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State and Local Government
Retirement Programs: Lessons In
Alternatives to Social Security

by Carrie Lips

Executive Summary that will provide for their own future benefits.

_ , . Prefunding also provides security for future
pproximately five million state and localyegirees: while Social Security is facing a severe
employees are exempt from Social Securilgnorifal in revenue, most state and local plans

and instead participate in retirement plangye fiscally sound and, in many cases, thriving.
administered on the state and local level®  pefined-contribution plans, such as the city
history of those retirement plans provides vallyt san piego's, are evidence of the feasibility of
able information for policymakers attempting tcg system based on mandatory individual invest-
reform the federal program. ment. Participants in those systems enjoy mar-
State and local retirement plans generalyet rates of return on their contributions and
provide plan participants with more benefits anp ;e ownership of their retirement income,

greater flexibility over retirement age and playyhich means they do not face the risk that the
payout than does Social SecuriThose state qoyernment will decide to cut their benefits.
and local plans can provide superior benefigiate and local defined-benefit plans demon-

because they predominantly “"prefund” futurigirate the financial benefits of a funded system,
benefits, either by saving and investing the pry + show that there is a dangehen govern-

gram'sincome or by allowing the participants t0ment invests, that political pressure will influ-
save and invest their contributions in accoUNgpce investment practices.

Carrie Lips is Social SecuyitAnalyst for the Cato i®ject on Social Security Privatization.



The success of
the defined-
contribution
plans
described In
this study
demonstrates
the feasibility
of a
mandatory
retirement
system based
on individual
Investment.

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-
cerned about the constitutionality of the federi; plans offer participants greater returns and

government taxing state governmentState i qividual ownership of their retirement sav-
and local government workers remained outsic;

i ; . ings. In addition, defined-contribution plans
the Social Security system until 1950, when t.ravoid some of the problems associated with

gct _Wlass amended to aIIO\{v st';]ates to plrov'(defined-benefit plans, such as political influence
ocial Security coverage to those employey “i-coci ot oo

who were not already covered by a public retire Some policymakers view state and local

ment system. By 1954, this provision had beeworkers as a potential source of revenue for the

o 1} I Socil Securty ystem and recommend mancl.
P y b ying that all newly hired state and local govern-

gg\?errzg%rdlgssub?ifc \:\g,:ier’ter;ﬁ;ntpseystvevr?qreEsgﬁiment employees participate in Social Security.
yap Y ' “However, closer examination of state and local

state and local government agencies we
allowed to opt outg of the Social géecurity proprogra}ms reveals th_at those programs are more
gram until 1983, when the law was changed 'Eg%r::i a{rsgegurﬁ)otenatllarlousc:;r(cees) OftheICA r;?/)i(de:
prevent them from leaving the federal retire . ty pay - ey p

useful information about the benefits and haz-

ment progrand. However, those systems tha . o
had never entered the program or had opted @/dS Of Some aspects of retirement programs—

prior to 1983 were able to remain outside Socimformation that should guide the debate about
Security. the future of Social Security.

Today, approximately 5 million workers, who Instead of jeopardizing state and local work-

have annual salaries totaling roughly $132.5 b€'S retirements by forcing them into Social
lion, remain outside the Social Security prOSec_urlty, policymakers attempting to_reform
gram3 Those workers participate in retiremen>0cial Security should work to incorporate into
programs that are administered at the state "¢ _federal program the best elements of the
local levels. state and local retirement plans by moving

Those state and local retirement prograntoward a system of individually owned and pri-

vary in their structure, financing, and benefits"ately invested personal retirement accounts

While such plans exist throughout the countr_(PRAs)'
75 percent of the income earned by individua

exempt from Social Security taxes can be four  State and Local Government
in seven states: California, Colorado, lllinois

Louisiana, Massachusetts, Ohio, and Téxa: Non-FICA Retirement Plans

Individuals in those programs work in a variet There are two types of state and local retire-
of government jobs; among the largest grouyment programs: defined-benefit and defined-
are teachers and law enforcement officials.  contribution plans. The majority of state and
Although the details of those state and loclocal government workers are covered by
retirement programs vary, the participants in ttdefined-benefit plans run by their employers.
programs generally receive greater benefits aHowever, as this study will indicate, the
enjoy more flexibility than do participants indefined-contribution plans that do exist are very
Social Security. State and local plans can prsuccessful and provide valuable information on
vide superior benefits because they predonthe feasibility of administering a reformed,
nately “prefund” future benefits, either bydefined-contribution Social Security program.
saving and investing the program’s income ¢ Defined-contribution and defined-benefit
by allowing the participants to save and inveplans differ in who controls the program’s assets
their contributions in individually owned and how benefits are determined. In both cases,
accounts. State and local plans also attemptparticipants (and/or their employers) are re-
meet the specific needs of their employees aquired to pay a percentage of their salaries to the

Introduction

When President Franklin Delano Rooseve
signed the Social Security Act into law in 193&
the program covered some private-sector wor
ers and excluded state and local governme
employees. At that time Congress was col
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program, as in the Social Security systen At retirement, workers participating in
Although contribution rates are often dividedefined-benefit plans are also often given
between employers and employees, overwhelichoice regarding the extent (or existence) of st
ingly economists recognize that the full cost cvivor coverage. Retirees can select a plan th
benefits is borne by the employee since the shfits their life situation: if single and childless, :
contributed by the employer would have otheretiree can save money by choosing a plan wil
wise been passed on to the employee in the foout a survivor benefit. In defined-contributio
of compensation. plans, the assets in the plan participant’s acco

In defined-contribution plans, the money theare inheritable.
is contributed by and on behalf of the plan pa The overall performance of the many sta
ticipant goes directly into an account that is trand local programs that cover employees o
property of the individual. Throughout the parside the Social Security system is difficult t
ticipant's life, the contributions amass and eaiquantify. However, studies have been conduct
additional revenue. At retirement, plan partic _ _
pants use the assets in those accounts to pro@nd local government programs in comparisg
benefits. to Social Security.

In defined-benefit plans, contributions gene  William E. Even and David A. MacPhersor
ally go to the program to be used at the ple€onducted a study published by Thir

ithat provide broad findings on the merits of stat
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. money that is

)

manager’s discretion—to pay current beneficiMillennium ~ comparing seven non-FICA
ries or as savings for future benefit paymentdefined-benefit retirement plans with Soci
Benefits received by participants are not direcSecUrity” The seven retirement systems an
ly related to the amount they have contributed yzed were selected to represent a wide rang
that the employer has contributed on thePlans in terms of membership, geographic lo
behalf. Instead, benefits are determined by fction, and state versus local administrafion.

mulas that typically take into account the work 1his study found that the non-FICA plan
er's salary, length of service, and, sometime'€Place a significantly higher percentage of pi
age at refiremefit. retirement income than does Social Securi

Some state and local retirement progranThey estimated that for a given earnings hist

give beneficiaries the option of different benef})he avera39§ nodn-7FL_§3A peniion paidl?) ber]l
payment structures, but typically retiremerc€Ween 3.3 and 7.5 times the annual benefi

benefits take the form of lifetime annuities, prcso%al Security: | findi ed b
viding beneficiaries with monthly checks. ese general Tindings are supported by

Unlike Social Security, most state and Ioceigg4 stur(\j_yhconducteg by }he Det:)part;r_\enlt
retirement plans allow participants to retir2 tort’ w IdCI sulrveye emp toyee g ebr;e_lt %a
before age 65 and receive full benefits. Define'rgssear‘] tzsye gg; gfcc))\:erlnSm;r;”?O%n e?n f(‘)'ngésr
b.e nefit pl_ans generally impohse arl]minith)J_m >SThat study provides broad findings IC;lbzut t.
\élfcgée\?vlélrrlferp(sen;goer fnqdugggrsa; see(r‘c)i(r:lz 'rgzt(';be_neflts typically provided by state and loc
set sun?. That additional flexibility on retire- retirement programs ano_l includes |_nformat|

. i on workers who are outside the Social Secur
ment age is an important feature of those plar
especially since many of the participants are

program. o
high-stress jobs like law enforcement or fir As shown in Figure 1, except for worker
fighting.

with the fewest number of working years an
Almost all state and local programs provid

the lowest salaries, the non-FICA retireme
disability and survivor insurancééA wide range

contributed
I by and on
otoehalf of the
a- plan
participant
_goes directly
. into an
][i>; account that
oIS the
property of

?the individual.
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plans provide a higher replacement rate th
of benefit levels is provided. In defined-benef

does Social Security.
- : These findings, which indicate that Social

plans, surviving spouses often receive an anrgecrity's retirement benefits are less than thdse
ity equal to what the worker would have beeyiged by other defined-benefit programs, dre
entitled to if retirement had occurred on the dégnfirmed again in a study conducted by the
prior to death. Long-term disability benefits argeneral Accounting Office (GAO). The GA
typically 60 percent of earningsSurvivor and  analyzed the potential effects on state and logal
disability benefits often require that participantetirement plans and participants in those plans

work a set span of time before becoming eligif the Jaw were changed to mandate that all state
ble for benefits.




Figure 1 and local workers must participate in Social
Comparison of Average Income Replacement ~ Security. o
Rates for Workers by Specified Final Cynthia Fagnoni, director of the GAO study,

. . . ifyin fore the H W nd Mean
Earnings and Years of Service for Retirement g)g:nf)r/nit?eg eo(r)1 E')[hzz econgllfjss.ei)onsaﬁaihgd ir? athz

at Age 65, under Non-FICA State and Local  gsgydy, stated that the “impact on public employ-

Retirement Plans and under Social Security ers, employees, and pension plans would
depend on how states and localities with non-

Replacement Rate for a Worker with Finacovered employees would react to these new

Average Earnings of $15,000 coverage provisions® However, she also
stated:

80% 1
70% 1
60% 1
50% 1
40% 1
30% 1
20% 1
10% 1

0% -

Costs would likely increase for those
states and localities that wanted to keep
56% their enhanced benefits for newly hired
Social employees. Alternatively, states and local-
Security ities that wanted to maintain level spend-
ing for retirement would likely need to
reduce some pension benefts.

10 20 30 35 Clearly, the finding that individuals who are
Yearsof Work currently outside of Social Security would
receive fewer benefits or would have to pay
Replacement Rate for a Worker with Finamore if forced to participate in the federal pro-
Average Earnings of $35,000 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-

42% ferences in the systems’ methods of financing.

Social Because both Social Security and state and local

security  defined-benefit plans determine benefits by a set
formula, the financing of the programs does not
have direct consequences for participants. For

80% 1
70% 1
60% 1
50% 1
40% 1
30% 1
20% 1
10% 1

0% -

10 20 30 35 example, whether the manager of a program
invests a worker’s contributions in equities that
Yearsof Work earn a 10 percent rate of return or immediately

Reol R f Work ith Fi spends the worker’s money will not affect the
eplacement Rate for a Worker with Finayaticinant's promised retirement benefits.

Average Eamings of $65,000 However, the long-term viability of any retire-
ment plan depends on the soundness of its

ggﬁ | 63% ] financing. State and local programs that have
60% 1 prefunded future benefits, and thus taken advan-
50% 1 42% tage of market forces, have been able to adopt
40% 1 more generous benefit formulas and do not face
30% 1210 28% the potential shortfall forecast for Social
20% 1 Social Security.

10% 1 Security Even and MacPherson highlight the implica-
0% 10 0 0 o tions of the two methods of financing for the

future of the programs:

Y ears of Work _ _
Source: U.S. Department of Labor, Bureau of Labor Statistics, “Employee The SOCIaI Secunty SyStem_S pa.y'aS‘yOU'
Benefits in State and Local Governments,” p. 124; and House Committee gO Stru.Ctu re pr.esents a maJOI’ d|!emma as
on Ways and Means, 1998 Green Book, p. 4. the ratio of retirees to workers increases
over the next fifty years. In the non-FICA



plans, liabilities are funded in advance to hibit investment in specific types of companig
avoid this problem. Moreover, the non- for “moral” reasons® The dangers of those
FICA plans have earned a higher rate of types of investment practices are serious: th
return on the investment of these funds can expose the program participants to unnec
than has the Social Security system. The sary risk and introduce the possibility of corruy
non-FICA plans have been able to take tion and cronyism.
advantage of the fact that historically high- ~ Alan Greenspan, Chairman of the Feder
er returns have been earned in the equity Reserve, has testified about the dangers
markets than in bond markéts. allowing the federal government to invest an
cited the experience of public pension funds
According to the Public Pension Co-an example:
ordinating Council (which surveys state an

local government retirement systems and pr.
vides summary analyses), state and local pla
generally invest their funds in accordance wit
the state and local laws that regulate investme
decisions. This prefunds future benefits and pr
vides additional revenue for the system, whic
reduces the need for future employee ar
employer contributions.

Although the experience of state and loc:

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 restft.

Several studies confirm the negative impa

governments with investing in stocks and boncof economically targeted investments (ETISs) @
demonstrates the benefits of prefunding and tinvestment returns. A September 1995 Joi
power of compound interest, it also provides Economic Committee report states emphatic
warning concerning how political interests caly: “Among state-level public pensions, wher
guide investment selection. ETls have been attempted, the evidence cleg
The Public Retirement Institute conducted demonstrates that ETIs reduce the rate of ret
study on the trends in investment restrictioron pension investments?® That study cites a
that govern public pensions. The study founpaper written in 1983 by Alicia Munnell, who
that while broad restrictions are easing, speciffound that “ETIs are associated with a 2 pe
restrictions are increasing: centage point reduction in investment retums.’
The Joint Economic Committee’s repof
While most public retirement systems are includes numerous examples of state pensig
now subject to prudence standards rather that have lost substantial sums of money due
than legal lists, specific restrictions and poorly performing ETIs—from the Kansag
encouragements are increasingly affecting Public Employees’ Retirement System, whic
the individual investment decisions of the lost $65 million investing in a Kansas-base
systems. . . . In the last year, restrictions Home Savings Association, to a Pennsylvan
from investing in stocks were lifted from retirement fund that invested in a $70 millio
the final three state retirement systems: Volkswagen plant that lost 57 percent of it
West Virginia, Indiana, and South value over 14 yea3.However, the economic
Carolina. In that same time, several states consequences of ETIs and other political
have considered or adopted restrictions on motivated investment strategies are not limite
investments in tobacco and gangsta rap to pension participants; they also affect the ge
company stock. Also, some jurisdictions eral economy:
have considered ways in which the public

pension system could bolster the econo-
my.lG

Approximately 42 percent of state, county
and municipal pension systems have restrictio
targeting a portion of investment funds to proj
ects designed to bolster the local econdmy
Twenty-three percent of pension systems pr
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Although the evidence presented above
has dangerous implications for America’s
pension system, there are consequenceg
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
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diverted to less productive uses, economic



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

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 ETl-induced misallocation of capital
will depress income growth and the stan-
dard of living?®

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 rati&.”San
Diego designed the Supplemental Pension
Savings Plan (SPSP), a mandatory defined-con-
tribution program, to replace Social Security for
city employeeg?

Today, approximately 8,000 individuals par-
ticipate in San Diego’'s SPSP program.

. = Employees of the city of San Diego are required
minor compared to the dangers of giving thy, contribute 3 percent of their salaries to their
federal government the same powers.  gpgp accounts. Employees hired before July

The total assets of state and local retiremeqggg nave the option of contributing an addi-
systems in the United States amount 10 slightiiona 4.5 percent of salary, and those hired after
more than $2 trilliorf! Those assets are spreaynat date may contribute an additional 3.05 per-
throughout the country and are invested undegnt of salary® The city of San Diego matches
the laws of various jurisdictions. The experiency g percent of the employee’s contribution,
of those systems with private investment princjuding the voluntary portion. As of October
vides a warning for those who would have th1997, only 161 of the 2,463 participants who
federal government invest the Social Securiyere eligible to contribute 4.5 percent of their
Trust Fund in private equities and bondssajaries were not taking full advantage of the
President Clinton proposed in his State of ﬂ‘opportunity; of the 5,430 who were eligible to
Union address to allow the federal governmeicontribute 3.05 percent, 0n|y 893 were not
to invest in stocks; under his proposal, the Socigoing so*°
Security Trust Fund would contain, in 1999 dol  \When the program was first set up in 1981, all
lars, $743.5 billion in stocks in the year 2625. contributions were invested by the city treasurer
If “restrictions and encouragements” anin low-risk investment products such as U.S.
attempts to “bolster the economy” similar tqgovernment securities and money markets. In
those applied by many state and local retiremeQOctober 1996, individuals were given control of
plans were applied with the resources of trtheir investment selection.

Social Security Administration, there would be Today, each employee has the option to invest
severe detrimental effects on the efficiency che assets in his or her account in a combination
the market® of five funds. The funds represent various levels

Defined-contribution plans avoid such probof risk. On the low-risk end is the Managed
lems since individuals own the program asselncome Fund, comparable to the fund managed
and investment decisions are not controlled tby the city treasurer prior to the change in 1996.
the state. This fund consists of stable value contracts, pri-

marily securities of the U.S. government. At the
L high-risk end is the Templeton Foreign Fund,
Some SpeCIfIC Examples which consists primarily of non-U.S. stocks.

While an overview of state and local retireThere is also a fund made up primarily of stocks
ment plans shows that they are more financiaffrom the Standard and Poor’s (S&P) 500 and a
sound and provide better benefits to their partifund that uses a mix of stocks and bonds.
ipants than does Social Security, it is helpful t As a part of administering the program, the
look at programs individually in order to isolatecity of San Diego attempts to educate program
the characteristics that are most beneficial aparticipants about investment strategy. Today,
that may provide the most useful informatiotthey provide employees with a pamphlet that
for policymakers attempting to reform ancnot only includes information specific to the
improve the federal program. program but also educates employees on the

The dangers associated with states and loc
ities investing in the market and selectin
investments according to a political agenda a



basic principles of investing.If employees fail Participants may choose in what manner they
to make a selection, their money is investewould like to receive their benefits, including
in the lowest-risk managed income fundfull cash payout. They may also choose not [to
Currently, about 50 percent of the assets access their funds and to let the funds continue
SPSP participants are held in that fund. to grow. In the event of a plan participant’

Employees are fully vested in their mandatcdeath, the full value of the account is paid to|a The San

ry and voluntary contributions, which meandesignated beneficiary. Diego SPSP
that if an employee terminates employment I In 1981, San Diego also provided its employ- h ided
retains ownership of that portion of the assets ees with a long-term disability plan guarantee- as proviae

his account. Participants become fully vested ing employees 70 percent of their biweekly individuals

the city’'s match of mandatory and voluntanincome if they are unable to perform “duties of \yjth a market
contributions at 20 percent intervals per year fegular occupation” and “light duty.” After th rate of return
employment. After five years, a participant hafirst year of disability, payments continue if th i
full ownership of all the assets in his account. employee is so disabled that gainful employ- ON their

If a participant terminates employment beforment is not possible. An employee must have contributions.
retirement, he has the option of rolling the preworked for 12 months prior to becoming dis- Tha |owest-
tax portion of the account into an individuaabled unless the disability occurred on the job, .
retirement account (IRA) or leaving the assets in which case workers’ compensation benefits risk managed
the SPSP and continuing to invest with the pr@re provided. The cost of the disability program jncome fund
gram. If an individual chooses instead to acceis born by the city of San Diego. has returned
those funds, the portion that was not previous As shown in Table 1, the San Diego SPSP has
subject to tax—the employer match and the caProvided individuals with a market rate of return  MOre than 8
ital gains in the account—uwill be taxed. on their contributions. The lowest-risk managed percent over

Participants may take out a loan of up to 5income fund has provided an average nominal the past 15
percent of the value of the account assets rate of return of more than 8 percent over the
which they are vested, up to $50,000. The mipast 15 years. years.
imum loan amount is $500. Participants have The effects of this rate of return on individual
to five years to repay the loan at an interest reparticipants are significant. Consider, for exarn-
that is fixed for the term of the loan and is detePle, a San Diego employee who was first
mined by the city of San Diego, based on tremployed in 1982 at age 22, contributed the
shared secured loan rate of the San Diean Table 1

Municipal Credit Union. Participants generally San Diego SPSP—Nominal Rates of Return of the

repay their loans th_rough payroll deductions. Lowest—Risk Managed Income Investment Fund
loans are not repaid, they are treated as a ¢

bursement and subject to taxation. More the Year Rate of Return (%)
2,000 participants are currently using the loa 1982 15.49
provision? 1983 9.75
After working for two years, any participant 1984 11.17
in the program may withdraw contributions ani 1985 10.49
earnings once per year. Participants who are r 1986 8.61
fully vested in the city’s contributions forfeit 1987 7.71
that portion of their accounts, which range 1988 7.75
from 100 to 20 percent depending on vestin 1989 8.83
level. Participants are not allowed to access tl 1990 8.30
city’s contributions until retirement or termina- 1991 7.69
tion of employment, even after they are veste 1992 7.21
Approximately 700 members per year access 1993 5.03
portion of their funds3 1994 4.51
Plan participants are able to access the 1995 5.82
retirement funds without paying a penalty tax ¢ 1996 5.52
age 55 if they are eligible for retirement (whict 1997 6.69
requires a minimum of 20 years of service); ott 1998 6.52
Average 8.06

erwise, they can access their funds at age 5¢

Source: San Diego SPSP Plan administrator.



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

minimum of his $30,000 salary to his accourEven if a more conservative annuity estimate is
while working, and kept all his money in theused, such a plan participant could receive a
lowest-risk managed income fund. Today, at agmonthly payment of about $1,026.

39, he would have approximately $60,000 in h  If the city employee described above were to
account® If he had also taken advantage of take advantage of the voluntary contribution and
portion of the voluntary option and made a corpay closer to what Social Security takes out of
tribution of 12 percent, which is comparable tmost workers’ paychecks, his benefits would be
what he would have paid Social Security, h$532,488. According to the plan administrator,

would today have almost $120,000 saved for hthat could provide a monthly annuity of $3,605

retirement. for a single man or a payment of $3,136 that

The potential benefits for plan participantwould continue during the lifetime of a spouse
who are now given the opportunity to contraof the same age. The more conservative annuity
their own investment selection are even greatestimate would result in a monthly benefit of
As shown in Table 2, three of the four nevapproximately $2,052.
investment funds offered by SPSP since 19¢ ' |f this worker were required instead to partic-
have provided average annual returns Wepate in Social Security, he would be entitled to
above 10 percent. If the aforementioned pléreceive a monthly payment of approximately
participant who has been contributing 12 peg1 077 after paying 12.4 percent of his income
cent of his salary to his account had moved ttg the program. As shown in Figure 2, even
assets to the AIM Constellation fund in 1994yhen SPSP participants contribute just the min-
when he was first given the opportunity to Corimym to their accounts, they still can expect to
trol his investment selections, his assets WoUreceive more in retirement benefits than they
have grown to more than $150,000. would have from Social Security.

The cur_nulative effects pf particip_ating inthe ggn Diego’s SPSP provides an example of
program instead of Social Security over apgy 5 mandatory system based on individual
entire working lifetime are even more dramatiGestment can be successfully administered.

Consider, for example, an individual Wherhe program provides its participants with more
begins working for the city of San Diego at afreedom and control over their retirement sav-

30 and works for 35 years for a salary Gos and allows individuals to eniov market
$30,000. Assume that he contributes just tflra?ess of return\.NS individuals joy

minimum to his SPSP accountand earnsa 7 p

cent real rate of return (the average real rate

return for U.S. stocks from 1926 through 199The Alternative Plan for Galveston
was 7.56 percentj. At retirement, he would County Employees

have an account worth $266,244 in today’s dc .
lars. According to the plan administrator, the 1€ Galveston County Alternative Plan also

account today could provide a lifetime monthhoriginated in 1981, when three. counties .in Texas
payment of $1,802 to a single male retiring zVOted38t° opt out of the Social Security pro-
age 65. It could also provide a plan participaidram=* The Galveston County commissioner
who has a spouse of the same age with a joibrought in a financial consultant to help design

survivor annuity paying $1,568 per mogth. the plan and specified that it must provide bene-
fits that, at a minimum, were equal to the bene-

Table 2 fits provided by Social Security for the same
: Y y
Nominal Rates of Return on SPSP Investment Funds Cost_39 Today, there are approximately 1,500
Aggressive Conservative participants in the Galveston Alternative Pian.
Rate of Return (%) Galveston County employees hired after
Year Templeton AIM American Express IDS 1987 contribute 6.13 percent of their earnings to
Foreign  Constellation Trust Equity Mutual their “retirement annuity accounts,” which are
Fund Fund Index Fund Fund administered by a financial services company.
1996 18.00 16.97 22 72 13.63 ;I;]he co?nt%/de}lsob_cl:_?ntrlbéjtes 7_.785_ percent, Ietss
1997 6.65 12.92 3290 18.90 e cost of disability and survivor insurance, to
1998 4.88 18.89 28.49 946 Participants’accounts. . .
Average 6.59 16.03 28.04 14.00 When the program was being designed, there

Source: San Diego SPSP administrator.

was concern about market risk. Those crafting



the program decided that, in order to addrerjgre 2
these concerns, all mandatory contributior
would be invested with a single financial sel
vices company in a vehicle with a fixed returr

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

The selection of the company was determine
through a bidding process, and the contract w $4,000
awarded to the company that would provide tr $3 5001
highest fixed rate of returf? As Table 3 shows, |
the average yearly nominal rate of retur $3.000
received on this risk-free investment has be«$2,500
approximately 8.64 percerit

$1,802

$2,0001
Table 3 $1,5001
Nominal Rate of Return on Assets in the
Galveston Alternative Plan $1,0001
$5001

Year

$3,605

Rate of Return (%) $0-

Social Security American Express American Express
1981 11.50 12.4% Annuity Estimate Annuity Estimate
1982 15.50 Contribution for SPSP for SPSP
1983 11.55 6% Contribution 12% Contribution
122; iigg Source: Author’s calculation based on information provided by San Diego SPSP administrator.
1986 950 ments to a spouse/beneficiary. Aretiree can also
1987 851 elect to receive a lump-sum payment for the
1988 9.01 entire amount of the assef. . ;
1989 8.81 In addition to retirement benefits, the San Diego S
1990 782 Galveston Alternative Plan provides significant SPSP provides
1991 7.92 survivor benefits through a life insurance policy. participants
1992 6.92 The beneficiary of a plan participant under age _ . h
1993 6.27 70 would receive a lump-sum payment of 300 with more
1994 4.92 percent of annual earnings, with a minimum freedom and
1995 6.67 benefit of $50,000 and a maximum benefit of ~ontrol over
1996 4.67 $150,000. The beneficiary of a plan participant hei
1997 523 age 75 or older would receive a lump-sum paly- t e_|r
Average 8.64 ment of 130 percent of annual earnings, with a retirement

minimum benefit of $33,330 and a maximur
benefit of $100,00¢% In addition to this lump-

Employees also have the option of makinsum payment, the retirement account becom
additional contributions to their accounts, prcpart of the individual's estate and is transferaQ
vided that the total of all contributions theyto heirs.
make or that are made on their behalf do n Employees are also protected through disall

Source: American United Life.

exceed 25 percent of their adjusted gross payity insurance. Individuals who qualify receive

$8,000 per yedt 60 percent of base pay up to a maximum ber

Plan participants are allowed to withdraw thfit of $5,000 per month, with a minimum month
assets in their accounts throughout their lives ly benefit of $100. The disabled member
the event of an “unforeseeable emergencyeligible to receive continued annuity deposi
such as severe illness or severe loss of propeafter payroll ceases until the employee resum
(for example, if the account holder’s houswork or reaches age 65.
burns down). Any other withdrawals priorto agr  The differences between Social Securit
59.5 are subject to a penalty tax. Plan particretirement benefits and the benefits that will |
pants who retire may use the assets in thgenerated by the assets in an individua
accounts for a variety of benefit paymentaccount in the Galveston Alternative Plan a
Retirees can purchase annuities solely for th«considerable. For example, a Galveston Cour
own lifetimes or annuities that also provide payemployee with a constant annual salary

N savings and
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enjoy market

" rates of return.
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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.

$30,000 would retire with an account wortitoday covers nearly 110,000 public school
more than $320,000 after 40 years of worlteachers and administrators. The history of
assuming the fixed assets generate a real rattMTRS is particularly pertinent to the current
return of 4.5 percent. debate about Social Security’s future in that
According to American United Life, the aver-MTRS faced similar pay-as-you-go financing
age annuity factor used for the plan has beproblems just a decade atjdn 1976, a study

7.795, which means that for every $1,000 a plecconducted in Massachusetts found:

participant has accrued in his account, he wou
receive approximately $7.80 per month. At ag
65, a plan participant who has accrued assets
$320,000 would receive a monthly payment ¢
$2,494. The Social Security Administratior
believes that this annuity factor is too high an
requested that Galveston use an annuity fac
of 6.487 when providing values for a GAC
report on the program. Under the lower assum

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 1998.

In 1987, MTRS began the transition to a

tions, the individual described above woulfunded system by establishing a 40-year funding
receive a monthly payment of $2,07@Based schedule that would eliminate pension liabili-
on a still more conservative annuity estimatdies® The following changes were implement-
the monthly payment would be about $1,259. ed: MTRS “adopted and funded actuarially
In contrast, if the same employee wersound funding schedules, repealed regressive
required to participate in Social Security, hflegal list’ restrictions on the investment of sys-
would be eligible for a monthly payment fromtem assets, repealed an arbitrary cap on system
Social Security of just $1,077. benefits, and monitored the system for abuse.”
It is worth noting how much better off As of January 1, 1998, the system was 77.7 per-
Galveston County plan participants would havcent funded®
been without the provision mandating invest MTRS is a compromise between a defined-
ment in assets with a fixed rate of return. Ttbenefit and a defined-contribution plan.
average annual S&P rate of return over the péAlthough an MTRS participant receives a
15 years was more than 14 perénRay defined retirement benefit, the 9 percent of
Holbrook, who helped set up the program isalary each teacher hired after July 1, 1996, con-
Galveston County, described the trade-otributes to MTRS is credited to an annuity sav-
Galveston County made when it structured ttings account that is maintained on that teacher’s
program with a fixed rate of return: behalf. The account accumulates interest at a
rate established by the Public Employee
A calculated decision was made not Retirement Administration Commissi®hThe

retirement income would have been much the system if he leaves employment before age
more if that had been done, probably twice 55 and chooses the refund option; the assets in
as much. Nevertheless retirement income the account can also be passed on to a benefi-
for employees with 20 to 40 years of ser- ciary if the MTRS member di€8. _
vice is calculated to be 2 to 5 times the  Teachers become eligible to receive a retire-
retirement income of Social Security. . . . ment allowance when they have worked for 20
In my own case after 14 years in the Yearsorreachage 55 and have a minimum of 10
Alternate Plan and 27 years in Social Years of service® Benefits are determined by a
Security, my monthly payments for retire- formula based on the retiree’s age and length of
ment are about the same from both pro- Service and the average of the highest three con-
gramss? 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
survivors?

Massachusetts Teachers’ Retirement
System

The Massachusetts Teachers’ Retireme
System (MTRS) was established in 1914 ar

10



For example, a 62-year-old teacher who hi MTRS also provides disability benefits
worked for 35 years and had a final averatAccording to the executive director, “For 1997,
salary of $38,000 is eligible for a retirementhe average MTRS job related disability benefit
allowance of $29,260 per year, which provideswas $32,000; the average non-job related dis-
monthly benefit of $2,438.33. The teacher alsability benefit was $14,000 annualfy.”
has the option to provide a spouse with a st MTRS can provide higher benefits than
vivor benefit. If the spouse is the same age, tSocial Security because, in addition to contribu-
teacher’s annual income could be reduced tions from workers and employers, MTRS has
$23,408, which would provide a monthly beneassets that earn interest and thereby generate
fit of $1,950.66. The survivor would thenadditional revenue. Since MTRS announced |ts
receive a benefit of two-thirds that amoun40-year funding schedule, its investments hal
which is an annual benefit of $15,449.28 or exceeded the necessary 8.5 percent rate of|re-
monthly benefit of $1,287.44. turn that was assumed. In 1997, management

Under Social Security, such a teacher wouof MTRS assets was switched from th
be eligible for a monthly benefit of approxi-Massachusetts State Teachers’ and Employees’
mately $992 at age 62. That is just 41 percent Retirement Systems Trust (MASTERS) to the
the benefit that the teacher under MTRS wouPension Reserves Investment Trust (PRIT)
receive as an individual. However, even if thfund, which also serves other Massachusetts
teacher has a spouse and elects to provide a retirement systems. The total value of the assets
vivor benefit, MTRS still provides a far greatein the PRIT fund is more than $24 billion dol
benefit than does Social Security. Under Socilars More than 60 percent of resources are
Security, the same teacher and a nonworkilinvested in equitie%.
spouse would receive $1,488—more than $4¢! Although the efforts of MTRS to fund its pen
less than under MTRS. Social Security’s susion liabilities have been successful, the invest-
vivor benefit payments are almost $300 lesment practices employed by and on behalf
than under MTRS? Moreover, this quantitative of MTRS reveal some of the more political
analysis does not take into account the additiouses of state-managed pension assets. The
al benefits of increased flexibility over retireeMassachusetts investment boards have had a

ment age. policy of “in-state” investment initiatives.| Socijal
The actuary for the Massachusetts PublAccording to the final report of MASTERS S ity’
Employee Retirement Administration also stuc*beginning in 1992, with the advice of a blue- ecurity’s

ied the differences between the benefits proviribbon panel of local private sector investment benefit is
ed by Social Security and MTRS and concludeand business professionals, MASTERS devel- 43_75
that Social Security’s benefit is 43—75 perceioped an in-state investment program, designed
less than the MTRS retirement benefit, depento generate market returns while benefiting the percent less
ing on an individual's salafy. general economic climate of Massachusétts.] than the

In addition to retirement benefits, the MTR{Those initiatives included a “purchase of mort- N TRS
provides survivor and disability insurancegage-backed securities . . . directly supporting ;
When entering the MTRS program, each partithe Massachusetts residential mortgage market” reti re_ment
ipant designates a beneficiary and benefit psand underwriting a multifamily low-income| benefit,
ment option. That can be either a lump-suihousing rehabilitation project in the South End depending on
payment or “member-survivor” payment, whictof Boston because “the Massachusetts Housjng TR .
provides a monthly allowance to the beneficiarFinance Authority had a project that needed an individual’s
If the lump-sum payment option is selected, tHinancing.s° salary.
designated beneficiary receives the total balan
of the member’s account. If the member-su -
vivor option is selected, the designated benel‘ou's'alna
ciary (who must be a spouse, parent, siblin In Louisiana, most government employegs
child, or former spouse) receives a monthly paparticipate in state and local retirement plans [in
ment equal to two-thirds of the amount that thlieu of Social Security. In general, those plans
member would have received under a joint arare typical defined-benefit plans: a set percent-
survivor allowance. If the member is youngeage of payroll is contributed to the program and
than age 55 at the time of death, the benefits iparticipants receive a fixed benefit at retirement.
still calculated for age 5%.
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Table 4
Comparison of Various Louisiana Non-FICA
Retirement Systems and Social Security

Retirement System Maximum  Conditions for Contribution Number of
Retirement  Retirement Rate (%) Active

Benefit* Eligibility Participants

Social Security $ 805.00 Age 65 12.40

School Employees’ $1,393.33 Any age with 30 12.35 15,000

Retirement System years’ service

State Employees’ $1,275.00 Any age with 30 11.95 70,000

Retirement System years' service

State Police Retirement ~ $1,500.00 Any age with 20 20.50 1,000

System years’ service

Teachers’ Retirement $1,250.00 Age 55 with 30 24.50 85,169

System of Louisiana years’ service

Clerks of Court Retiremer $1,500.00 Age 55 with 30 18.25 2,114

and Relief Fund years' service

District Attorneys’ $1,666.67 Any age with 25 7.00 586

Retirement System years’ service

Firefighters’ Retirement ~ $1,665.00 Any age with 25 17.00 2,500

System years’ service

Louisiana Assessors’ $1,500.00 Age 50 with 30 12.75 700

Retirement Fund years' service

Municipal Police $1,665.00 Any age with 25 16.50 4,400

Employees’ Retirement years’ service

System

Parochial Employees’ $1,500.00 Any age with 30 17.25 13,000

Retirement System years’ service

Sheriffs’ Pension $1,625.00 Age 55 with 25 13.70 10,000

and Relief Fund

years' service

*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.

However, Louisiana’s numerous plans demoiCommittee on the unique needs of public safety
strate how these systems are structured specofficers and on how state and local retirement
cally to meet the needs of different groups (systems meet those needs more effectively than
employees.

For example, Table 4, which lists various
Louisiana retirement plans, shows that the Ste
Police Retirement System requires one of tt
largest contribution rates, but it allows membel
to retire at any age after 20 years of service. Tt
provision recognizes that employees in higt
stress jobs have different needs—such as 1
need for additional flexibility in determining
retirement age—than the average publi
employee.

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

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®

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 payrof!

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. Amember 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
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entitled to if he were to retire on that day or 2Public Employees Retirement System An important

percent of his final average salé&ty. of Ohio benefit of the
For example, a young firefighter makinc _ _

$20,000 a year or $1,667 per month would t 'I_'he Public Employees Retirement System f system for

eligible for a monthly disability payment of ONio (PERS) was set up in 1935 and today pio-\yqrkers in

$1,000 from the first day on the job. UndeVides retirement, disability, and survivor bene- h

Social Security, the same firefighter would haJfits to public employees who are not covered by SUCN a

had to work for at least six quarters to be eliganother state or local retirement progrém, stressful and

ble for disability protectiof® Under Social There are more than 400,000 active and mactvedangerous jOb

Security, a worker’s disability benefit is basemembers in PERS and more than 100,000 . that

on average indexed monthly earnings (AIMETetirees or surviving beneficiaries who receive 1S tha

and is computed as if that worker had reach<hm0nthly p?rsllmegfé ft;_CIJIr_n the progtra?PnF;]l_EF;S members have

full retirement age on the day he became dinas more than ihon in assets, which gen-

abled. The average monthly disability paymei€rate substantial revenue for the progfaim. ﬁ g't?ﬁ‘lt.tdeal of

is only $7044 However, for a young worker fact, in 1997 the income generated by invest- IEXIDIITY

who has not contributed to Social Security fcMents accounted for 73 percent of total revenue, regardmg

many vears and so has a low AIME, disabilitwhereas member and employer contributions :
payrr{e);\ts would be far less. accounted for just 27 percéftThe additional retirement

The administrators of the Louisiana retirerevenue allows PERS to offer more generolis age.

ment programs view the additional benefits arbenefits to its members than would a pay-gs-

flexibility provided by their systems as a way oY0U-go system such as Social Security. _
attracting employees: The components of the PERS plan are varied

slightly to meet the needs of different occupa-
For many years, one of the primary bene- tions. For example, the contribution rates for
fits attracting police officers, firefighters, law enforcement officers are higher, but they are
and others to City-Parish employment has 9iven greater freedom in electing retirement
been our retirement program which offers age® State employers pay 13.31 percent of

benefits much greater than those offered reportable payroll to PERS; local employers,
by the Social Security prografh. 13.55 percent; and law enforcement employeys,

16.7 percent. Most public employees contribute

The efforts of these state and local retireme8-5 percent of salary to PERS; law enforcement
programs to tailor plans to the needs of emploofficers pay 9.0 percefit. _
ees contrast with the one-size-fits-all nature | Employees’ contributions are credited to say-
the federal Social Security program. ings accounts held on their behalf. Individuals
are kept informed of the accumulations in thejir
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.
fund’s money managers. In 1995, a dispuThe money contributed earns interest at a rate
between the mayor and lthe board ’Of the Neset b_y '_[he PERS Retirement Board. Federal fax
Orleans city workers’ retirement fund resulted i||aW I|m|'_[s deposits to 25 percent of a member's

annual income or $30,000. This money and the

i/lnun:(r:]iv ?“I?]\é/lggt? a?i%/n tr]rehec;tg ‘2 rtoi;f.l,ﬁz d ot;interest earned may be refunded or used for|an
P 9 ' b -additional annuity at retirement.

that office suggested that the selection of a me
aging company had been influenced by cron
ism.”8

Louisiana’s pension assets are invested unc
state laws, which set a minimum and a max
mum percentage of assets that can be investel
equities’® Typically, the pension board man-
agers contract with private investment manage
to handle the investment allocatidi#lthough
it appears that Louisiana has largely avoided t
problems associated with economically targete
investing and social investing, there has bet
some controversy about the selection of tf
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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.

PERS provides disability benefits to workerefit of $12,600 or $1,050 montH. Under
who have at least five years of service credit aiSocial Security, that individual would be unable
have a permanently disabling condition. Thto retire until age 62. At that time, in return for
benefit is based on final average salary (FAthe 30 years of service, with a salary of $20,000,
and years of service with PERS, but cannot lthe worker would be eligible for a monthly pay-
less than 45 percent or exceed 60 percent ment of roughly $587. As shown in Figure 3, a
FAS8 PERS also provides workers with a “SUrPERS participant retiring at 53 receives almost
viving spouse” benefit. The surviving spouse ctwice the retirement benefit received by a work-
a worker with less than 10 years of servicer participating in Social Security who retires at
receives the higher of $96 or 25 percent of FAage 62.
per month; the surviving spouse of a worke
with more than 10 years of service receives tiFigure 3
higher of $106 or 25 percent of FAS per montiComparison of Monthly Retirement Benefits
If the worker was eligible to retire at the time ounder Ohio PERS and Social Security for
death, the spouse would be eligible for a payorkers Making $20,000 after 30 Years of
ment equal to what would have been receivedg, . i-q
the worker had selected the retirement optic
with the highest survivor benefit. Depender
children and parents are also eligible for ben $1,2001
fits.86 $1,000]

Participants in PERS have a great deal
flexibility about the timing of retirement and the $5001 $587
payment options. Workers who are age 60 ai $600
have five years of Ohio service are eligible for ¢,
retirement benefit. Workers who have served fi
longer periods may retire earlier. A participan $200]
who has worked for 25 years may retire at a¢  $o-

$1,050

55. A worker with 30 years’ service may retire Social Security PERS Retirement
with full benefits at any age. Retirement atAges3
at Age 62

A worker’s benefits are determined by a for
mUIa that takeS into account the WOfkeIJS Iengﬁz::jcbe;s(u:hor’s calculation based on information in Ohio PERS “Member
of service, final average salary (the average '
the worker’s three highest years of salary), ag Although the PERS program shows the finan-
and plan payment selecti®h.Payment plan cial benefits of prefunding, it also provides
options include a single life annuity or a selecwarnings for those who believe the federal gov-
tion of lesser annuities that continue during trernment should have the power to invest Social
lifetime of a spouse or are paid to a designatSecurity revenues. PERS funds are invested in
beneficiary. The plans are of equal actuariaccordance with Ohio state law, which states:

value, but monthly payments differ because «

the cumulative life expectancies covered. A
annual cost-of-living adjustment is also provid
ed to benefit recipients.

The single life annuity is calculated by multi-
plying 2.1 percent of a worker’s final averag
salary by the first 30 years of service and 2
percent of final average salary for each year (
portion thereof) of service over 30 years. Fc
workers who retire with less than 30 years ¢
service or before age 65, benefits are reduced
a set percentad@.

For example, a worker who is 53 years olc
with 30 years of service, and a final averac
salary of $20,000 would receive an annual be
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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 firm&.



In addition to working to serve participants ir - San Diego’s SPSP plan provides one example The
the retirement program, investment manageof how a mandatory defined-contribution pra- superiority of
are also directed to consider how to benefit tigram can be set up and administered. San p_ y
state of Ohio. Such efforts to target investmenDiego’s plan is structured to help educate part|c- defined-
in-state and toward specific groups have beipants about investment, but it also provides a contribution
shown to lower returns and to create potentidefault fund so that any individual who chooses

conflicts of interest? not to participate actively in the investment Plans IS_
strategy still receives a market rate of retun. Increasingly
i Galveston County confirms those findings and recognized.
Conclusions highlights how participation in the market dogs The g rowth
Overwhelmingly, state and local retiremennot require participants to shoulder a great deal 9 ]
plans have been found to provide plan particof risk. and popularlty
pants with more benefits and greater flexibilit The superiority of defined-contribution plans of 40 ]_(k)

with regard to retirement age and plan payois increasingly recognized. The growth and pop- lans and the

than does Social Security. Those state and lowularity of 401(k) plans and the IRA industry ar P g

plans can provide superior benefits because tttestimony to the public’s support for such sys- IRA Industry

predominately prefund future benefits, either ttems. Throughout the country, many states andgyre testimony

saving and investing the program’s income docalities that offer defined-benefit retirement to the public’s

by allowing the participants to save and inveplans in addition to Social Security are moving P

their contributions in accounts that will provideto change their systems to defined-contributipn SUPPOIt for

for their own future benefits. Those programstructures$? such systems.

provide important lessons for policymaker: Policymakers attempting to reform Social

attempting to reform Social Security. Some cSecurity should adopt the structure of a defingd-

those lessons are summarized below. contribution plan by giving individuals the
option to redirect payroll taxes to an account

Defined-Contribution Plans Are that they would own and invest.

Superior to Defined-Benefit Plans Reti ¢ Svst Should R )
etirement Systems Shou ecognize
Although defined-benefit plans affirm the y J

benefits of prefunding and the power of investhe Different Needs of Individuals
ment, they pose potential dangers to their partt The state and local retirement plans are also
ipants and ultimately to the economy at largsuperior in that they recognize that individuals
Since participants in defined-benefit plans chave different needs in retirement and attempt|to
not own their retirement savings, they face ttprovide flexibility to their participants in elect
possibility that plan sponsors will change bendng retirement age, plan payment method, and
fit formulas or will be unable to pay benefits ilsurvivor coverage.
the future. Moreover, investment choices i The differences between the state and logal
defined-benefit plans are often influenced fretirement plans and Social Security are the typ-
political pressure. This introduces additionzcal differences between private companies ahd
danger for the plan participants, since sucompanies protected by a monopoly. Because
investments are often riskier than are thostates and localities view retirement plans as
taken on by a private investor. For the econona means of attracting and keeping valuahle
and society, the ability of states and localities employees, they structure their plans to meet the
invest in private companies creates the potentneeds of the plan participants.
for cronyism and manipulation of the market. A particularly compelling example can b
Defined-contribution plans avoid these prokfound in Louisiana. Representatives aof
lems because participants in such plans owLouisiana’s retirement programs emphasize
their retirement savings. They do not face tthow their benefit plans are vital for attractin
risk that their plans will ultimately be unable tcemployees, particularly since they are often
meet obligations because their benefits corunable to pay as much as private-sector compa-
directly from their accounts. That also allownies. Louisiana’s various programs demonstrate
participants to take full advantage of the marktheir recognition that people have different defi-
and to assume the degree of risk with which thinitions of “retirement security” and differen
feel most comfortable. needs.
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Of course, a system of PRAs can be strul®The seven systems studied were the California State
tured so that decisions about retirement can Teachers Retirement System, the Los Angeles City
left entirely to the person who knows best holEmployees’ Retirement System, the Maine State

PR ) o Wt Retirement System, the Ohio Public Employees
to mee t,:[he md.IVIdu.aIS definition of retlrememRetirement System, the Ohio State Teachers Retirement
security"—the individual.

System, the Public Employees’ Retirement Association of
Colorado, and the Public Employee Retirement System of
Nevada General Employees Plan.

bid., p. 2.

State and Local Workers Should
Not Be Forced into

Social Secu rity 12U.S. Department of Labor, Bureau of Labor Statistics,

) ~ Employee Benefits in State and Local Governments, 1994
Several proposals for reforming Socia

Security recommend mandating that all ne
state and local employees be forced to parti“bid.
pate in Social Securi§. The resulting influx of
revenue into Social Security would reduce th

3Fagnoni, p. 1.

®Even and MacPherson, p. 2.

federal government’s 75-year unfunded liability

by just 10 percent, according to a GAO steidy.

16jennifer D. Harris,From Broad to Specific: The
Evolution of Public Pension Investment Restrictions
(Washington: Public Retirement Institute, July 1998), p. 2.

Such a small, temporary improvement in Socii
Security’s finances does not justify jeopardizinibid., p. 5.
the retirements of five million state and locéis;,es packard LovEconomically Targeted Investing:

employees. A Reference for Public Pension Fun¢Sacramento:
Instead, policymakers should learn from thinstitute for Fiduciary Education, 1989).

successes and failures of the state and loyg

- | d ref he federal Alan Greenspan, Chairman, Board of Governors of the
retirement plans and reform the tederal progragegeral Reserve System, in testimony before the Senate

to incorporate the best aspects of those piCommittee on the Budget, January 28, 1999, p. 2.
grams, by moving toward a fully funded syster,,

AR . f - Joint Economic Committee House Staff Report, “The
of individually owned, privately invested ret're'Economics of ETIs: Sacrificing Returns for Political
ment accounts.

Goals,” September 1995, p. 1.
2Ybid.

Notes 22)0int Economic Committee Briefing, “Economically
Social Security Administration, Office of the InspectoiTargeted Investments (ETIs),” June 15, 1995, p. 3.
General “Social Security Coverage of State and Loc
Government Employees,” December 13, 1996, p. 3.

pid.

3Cynthia M. Fagnoni, U.S. General Accounting Office, irstemQ from Stephen C. Goss, Depute Chief Actuary for
testimony before the Subcommittee on Social Security the Social Security Administration, to Harry C. Ballantyne,

the House Committee on Ways and Means, May 21, 19¢Chief Actuary for the Social Security Administration, dated
p. 2. February 12, 1999 (on file at the Cato Institute).

4bid.

2330int Economic Committee House Staff Report, p. 4.

24Harris, p. 2.

2601 more information on this issue, see Michael Tanner,
“The Perils of Government Investing,” Cato Institute
5U.S. Department of Labor, Bureau of Labor StatisticsBriefing Paper no. 43, December 1, 1998.

Employee Benefits in State and Local Governments, 1<

27 ,
(Washington: U.S. Government Printing Office, 1996), [ January 8, 1999, memo from Bruce A. Herring, San

110. Diego _Deputy City Manag_er, to the Mayor_ and City
Council members, p. 2 (on file at the Cato Institute).
6 .
lbid., p. 113. 28 i, . o
In addition to the SPSP program, San Diego provides its
"Ibid., pp. 111-113. er_nployees with a defi_ned-benefit program, the San Diego
Bibid.. 0. 23. City Employees’ Retirement System. Employees pay

between 7 and 13 percent of their salary, of which the city
contributes 5 or 6 percent depending on job classification;
benefits are determined by using a formula that takes into
account age, length of service, and final average salary, and
adjustments are made to benefits to account for changes in
the cost of living. The program also provides survivor and

SWilliam E. Even and David A. MacPhersdfreed from
FICA: How Seven States and Localities Exempt a Millio
Employees from Social Security and Provide Highe
Pension Benefits to Retire@dew York: Third Millenium,
1997).

16



disability insurance. More information is available in thé42cqnyversation with Don Kebodeaux, First Financid
San Diego City Employees’ Retirement Handbook, MaCapitaI Corporation, October 19, 1998.
1998.
P . o “Sinformation provided by American United Life, the
®The additional contribution was reduced because of tigalveston Alternative Plan annuity provider, dated Janua
requirement that public employers must contribute to1, 1999,
Medicare.

44A Summary of the Alternate Plan for Galveston Count]

ry

30Infprmation provided. by Valerie }/anDeweghe, benefit:Emp|oyees," First Financial Benefits, Inc., 1996, p. 1
administrator for the City of San Diego. This publication lists the cap at $7,500; however, acco
ing to the plan administrator the maximum contributio

31 ; P : ;
A package of information is provided by the City of Sa’level was raised recently to $8,000.

Diego’s Risk Management Department Employee Benefi

<]

Division. 4SThe Galveston plan is a deferred-compensation plan for

32:pjan Highlights,” pamphlet provided by the city of Sar

Diego (on file at the Cato Institute). the Internal Revenue Code of 1986. There is a tax pen

33critics of the program would note the “moral hazardare considered income and subjected to standard incg
created by allowing individuals access to their retiremefax. “A Summary of the Alternate Plan for Galvesto
funds while working. The benefits of allowing individualsCounty Employees,” p. 11. Options for plan payout a
to choose how to use their resources are unquantifiakcovered on pages 22-23.

they can invest in their children’s education or provide fcsg,
a home. This provision, however, does introduce the pote
tial problem that individuals will consume their retiremen
savings during their working lives. Clearly, if Social47piq. p. 4.

Security were reformed to become a defined-contributic

program, legislators would have the option of eliminatin®@nformation provided by American United Life, the
this provision. Alternative Plan annuity provider, dated January 21, 19
(on file at the Cato Institute).

_ . » , 493ee note 37.
Melissa Hieger and William Shipman, “Common

Objections to a Market-Based Social Security System: >°The GAO study, “Social Security Reform: Experience d
Response,” Cato Institute Social Security Paper no. lthe Alternate Plans in Texas,” points out that annuities
July 22, 1997, p. 7. not necessarily provide “inflation protection” through cos

A Summary of the Alternate Plan for Galveston Count]
Employees,” p. 3.

34 all calculations, salaries are held constant.

of-living adjustments as does Social Security. During the

#nformation provided by American Express Financiaggos, inflation has been very low; however, if there we
Advisors to the City of San Diego plan administratokg pe a return to the high inflation of the 1970s, this cou
February 18, 1999. Since annuities are affected by chanhaye an effect. But individuals in the Galveston plan |
in life expectancy, future annuity payments could bpot required to annuitize their assets and therefore co
reduced due to increased life expectancies. avoid this problem by selecting another payment option

$'The annuity was calculated by using the 17.3-year lifSicaculation based on the S&P December monthly clg
expectancy provided for a 65-year-old in the year 203jng prices from 1982 to 1997. Yale Hirsct99 Stock
given on p. 60 of the 1998 Old-Age and SurvivorTrader’s Almanac (Old Tappan, N.J.: The Hirsch
Insurance and Disability Insurance (OASDI) Trust Funorganization, 1998), pp. 142—143.

Report. Calculations also assume an annuitization chat

of 20 percent. 52 Holbrook.

38The three counties are Galveston, Matagorda, a®> Thomas Lussier, Executive Director of thd
Brazoria. Massachusetts Teachers’ Retirement Board, Testimg

39 ~ before the House Ways and Means Committee on May
Ray Holbrook, “The Galveston County Alternativeigog, p. 1.

Social Security Plan,” September 1998 (on file at the Ca

Institute). 54As quoted on page 2 of Thomas Lussier's testimor]

4 ) Report of the Funding Advisory Committee and th
®There are approximately 3,000 employees of the thriRetirement Law Commission to the Governor and Gene

Texas counties covered by alternative plans. Genecoyrt of Massachusetts, October 1976.

Accounting Office, “Social Security Reform: Experience

of the Alternate Plans in Texas,” February 26, 1999, p. 7°5Promises to Keep,” Final Report of the Massachuse

a . - ) State Teachers’ and Employees’ Retirement System Tru
According to the GAO study, “Social Security Reformpecember 31, 1996, and the Annual Report of the Pens|

Experience of the Alternate Plans in Texas,” p. 8, in 199Reserves Investment Trust Fund, June 30, 1997, p. 9.
the premium for life and disability was 4.178. Therefore

3.607 percent of payroll was contributed by the city 0°8nformation provided by Thomas Lussier, Executiv
behalf of the employee, making the cumulative contribiDirector of the Massachusetts Teachers’ Retirement Boa
tion to each worker’s account 9.737 percent of payroll.

for withdrawal prior to age 59.5. After that, withdrawals

government employees, considered under Section 457 of

Ity

me
h
e

b

D9

f
o

re
Id
re
uld

(7]
g

ny
21,

T<

al

[ts
st,

WD

rd.

17



5By statute, the interest rate must be fixed at an avereind @ chance to manage a piece of the city's $220 million
passbook savings rate. Massachusetts TeachePension fund, the report said.” Christopher Cooper,
Retirement Board, “As a New Member,” May 1997, Pension Board Gifts Criticized,Times-PicayuneApril

pp. 3-4. 22,1995, Al.

SBbid., p. 17. “%Public Employees Retirement Systems of Ohio,
“Member Handbook,” April 1998, p.1.

S9bid., p. 7.
80bid.

€0bid., p. 28. . _ .

Public Employees Retirement System of Ohio

51pid., pp. 30-32. Comprehensive Annual Financial Report, December 31,

1997, p. 16.

62\ITRS also provides an annual cost-of-living adjustmer
equal to the consumer price index or 3 percent, whichev®|pid., p. 11.

is lower, payable on the first $12,000 of a member’s ben8 . i
fit. Lussier, p. 4. SPERS “Member Handbook,” p. 8, 39.

63 ussier, p. 3. 84pid., p. 8.

64\lassachusetts Teachers’ Retirement Board, “As ttooIbid., p. 24.
Survivor of an Active Member,” September 1995, pp. 2—gg; g p. 29

6 .
*Lussier, p. 3-4. 87Under no circumstances can the benefit exceed 100 per-
66preserving Your Trust,” Annual Report of the Pensioicent of final average salary.

Reserves Investment Trust Fund, June 30, 1998, p. 21. 88 pi p. 32

87PRIT, p. 17. 89pid., p. 17.

58promises to Keep,” p. 11. Nipig, p. 18

69)pni
Ibid., pp. 11~12. 910hio Revised Code, Section 145.11B.

"®Robert T. Scully of the National Association of Policeg2,

Oraanizations in testimony before the Subcommittee . " example of such target investing occurred in 1992,
ganizat ! : Y u ! when PERS, along with several other retirement systems in

I\S/loual Secl\ljlmych tlgstousée Committee on Ways a'0hio, became a limited partner in a venture capital fund
eans on vay <L, P o with two separate funds, one focusing on minority- and
"IMaterials provided by the Firefighters’ RetiremenWomen-owned businesses and the other on small business-
Systems, which were distributed by the Louisian€s in Greater Cincinnati. See Steve Watkins, “Corporations

Association of Public Employees’ Retirement Systems arlnvest in Gradison Venture Fund@Greater Cincinnati
Louisiana Sheriffs’ Association, during their briefing,Business RecojdDecember 21, 1992, p. 1. In the early
“|mpact of Mandatory Socia| Security Coverage 0[19905, PERS a|SO |nVested in an AFL-CIO HOUSlng Trust.

Louisiana’s Public Employees and Employers,” DecembS€€ Ellen James Martin, “Social Investing’s 1990s Spin,”
16, 1998. Institutional InvestorMarch 1, 1993.

72 puisiana revised statute 11:2258, “Disabilityg3F0r more information on this issue, see Peter Ferrara,
Retirement.” “Pension Liberation: A Proactive Solution for the Nation's
Public Pension Systems,” American Legislative Exchange
"3.S. House of Representatives, Committee on Ways aCouncil, August 1997; Joel Mowbray, “The Prospect of
Means, 1998 Green BookWashington: Government Liberty in Kansas Pension Reform,” Kansas Public Policy
Printing Office, 1998), p. 12. Institute, December 21, 1998; and Girard Miller and
THpid. 0. 17 Joseph J. Jankowski Jr., “Public-Sector Defined
o P Ll Contribution Plans: Lessons from Seven Governnients

5Otha L. Schofield, Director of Finance, City-ParisfGovermnment Finance Revielecember 1998, pp. 29-33.

Government, and Chairman of the Board, City-Parissdp;qnaqas include S.2313, introduced by Senator Gregg
Employees Retirement System, memo to the members,,4 * senator Breaux; H.R.4256, introduced by
the Louisiana congressional delegation, December Ilcongressman Kolbe and Congressman Stenholm; S.1792,
1998, p. 2 (on file at the Cato Institute). introduced by Senator Moynihan and Senator Kerrey;
Option 1 of the 1994-1996 Advisory Council on Social
Security, written by Robert Ball; and the proposal of Henry
Aaron and Robert Reischauer of the Brookings Institution
"Information received from Trey Hodgkins Ill of the as described iCountdown to Reform: The Great Social
Louisiana Sheriffs’ Association. Security Debatg¢New York: Century Foundation Press,

78|l five members of the city’s Municipal Employees 1998).

Retirement Board, including the city’s finance director®®General Accounting Office, “Implications of Extending

accepted gifts in 1994 from companies managing or seeMandatory Coverage to State and Local Employees,”
August 1998, p. 7.

78 puisiana revised statute 11:267, “Indexing; equity limi
tations.”

18



