1996, individuals were given control of
their investment selection. 

Today, each employee has the option to invest
the assets in his or her account in a combination
of five funds. The funds represent various levels
of risk. On the low-risk end is the Managed
Income Fund, comparable to the fund managed
by the city treasurer prior to the change in 1996.
This fund consists of stable value contracts, pri-
marily securities of the U.S. government. At the
high-risk end is the Templeton Foreign Fund,
which consists primarily of non-U.S. stocks.
There is also a fund made up primarily of stocks
from the Standard and Poor’s (S&P) 500 and a
fund that uses a mix of stocks and bonds. 

As a part of administering the program, the
city of San Diego attempts to educate program
participants about investment strategy. Today,
they provide employees with a pamphlet that
not only includes information specific to the
program but also educates employees on the
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basic principles of investing.31 If employees fail
to make a selection, their money is invested 
in the lowest-risk managed income fund.
Currently, about 50 percent of the assets of
SPSP participants are held in that fund.  

Employees are fully vested in their mandato-
ry and voluntary contributions, which means
that if an employee terminates employment he
retains ownership of that portion of the assets in
his account. Participants become fully vested in
the city’s match of mandatory and voluntary
contributions at 20 percent intervals per year of
employment. After five years, a participant has
full ownership of all the assets in his account.

If a participant terminates employment before
retirement, he has the option of rolling the pre-
tax portion of the account into an individual
retirement account (IRA) or leaving the assets in
the SPSP and continuing to invest with the pro-
gram. If an individual chooses instead to access
those funds, the portion that was not previously
subject to tax—the employer match and the cap-
ital gains in the account—will be taxed. 

Participants may take out a loan of up to 50
percent of the value of the account assets in
which they are vested, up to $50,000. The min-
imum loan amount is $500. Participants have up
to five years to repay the loan at an interest rate
that is fixed for the term of the loan and is deter-
mined by the city of San Diego, based on the
shared secured loan rate of the San Diego
Municipal Credit Union. Participants generally
repay their loans through payroll deductions. If
loans are not repaid, they are treated as a dis-
bursement and subject to taxation. More than
2,000 participants are currently using the loan
provision.32

After working for two years, any participant
in the program may withdraw contributions and
earnings once per year. Participants who are not
fully vested in the city’s contributions forfeit
that portion of their accounts, which ranges
from 100 to 20 percent depending on vesting
level. Participants are not allowed to access the
city’s contributions until retirement or termina-
tion of employment, even after they are vested.
Approximately 700 members per year access a
portion of their funds.33

Plan participants are able to access their
retirement funds without paying a penalty tax at
age 55 if they are eligible for retirement (which
requires a minimum of 20 years of service); oth-
erwise, they can access their funds at age 59.5.

Participants may choose in what manner they
would like to receive their benefits, including a
full cash payout. They may also choose not to
access their funds and to let the funds continue
to grow. In the event of a plan participant’s
death, the full value of the account is paid to a
designated beneficiary. 

In 1981, San Diego also provided its employ-
ees with a long-term disability plan guarantee-
ing employees 70 percent of their biweekly
income if they are unable to perform “duties of
regular occupation” and “light duty.” After the
first year of disability, payments continue if the
employee is so disabled that gainful employ-
ment is not possible. An employee must have
worked for 12 months prior to becoming dis-
abled unless the disability occurred on the job,
in which case workers’ compensation benefits
are provided. The cost of the disability program
is born by the city of San Diego. 

As shown in Table 1, the San Diego SPSP has
provided individuals with a market rate of return
on their contributions. The lowest-risk managed
income fund has provided an average nominal
rate of return of more than 8 percent over the
past 15 years.

The effects of this rate of return on individual
participants are significant. Consider, for exam-
ple, a San Diego employee who was first
employed in 1982 at age 22, contributed the
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Table 1
San Diego SPSP—Nominal Rates of Return of the
Lowest–Risk Managed Income Investment Fund

Year Rate of Return (%)

1982 15.49
1983 9.75
1984 11.17
1985 10.49
1986 8.61
1987 7.71
1988 7.75
1989 8.83
1990 8.30
1991 7.69
1992 7.21
1993 5.03
1994 4.51
1995 5.82
1996 5.52
1997 6.69
1998 6.52
Average 8.06

Source:  San Diego SPSP Plan administrator.



minimum of his $30,000 salary to his account
while working, and kept all his money in the
lowest-risk managed income fund. Today, at age
39, he would have approximately $60,000 in his
account.34 If he had also taken advantage of a
portion of the voluntary option and made a con-
tribution of 12 percent, which is comparable to
what he would have paid Social Security, he
would today have almost $120,000 saved for his
retirement.

The potential benefits for plan participants
who are now given the opportunity to control
their own investment selection are even greater.
As shown in Table 2, three of the four new
investment funds offered by SPSP since 1996
have provided average annual returns well
above 10 percent. If the aforementioned plan
participant who has been contributing 12 per-
cent of his salary to his account had moved his
assets to the AIM Constellation fund in 1996
when he was first given the opportunity to con-
trol his investment selections, his assets would
have grown to more than $150,000.

The cumulative effects of participating in the
program instead of Social Security over an
entire working lifetime are even more dramatic. 

Consider, for example, an individual who
begins working for the city of San Diego at age
30 and works for 35 years for a salary of
$30,000. Assume that he contributes just the
minimum to his SPSP account and earns a 7 per-
cent real rate of return (the average real rate of
return for U.S. stocks from 1926 through 1996
was 7.56 percent).35 At retirement, he would
have an account worth $266,244 in today’s dol-
lars. According to the plan administrator, that
account today could provide a lifetime monthly
payment of $1,802 to a single male retiring at
age 65. It could also provide a plan participant
who has a spouse of the same age with a joint-
survivor annuity paying $1,568 per month.36

Even if a more conservative annuity estimate is
used, such a plan participant could receive a
monthly payment of about $1,026.37

If the city employee described above were to
take advantage of the voluntary contribution and
pay closer to what Social Security takes out of
most workers’ paychecks, his benefits would be
$532,488. According to the plan administrator,
that could provide a monthly annuity of $3,605
for a single man or a payment of $3,136 that
would continue during the lifetime of a spouse
of the same age. The more conservative annuity
estimate would result in a monthly benefit of
approximately $2,052.

If this worker were required instead to partic-
ipate in Social Security, he would be entitled to
receive a monthly payment of approximately
$1,077 after paying 12.4 percent of his income
to the program. As shown in Figure 2, even
when SPSP participants contribute just the min-
imum to their accounts, they still can expect to
receive more in retirement benefits than they
would have from Social Security. 

San Diego’s SPSP provides an example of
how a mandatory system based on individual
investment can be successfully administered.
The program provides its participants with more
freedom and control over their retirement sav-
ings and allows individuals to enjoy market
rates of return.  

The Alternative Plan for Galveston
County Employees

The Galveston County Alternative Plan also
originated in 1981, when three counties in Texas
voted to opt out of the Social Security pro-
gram.38 The Galveston County commissioner
brought in a financial consultant to help design
the plan and specified that it must provide bene-
fits that, at a minimum, were equal to the bene-
fits provided by Social Security for the same
cost.39 Today, there are approximately 1,500
participants in the Galveston Alternative Plan.40

Galveston County employees hired after
1987 contribute 6.13 percent of their earnings to
their “retirement annuity accounts,” which are
administered by a financial services company.
The county also contributes 7.785 percent, less
the cost of disability and survivor insurance, to
participants’ accounts.41

When the program was being designed, there
was concern about market risk. Those crafting

The
cumulative
effects of
participating
in the
program
instead of
Social
Security over
an entire
working
lifetime are
even more
dramatic.

8

Table 2
Nominal Rates of Return on SPSP Investment Funds

Aggressive –––––––––––––––––––––––––––––––––––Conservative
Rate of Return (%)

Year Templeton AIM American Express IDS 
Foreign Constellation Trust Equity Mutual
Fund Fund Index Fund Fund

1996 18.00 16.27 22.72 13.63
1997 6.65 12.92 32.90 18.90
1998 -4.88 18.89 28.49 9.46
Average 6.59 16.03 28.04 14.00
Source:  San Diego SPSP administrator.



the program decided that, in order to address
these concerns, all mandatory contributions
would be invested with a single financial ser-
vices company in a vehicle with a fixed return.
The selection of the company was determined
through a bidding process, and the contract was
awarded to the company that would provide the
highest fixed rate of return. 42As Table 3 shows,
the average yearly nominal rate of return
received on this risk-free investment has been
approximately 8.64 percent. 43

Employees also have the option of making
additional contributions to their accounts, pro-
vided that the total of all contributions they
make or that are made on their behalf do not
exceed 25 percent of their adjusted gross pay or
$8,000 per year.44

Plan participants are allowed to withdraw the
assets in their accounts throughout their lives in
the event of an “unforeseeable emergency,”
such as severe illness or severe loss of property
(for example, if the account holder’s house
burns down). Any other withdrawals prior to age
59.5 are subject to a penalty tax. Plan partici-
pants who retire may use the assets in their
accounts for a variety of benefit payments.
Retirees can purchase annuities solely for their
own lifetimes or annuities that also provide pay-

ments to a spouse/beneficiary. A retiree can also
elect to receive a lump-sum payment for the
entire amount of the assets. 45

In addition to retirement benefits, the
Galveston Alternative Plan provides significant
survivor benefits through a life insurance policy.
The beneficiary of a plan participant under age
70 would receive a lump-sum payment of 300
percent of annual earnings, with a minimum
benefit of $50,000 and a maximum benefit of
$150,000. The beneficiary of a plan participant
age 75 or older would receive a lump-sum pay-
ment of 130 percent of annual earnings, with a
minimum benefit of $33,330 and a maximum
benefit of $100,000.46 In addition to this lump-
sum payment, the retirement account becomes
part of the individual’s estate and is transferable
to heirs. 

Employees are also protected through disabil-
ity insurance. Individuals who qualify receive
60 percent of base pay up to a maximum bene-
fit of $5,000 per month, with a minimum month-
ly benefit of $100. The disabled member is
eligible to receive continued annuity deposits
after payroll ceases until the employee resumes
work or reaches age 65.47

The differences between Social Security
retirement benefits and the benefits that will be
generated by the assets in an individual’s
account in the Galveston Alternative Plan are
considerable. For example, a Galveston County
employee with a constant annual salary of

San Diego’s
SPSP provides
participants
with more
freedom and
control over
their
retirement
savings and
allows
individuals to
enjoy market
rates of return.
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Table 3
Nominal Rate of Return on Assets in the 

Galveston Alternative Plan

Year Rate of Return (%)

1981 11.50
1982 15.50
1983 11.55
1984 11.00
1985 11.05
1986 9.50
1987 8.51
1988 9.01
1989 8.81
1990 7.82
1991 7.92
1992 6.92
1993 6.27
1994 4.92
1995 6.67
1996 4.67
1997 5.23
Average 8.64

Source: American United Life.

Figure 2
Monthly Retirement Benefits of a Worker Making $30,000, Who Works
for 35 Years, Assuming a 7 Percent Real Rate of Return on Investments

Source:  Author’s calculation based on information provided by San Diego SPSP administrator.
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$30,000 would retire with an account worth
more than $320,000 after 40 years of work,
assuming the fixed assets generate a real rate of
return of 4.5 percent. 

According to American United Life, the aver-
age annuity factor used for the plan has been
7.795, which means that for every $1,000 a plan
participant has accrued in his account, he would
receive approximately $7.80 per month. At age
65, a plan participant who has accrued assets of
$320,000 would receive a monthly payment of
$2,494. The Social Security Administration
believes that this annuity factor is too high and
requested that Galveston use an annuity factor
of 6.487 when providing values for a GAO
report on the program. Under the lower assump-
tions, the individual described above would
receive a monthly payment of $2,076.48 Based
on a still more conservative annuity estimate,
the monthly payment would be about $1,259.49

In contrast, if the same employee were
required to participate in Social Security, he
would be eligible for a monthly payment from
Social Security of just $1,077.50

It is worth noting how much better off
Galveston County plan participants would have
been without the provision mandating invest-
ment in assets with a fixed rate of return. The
average annual S&P rate of return over the past
15 years was more than 14 percent.51 Ray
Holbrook, who helped set up the program in
Galveston County, described the trade-off
Galveston County made when it structured the
program with a fixed rate of return:

A calculated decision was made not
to invest in the stock market, even though
retirement income would have been much
more if that had been done, probably twice
as much. Nevertheless retirement income
for employees with 20 to 40 years of ser-
vice is calculated to be 2 to 5 times the
retirement income of Social Security. . . .
In my own case after 14 years in the
Alternate Plan and 27 years in Social
Security, my monthly payments for retire-
ment are about the same from both pro-
grams.52

Massachusetts Teachers’ Retirement
System

The Massachusetts Teachers’ Retirement
System (MTRS) was established in 1914 and

today covers nearly 110,000 public school
teachers and administrators. The history of
MTRS is particularly pertinent to the current
debate about Social Security’s future in that
MTRS faced similar pay-as-you-go financing
problems just a decade ago.53 In 1976, a study
conducted in Massachusetts found:

Under the present pay-as-you-go arrange-
ment, the future costs of Massachusetts
pension benefits are scheduled to increase
dramatically from 12.1 percent of state-
local employee payrolls in fiscal year 1978
to 31.9 percent in fiscal 1993.54

In 1987, MTRS began the transition to a
funded system by establishing a 40-year funding
schedule that would eliminate pension liabili-
ties.55 The following changes were implement-
ed: MTRS “adopted and funded actuarially
sound funding schedules, repealed regressive
‘legal list’ restrictions on the investment of sys-
tem assets, repealed an arbitrary cap on system
benefits, and monitored the system for abuse.”
As of January 1, 1998, the system was 77.7 per-
cent funded.56

MTRS is a compromise between a defined-
benefit and a defined-contribution plan.
Although an MTRS participant receives a
defined retirement benefit, the 9 percent of
salary each teacher hired after July 1, 1996, con-
tributes to MTRS is credited to an annuity sav-
ings account that is maintained on that teacher’s
behalf. The account accumulates interest at a
rate established by the Public Employee
Retirement Administration Commission.57 The
MTRS member is allowed to get a refund from
the system if he leaves employment before age
55 and chooses the refund option; the assets in
the account can also be passed on to a benefi-
ciary if the MTRS member dies.58

Teachers become eligible to receive a retire-
ment allowance when they have worked for 20
years or reach age 55 and have a minimum of 10
years of service.59 Benefits are determined by a
formula based on the retiree’s age and length of
service and the average of the highest three con-
secutive years’ salary. Retirees can select one of
three payment programs: a monthly benefit with
no survivor provision, a slightly reduced month-
ly benefit with a one-time lump-sum payment to
beneficiaries, and a monthly benefit reduced by
20–30 percent with a monthly benefit paid to a
survivor.60

A Galveston
County
employee with
a constant
annual salary
of $30,000
would retire
with an
account worth
more than
$320,000
after 40 years
of work.

10



For example, a 62-year-old teacher who has
worked for 35 years and had a final average
salary of $38,000 is eligible for a retirement
allowance of $29,260 per year, which provides a
monthly benefit of $2,438.33. The teacher also
has the option to provide a spouse with a sur-
vivor benefit. If the spouse is the same age, the
teacher’s annual income could be reduced to
$23,408, which would provide a monthly bene-
fit of $1,950.66. The survivor would then
receive a benefit of two-thirds that amount,
which is an annual benefit of $15,449.28 or a
monthly benefit of $1,287.44.61

Under Social Security, such a teacher would
be eligible for a monthly benefit of approxi-
mately $992 at age 62. That is just 41 percent of
the benefit that the teacher under MTRS would
receive as an individual. However, even if the
teacher has a spouse and elects to provide a sur-
vivor benefit, MTRS still provides a far greater
benefit than does Social Security. Under Social
Security, the same teacher and a nonworking
spouse would receive $1,488—more than $450
less than under MTRS. Social Security’s sur-
vivor benefit payments are almost $300 less
than under MTRS.62 Moreover, this quantitative
analysis does not take into account the addition-
al benefits of increased flexibility over retire-
ment age.

The actuary for the Massachusetts Public
Employee Retirement Administration also stud-
ied the differences between the benefits provid-
ed by Social Security and MTRS and concluded
that Social Security’s benefit is 43–75 percent
less than the MTRS retirement benefit, depend-
ing on an individual’s salary.63

In addition to retirement benefits, the MTRS
provides survivor and disability insurance.
When entering the MTRS program, each partic-
ipant designates a beneficiary and benefit pay-
ment option. That can be either a lump-sum
payment or “member-survivor” payment, which
provides a monthly allowance to the beneficiary.
If the lump-sum payment option is selected, the
designated beneficiary receives the total balance
of the member’s account. If the member-sur-
vivor option is selected, the designated benefi-
ciary (who must be a spouse, parent, sibling,
child, or former spouse) receives a monthly pay-
ment equal to two-thirds of the amount that the
member would have received under a joint and
survivor allowance. If the member is younger
than age 55 at the time of death, the benefits are
still calculated for age 55.64

MTRS also provides disability benefits.
According to the executive director, “For 1997,
the average MTRS job related disability benefit
was $32,000; the average non-job related dis-
ability benefit was $14,000 annually.”65

MTRS can provide higher benefits than
Social Security because, in addition to contribu-
tions from workers and employers, MTRS has
assets that earn interest and thereby generate
additional revenue. Since MTRS announced its
40-year funding schedule, its investments have
exceeded the necessary 8.5 percent rate of re-
turn that was assumed. In 1997, management 
of MTRS assets was switched from the
Massachusetts State Teachers’ and Employees’
Retirement Systems Trust (MASTERS) to the
Pension Reserves Investment Trust (PRIT)
fund, which also serves other Massachusetts
retirement systems. The total value of the assets
in the PRIT fund is more than $24 billion dol-
lars.66 More than 60 percent of resources are
invested in equities.67

Although the efforts of MTRS to fund its pen-
sion liabilities have been successful, the invest-
ment practices employed by and on behalf 
of MTRS reveal some of the more political 
uses of state-managed pension assets. The
Massachusetts investment boards have had a
policy of “in-state” investment initiatives.
According to the final report of MASTERS,
“beginning in 1992, with the advice of a blue-
ribbon panel of local private sector investment
and business professionals, MASTERS devel-
oped an in-state investment program, designed
to generate market returns while benefiting the
general economic climate of Massachusetts.”68

Those initiatives included a “purchase of mort-
gage-backed securities . . . directly supporting
the Massachusetts residential mortgage market”
and underwriting a multifamily low-income
housing rehabilitation project in the South End
of Boston because “the Massachusetts Housing
Finance Authority had a project that needed
financing.”69

Louisiana

In Louisiana, most government employees
participate in state and local retirement plans in
lieu of Social Security. In general, those plans
are typical defined-benefit plans: a set percent-
age of payroll is contributed to the program and
participants receive a fixed benefit at retirement.

Social
Security’s
benefit is
43–75
percent less
than the
MTRS
retirement
benefit,
depending on
an individual’s
salary.
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However, Louisiana’s numerous plans demon-
strate how these systems are structured specifi-
cally to meet the needs of different groups of
employees. 

For example, Table 4, which lists various
Louisiana retirement plans, shows that the State
Police Retirement System requires one of the
largest contribution rates, but it allows members
to retire at any age after 20 years of service. That
provision recognizes that employees in high-
stress jobs have different needs—such as the
need for additional flexibility in determining
retirement age—than the average public
employee.

Robert Scully, the executive director of the
National Association of Police Organizations,
testified before the House Ways and Means

Committee on the unique needs of public safety
officers and on how state and local retirement
systems meet those needs more effectively than
Social Security:

Let me describe the dilemma faced by
public safety officers when Social
Security’s very limited disability, death
and early retirement benefits are factored
in, compared with current pension sys-
tems. Simply stated, the Social Security
system was not designed for police offi-
cers and firefighters. . . . state and local
governments have developed pension sys-
tems which acknowledge that police and
firefighter jobs are very different than nor-
mal careers, with a set of dangers and
stresses not faced by most other profes-
sionals. . . . Social Security death benefits
are much lower than current retirement
death benefits, which often pay anywhere
from 50 percent to 75 percent of an offi-
cer’s salary.70

The Louisiana Firefighters’ Retirement
System is another example of a program that has
been structured to meet the specific needs of its
members. As in a typical defined-benefit pro-
gram, retirement benefits are determined by a
typical set formula: years of service x the partic-
ipant’s final average salary x 3.33 percent. The
program requires a total contribution rate of 17
percent of payroll.71

An important benefit of the system for work-
ers in such a stressful and dangerous job is that
members have a great deal of flexibility regard-
ing retirement age. A member can retire, regard-
less of age, after 25 years of service. With just
12 years of service, a member can retire at 
age 55. 

The disability benefits provided by the
Louisiana Firefighters’ Retirement System are
also more generous than those paid by Social
Security. From the first day of work, a member
of the firefighters’ retirement system is eligible
for full disability benefits for an on-the-job
injury. The benefit consists of 60 percent of the
final average salary. To qualify for disability
payments if the disability does not occur on the
job, a worker must have five years of service. He
would then be eligible to receive the greater of
75 percent of the retirement salary he would be

12

*Based on $20,000 annual salary and 30 years’ service.
Source:  Materials distributed by the Louisiana Association of Public Employees’ Retirement Systems and Louisiana 

Sheriffs’ Association, “Impact of Mandatory Social Security Coverage on Louisiana’s Public Employees and Employers,” 

December 16, 1998.

Table 4
Comparison of Various Louisiana Non-FICA

Retirement Systems and Social Security

Retirement System Conditions for
Retirement 
Eligibility

Number of
Active

Participants

Contribution
Rate (%)

Maximum
Retirement 

Benefit*

Social Security Age 65 12.40$   805.00

School Employees’
Retirement System

Any age with 30
years’service

15,00012.35$1,393.33

State Employees’
Retirement System

Any age with 30
years’service

70,00011.95$1,275.00

State Police Retirement
System

Any age with 20
years’service

1,00020.50$1,500.00

Teachers’Retirement 
System of Louisiana

Age 55 with 30
years’service

85,16924.50$1,250.00

Clerks of Court Retirement
and Relief Fund

Age 55 with 30
years’service

2,11418.25$1,500.00

District Attorneys’
Retirement System

Any age with 25
years’service

5867.00$1,666.67

Firefighters’Retirement
System

Any age with 25
years’service

2,50017.00$1,665.00

Louisiana Assessors’
Retirement Fund

Age 50 with 30
years’service

70012.75$1,500.00

Municipal Police 
Employees’Retirement
System

Any age with 25
years’service

4,40016.50$1,665.00

Parochial Employees’
Retirement System

Any age with 30
years’service

13,00017.25$1,500.00

Sheriffs’Pension 
and Relief Fund

Age 55 with 25
years’service

10,00013.70$1,625.00



entitled to if he were to retire on that day or 25
percent of his final average salary.72

For example, a young firefighter making
$20,000 a year or $1,667 per month would be
eligible for a monthly disability payment of
$1,000 from the first day on the job. Under
Social Security, the same firefighter would have
had to work for at least six quarters to be eligi-
ble for disability protection.73 Under Social
Security, a worker’s disability benefit is based
on average indexed monthly earnings (AIME)
and is computed as if that worker had reached
full retirement age on the day he became dis-
abled. The average monthly disability payment
is only $704.74 However, for a young worker
who has not contributed to Social Security for
many years and so has a low AIME, disability
payments would be far less. 

The administrators of the Louisiana retire-
ment programs view the additional benefits and
flexibility provided by their systems as a way of
attracting employees:

For many years, one of the primary bene-
fits attracting police officers, firefighters,
and others to City-Parish employment has
been our retirement program which offers
benefits much greater than those offered
by the Social Security program.75

The efforts of these state and local retirement
programs to tailor plans to the needs of employ-
ees contrast with the one-size-fits-all nature of
the federal Social Security program. 

Louisiana’s pension assets are invested under
state laws, which set a minimum and a maxi-
mum percentage of assets that can be invested in
equities.76 Typically, the pension board man-
agers contract with private investment managers
to handle the investment allocations.77Although
it appears that Louisiana has largely avoided the
problems associated with economically targeted
investing and social investing, there has been
some controversy about the selection of the
fund’s money managers.  In 1995, a dispute
between the mayor and the board of the New
Orleans city workers’ retirement fund resulted in
an investigation by the city’s Office of
Municipal Investigation. The report issued by
that office suggested that the selection of a man-
aging company had been influenced by crony-
ism.78

Public Employees Retirement System
of Ohio

The Public Employees Retirement System of
Ohio (PERS) was set up in 1935 and today pro-
vides retirement, disability, and survivor bene-
fits to public employees who are not covered by
another state or local retirement program.79

There are more than 400,000 active and inactive
members in PERS and more than 100,000
retirees or surviving beneficiaries who receive
monthly payments from the program.80 PERS
has more than $45 billion in assets, which gen-
erate substantial revenue for the program.81 In
fact, in 1997 the income generated by invest-
ments accounted for 73 percent of total revenue,
whereas member and employer contributions
accounted for just 27 percent.82 The additional
revenue allows PERS to offer more generous
benefits to its members than would a pay-as-
you-go system such as Social Security.

The components of the PERS plan are varied
slightly to meet the needs of different occupa-
tions. For example, the contribution rates for
law enforcement officers are higher, but they are
given greater freedom in electing retirement
age.83 State employers pay 13.31 percent of
reportable payroll to PERS; local employers,
13.55 percent; and law enforcement employers,
16.7 percent. Most public employees contribute
8.5 percent of salary to PERS; law enforcement
officers pay 9.0 percent.84

Employees’ contributions are credited to sav-
ings accounts held on their behalf. Individuals
are kept informed of the accumulations in their
accounts by a statement that is sent out during
the first quarter of each year. An employee who
leaves the job may reclaim the money in the
account (which is considered a tax event), roll
the money into an IRA, or, if the employee has
served at least five years, receive a benefit at
retirement based on contributions.

Workers are also given the opportunity to put
away additional money in a savings program.
The money contributed earns interest at a rate
set by the PERS Retirement Board. Federal tax
law limits deposits to 25 percent of a member’s
annual income or $30,000. This money and the
interest earned may be refunded or used for an
additional annuity at retirement. 

An important
benefit of the
system for
workers in
such a
stressful and
dangerous job
is that
members have
a great deal of
flexibility
regarding
retirement
age.
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PERS provides disability benefits to workers
who have at least five years of service credit and
have a permanently disabling condition. The
benefit is based on final average salary (FAS)
and years of service with PERS, but cannot be
less than 45 percent or exceed 60 percent of
FAS.85 PERS also provides workers with a “sur-
viving spouse” benefit. The surviving spouse of
a worker with less than 10 years of service
receives the higher of $96 or 25 percent of FAS
per month; the surviving spouse of a worker
with more than 10 years of service receives the
higher of $106 or 25 percent of FAS per month.
If the worker was eligible to retire at the time of
death, the spouse would be eligible for a pay-
ment equal to what would have been received if
the worker had selected the retirement option
with the highest survivor benefit. Dependent
children and parents are also eligible for bene-
fits.86

Participants in PERS have a great deal of
flexibility about the timing of retirement and the
payment options. Workers who are age 60 and
have five years of Ohio service are eligible for a
retirement benefit. Workers who have served for
longer periods may retire earlier. A participant
who has worked for 25 years may retire at age
55. A worker with 30 years’ service may retire
with full benefits at any age.

A worker’s benefits are determined by a for-
mula that takes into account the worker’s length
of service, final average salary (the average of
the worker’s three highest years of salary), age,
and plan payment selection.87 Payment plan
options include a single life annuity or a selec-
tion of lesser annuities that continue during the
lifetime of a spouse or are paid to a designated
beneficiary. The plans are of equal actuarial
value, but monthly payments differ because of
the cumulative life expectancies covered. An
annual cost-of-living adjustment is also provid-
ed to benefit recipients.88

The single life annuity is calculated by multi-
plying 2.1 percent of a worker’s final average
salary by the first 30 years of service and 2.5
percent of final average salary for each year (or
portion thereof) of service over 30 years. For
workers who retire with less than 30 years of
service or before age 65, benefits are reduced by
a set percentage.89

For example, a worker who is 53 years old,
with 30 years of service, and a final average
salary of $20,000 would receive an annual ben-

efit of $12,600 or $1,050 monthly.90 Under
Social Security, that individual would be unable
to retire until age 62. At that time, in return for
the 30 years of service, with a salary of $20,000,
the worker would be eligible for a monthly pay-
ment of roughly $587. As shown in Figure 3, a
PERS participant retiring at 53 receives almost
twice the retirement benefit received by a work-
er participating in Social Security who retires at
age 62.

Figure 3
Comparison of Monthly Retirement Benefits
under Ohio PERS and Social Security for
Workers Making $20,000 after 30 Years of
Service

Source: Author’s calculation based on information in Ohio PERS “Member

Handbook.”

Although the PERS program shows the finan-
cial benefits of prefunding, it also provides
warnings for those who believe the federal gov-
ernment should have the power to invest Social
Security revenues. PERS funds are invested in
accordance with Ohio state law, which states:

In exercising its fiduciary responsibility
with respect to the investment of the
funds, it shall be the intent of the board to
give consideration to investments that
enhance the general welfare of the state
and its citizens where the investments
offer quality, return, and safety compara-
ble to other investments currently avail-
able to the board. In fulfilling this intent,
equal consideration shall also be given to
investments otherwise qualifying under
this section that involve minority owned
and controlled firms and firms owned and
controlled by women, either alone or in
joint venture with other firms.91

State and local
retirement plans
provide plan
participants with
more benefits
and greater
flexibility with
regard to
retirement age
and plan payout
than does Social
Security.
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In addition to working to serve participants in
the retirement program, investment managers
are also directed to consider how to benefit the
state of Ohio. Such efforts to target investments
in-state and toward specific groups have been
shown to lower returns and to create potential
conflicts of interest.92

Conclusions
Overwhelmingly, state and local retirement

plans have been found to provide plan partici-
pants with more benefits and greater flexibility
with regard to retirement age and plan payout
than does Social Security. Those state and local
plans can provide superior benefits because they
predominately prefund future benefits, either by
saving and investing the program’s income or
by allowing the participants to save and invest
their contributions in accounts that will provide
for their own future benefits. Those programs
provide important lessons for policymakers
attempting to reform Social Security. Some of
those lessons are summarized below.

Defined-Contribution Plans Are
Superior to Defined-Benefit Plans 

Although defined-benefit plans affirm the
benefits of prefunding and the power of invest-
ment, they pose potential dangers to their partic-
ipants and ultimately to the economy at large.
Since participants in defined-benefit plans do
not own their retirement savings, they face the
possibility that plan sponsors will change bene-
fit formulas or will be unable to pay benefits in
the future. Moreover, investment choices in
defined-benefit plans are often influenced by
political pressure. This introduces additional
danger for the plan participants, since such
investments are often riskier than are those
taken on by a private investor. For the economy
and society, the ability of states and localities to
invest in private companies creates the potential
for cronyism and manipulation of the market. 

Defined-contribution plans avoid these prob-
lems because participants in such plans own
their retirement savings. They do not face the
risk that their plans will ultimately be unable to
meet obligations because their benefits come
directly from their accounts. That also allows
participants to take full advantage of the market
and to assume the degree of risk with which they
feel most comfortable. 

San Diego’s SPSP plan provides one example
of how a mandatory defined-contribution pro-
gram can be set up and administered. San
Diego’s plan is structured to help educate partic-
ipants about investment, but it also provides a
default fund so that any individual who chooses
not to participate actively in the investment
strategy still receives a market rate of return.
Galveston County confirms those findings and
highlights how participation in the market does
not require participants to shoulder a great deal
of risk.

The superiority of defined-contribution plans
is increasingly recognized. The growth and pop-
ularity of 401(k) plans and the IRA industry are
testimony to the public’s support for such sys-
tems. Throughout the country, many states and
localities that offer defined-benefit retirement
plans in addition to Social Security are moving
to change their systems to defined-contribution
structures.93

Policymakers attempting to reform Social
Security should adopt the structure of a defined-
contribution plan by giving individuals the
option to redirect payroll taxes to an account
that they would own and invest.  

Retirement Systems Should Recognize
the Different Needs of Individuals

The state and local retirement plans are also
superior in that they recognize that individuals
have different needs in retirement and attempt to
provide flexibility to their participants in elect-
ing retirement age, plan payment method, and
survivor coverage. 

The differences between the state and local
retirement plans and Social Security are the typ-
ical differences between private companies and
companies protected by a monopoly. Because
states and localities view retirement plans as 
a means of attracting and keeping valuable
employees, they structure their plans to meet the
needs of the plan participants. 

A particularly compelling example can be
found in Louisiana. Representatives of
Louisiana’s retirement programs emphasize
how their benefit plans are vital for attracting
employees, particularly since they are often
unable to pay as much as private-sector compa-
nies. Louisiana’s various programs demonstrate
their recognition that people have different defi-
nitions of “retirement security” and different
needs. 

The
superiority of
defined-
contribution
plans is
increasingly
recognized.
The growth
and popularity
of 401(k)
plans and the
IRA industry
are testimony
to the public’s
support for
such systems.
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Of course, a system of PRAs can be struc-
tured so that decisions about retirement can be
left entirely to the person who knows best how
to meet the individual’s definition of “retirement
security”—the individual. 

State and Local Workers Should 
Not Be Forced into 
Social Security

Several proposals for reforming Social
Security recommend mandating that all new
state and local employees be forced to partici-
pate in Social Security.94 The resulting influx of
revenue into Social Security would reduce the
federal government’s 75-year unfunded liability
by just 10 percent, according to a GAO study.95

Such a small, temporary improvement in Social
Security’s finances does not justify jeopardizing
the retirements of five million state and local
employees. 

Instead, policymakers should learn from the
successes and failures of the state and local
retirement plans and reform the federal program
to incorporate the best aspects of those pro-
grams, by moving toward a fully funded system
of individually owned, privately invested retire-
ment accounts. 
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